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GENERAL REVENUE REVISION 


WEDNESDAY, JULY 22, 1953 


House or RepresENTATIVES, 
CoMMITTEE ON Ways AND MEANS, 
Washington, D.C. 
The committee met at 10 a. m., Hon. Daniel A. Reed (chairman) 
presiding. 
The CHarrMANn. The committee will come to order. 


TOPIC 20—DEPRECIATION AND AMORTIZATION 


The topic under discussion this morning will be depreciation and 
amortization. 

The first witness who will honor us is the Hon. George A. Dondero, 
of Michigan. 

Mr. Dondero, we are very happy to see you here and are honored 
to have you before us. 


STATEMENT OF HON. GEORGE A. DONDERO, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF MICHIGAN 


Mr. Donpero. Mr. Chairman, it is a great honor for me to be 
present before this committee. I do not come very often, because 
we do not have matters in this committee’s jurisdiction. 

I am here i behalf of H. R. 421 which I introduced on January 
3 of this year. The purpose of the bill is to amend section 124 of 
the Internal Scie Code, and here are the circumstances out of 
which this bill grew or the purpose for which it was filed. 

Mr. Pipenhagen of Chicago appealed to me because he is a small- 
business man. He had some Government contracts during the war, 
bought machinery to produce the material that the Government 
needed ; but, like many other small-business men of this country, he 
did not have the funds and the means to employ a legal staff to advise 
him on what he should do about obtaining certificates of necessity, 
so that he might amortize that machinery. And, of course, it was 
not done, with the result that today the amount of the claim of the 
Government against this man and his company is $65,000 for income 
taxes, which is more than the value of the entire plant he owns and 
all the machinery in it. 

The purpose of this bill is to bring relief to these small-business 
men in this country who are in like positions to that of Mr. Pipen- 
hagen of Chicago. That is all there is to it. 

The CHarman. That is the bill, I believe, we have asked the 
Treasury for a report on, and it has been delayed. Is that the one? 


Mr. Donpero. I do not know that, Mr. Chairman. 
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The Cuarrman. I will find out. 
Mr. Donprro. I do know this, that a bill which I introduced pre- 
vious to this was opposed by the Treasury Department because it 
felt it would take some revenue from the Government. But, in spite 
of that, the small-business people of this country are in a great 
dilemma and find themselves in such a position that they cannot 
meet the demands of the Government. This bill, I hope, will bring 
some relief to them if it is passed. 

Mr. Freer is here as counsel for Mr. Pipenhagen, and Mr. Pipen- 
hagen flew in this morning from Chicago, and they are present when- 
ever you want to hear them. 

The Cuarrman. Thank you very much for your statement. 

At this point I will ask unanimous consent that Congressman 
Thomas J. Lane be permitted to file a statement in the record. 

I hear no objection. 
(The statement above referred to is as follows:) 


STATEMENT OF CONGRESSMAN THOMAS J. LANE IN Re Topic 20, DEPRECIATION 
AND AMORTIZATION 


This statement is in support of H. R. 5634, the bill I have introduced to 
extend section 124 (a) of the Internal Revenue Code (relating to amortization 
deductions for emergency facilities) to cover certain facilities in distressed 
areas. 

The purpose of this bill is to assist those labor-surplus areas within the 
United States, principally coal-mining and textile communities, where there 
is b'eak depression in the midst of national prosperity. 

There are many precedents to show that internal revenue is used, not only 
to provide for the conventional expenses of Government, but as a lever to work 
out certain economic objectives. 

Almost $2 billion were taken out of Massachusetts by the Federal Govern- 
ment during the fiscal year of 1953, for instance, with a much smaller amount 
returning in the form of Federal payrolls contracts functions, or installations. 

Most of this was spent on national defense and foreign aid. But of the re- 
mainder, little came back to Massachusetts, in spite of the fact that a number 
of our cities are going through a trying period of readjustment. 

Federal taxes from Massachusetts were used to distribute income, to build 
Government installations in other parts of the country and to help industrialists 
to build new plants elsewhere through amortization deductions for emergency 
facilities 

This has tipped the scales against the old textile-bill buildings of Massa- 
chusetts and New England. Due to this and other factors many of our textile 
industries have closed up or have moved out, leaving serious pockets of nnem- 
ployed behind them. New industries hesitate to move in, unless they are offered 
substantial inducements through tax write-offs, which only the Federal Govern- 
ment can provide. 

Massachusetts has not complained through the years when so much money 
was taken from this State via internal-revenue levies to build up the economies 
of other areas. The point is: This one-way drain cannot continue forever, 
especially when this has worsened our own economic position, and is actually 
putting us so far behind that we find it difficult to compete. 

It doesn’t make sense to take so much blood out of a generous donor that he 
himself becomes sick. 

The plight of New England textile communities can hardly be considered as 
a secret. During the present and the previous administration the dismal facts 
have been spread upon the record for all to see, but Washington has failed to 
give us any constructive help. 

Tt is not that we insist upon shoring up a high-cost industry that failed to 
pow back profits into research, new plants, new machinery, and new marketing 
methods, streamlining its ancient overexpansion. 

But we don’t want to see our skilled labor suffer from want of constructive 
employment with serious consequences to themselves and the Nation. 

We need new industries to fill the gap. 
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Growth industries, however, will not move into six-story factories that are 
40 years of age and sometimes much older. 

Local citizens, groups, and governments, are doing their best to provide facili- 
ties that will attract new industries to replace those that have given up the 
ghost or have moved on to other regions. With the Federal Government taking 
out so much money in the form of taxes that it has become the world’s largest 
financier in its indirect way there are not enough local resources to do the job. 

Therefore we must call upon the Federal Government not for hand-outs or to 
keep on buying goods that it doesn’t need and can’t use but to give us incentives 
through temporary tax relief. The United States is doing it for defense and in 
areas that are already prosperous. By extension, we should do it for those 
communities where old mills are vacant and thousands are unemployed. 

New manufacturing enterprises will fill this vacuum if they are provided with 
tax-incentives that will inspire them to build and operate in those cities and 
towns that are going through a period of transition. 

Concerning my bill, I want to make clear that it is limited to those industries 
that plan to build in labor-surplus areas as determined by the Secretary of 
Labor, and with respect to which a certification has been made. 

It will face up to a problem in our own backyard that has been consistently 
ignored during our preoccupation with global matters. 

By amending subsection (a) of Section 124a of the Internal Revenue Code to 
read: “Every person, at his election, shall be entitled to a deduction with respect 
to the amortization of the adjusted basis (for determining gain) of any emergency 
facility or any distressed area facility, based on a period of GO months.” 

President Eisenhower as one of the first acts of the new administration, signed 
Executive Order No. 10433 on February 4, 1953. This recognized and reaffirmed 
the practice of issuing certificates of necessity to meet emergency conditions 
involving national defense. 

I believe that it should be extended to meet the demands of labor-surplus areas 
which encanger our domestic economy. 

As the Federal Government has failed to take action authorizing this new 
interpretation and application, I am introducing and pleading for the enactment 
of this legislation for that purpose. 

Federal tax-incentives are necessary to help declining areas to resume their 
economic progress on firm footing, and a new road. 

H. R. 5634 will encourage gruwth industries to avail themselves of skilled 
labor that is anxious for productive employment. 


The CuHarmrman. The next witness is Mr. L. D. McDonald, chairman 
of the subcommittee on tax policy, National Machine Tool Builders’ 
Association, and vice set et of the Warner & Swasey Co., of 
Cleveland, Ohio. 

Mr. McDonald, we are very glad to have you here. Will you give 
your name and the capacity in which you appear for the record? 


STATEMENT OF L. D. McDONALD, CHAIRMAN, SUBCOMMITTEE ON 
TAX POLICY, NATIONAL MACHINE TOOL BUILDERS’ ASSOCIATION 


Mr. McDonatp. T am L. D. McDonald, chairman of the tax policy 
subcommittee of the National Machine Tool Builders’ Association. 
In private life, I am executive vice president of the Warner & Swasey 
Co. of Cleveland, Ohio. I am representing the machine-tool industry 
at this hearing. 

I am appearing before you today to advocate a system of optional 
depreciation. 

I suggest that such system should apply initially to durable, produc- 
tive equipment; but might eventually, by an orderly transition, be 
extended to all deprec iable property. 

The Commissioner of Internal Revenue has recently issued instruc- 
tions to Bureau personnel which should have the effect of reducing 
depreciation controversies between the taxpayers and revenue agents, 
This is a step in the right direction, but does not go far enough. Nor 
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do most of the other remedial proposals which have been suggested. I 
am convinced that optional depreciation is the correct solution. 

I am herewith presenting, for inclusion in the record, a compre- 
hensive brief on this subject. I shall confine my remarks today to 
a brief summary. 

The CHarrmMan. You are asking permission to include in the record 
a comprehensive brief on this subject ? 

Mr. McDonatp. Yes, sir. 

The CHairmMaAn. Without objection, it will be included. 

The Chair hears none. 

(The brief referred to will be found at the conclusion of Mr. 
McDonald’s statement.) 

Mr. McDonatp. First of all, I want to discuss the devastating effect 
which present depreciation laws and regulations have had upon pro- 
ductivity in our country. 

There is a popular impression to the effect that our industrial plants 
are the most efficient in the world. Gentlemen, this is in fact purely 
an illusion. We have lagged far behind other countries in plant 
modernization. 

The fact that we had such a remarkable production record in World 
War II was due, in large part, to our superior labor force and to the 
genius of American management and the superhuman efforts put 
forth by the machine-tool industry. It was a triumph of determina- 
tion over obsolescence. 

The reason for our surprising percentage of obsolescence does not 
lie in the lack of availability of new and better equipment. The 
machine tool industry, for example, has constantly been developing 
new models which will produce work faster, better, and more econom- 
ically. 

The reason that so much high-cost, obsolete equipment has been 
retained in the metal-working plants of our country is because replace- 
ment by new and better equipment has been thoroughly discouraged 
by Bureau of Internal Revenue rulings with respect to depreciation 
allowances; which, taken in conjunction with the Federal income tax, 
have exerted a powerful brake upon modernization, and have been 
responsible for a creeping obsolescence that has been overtaking this 
country. 

All this goes back to Treasury Decision 4422, which assumes that 
as long as a machine is operated it is useful and profitable, and puts 
upon the taxpayer the impossible burden of proving, at the time 
of acquisition, that a machine will be worn out or become obsolete at 
some precise time in the future. 

Since the user of the machine obviously cannot furnish such proof 
in advance, the Bureau of Internal Revenue, in its Bulletin F, arbi- 
trarily decrees that certain types of machine tools, for example, have 
certain lengths of time upon which depreciation schedules are based. 

Thus, according to the Bureau, a turret lathe has a life of 25 years, 
a milling machine a life of 20 years, a planer a life of 25 years, etc. 
The average for machine tools in general is a little ever 20 years, re- 
gardless of technological advances in the art of cutting metal and 
without reference to the specific use to which a machine is put. And, 
gentlemen, I submit that this Bulletin F is a self-perpetuating thing. 

The Cuamman. Mr. McDonald, I do not ordinarily interrupt a 
witness when he is testifying, but you just made a point here that 
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occurs to me. In other words, as I understand it, you might have a 
piece of machinery that is new, but within 2 years or 3 years ‘something 
is developed that is so very superior to it that you might want to put 
it in as a matter of production efficiency. 

Mr. McDonatp, That is right. 

The Cuatrman. And that is the point you are making? 

Mr. McDona.p. That is the point I am making. 

But the fact is that new machine tool models usually render old 
ones obsolete within, to say the least, 10 years. A machine older than 
10 years may have a “useful and profitable” life for certain types of 
work; but by and large, when a machine is 10 years old, it is time to 
do replacement arithmetic from the standpoint of cost and produc- 
tivity. In many cases such arithmetic will show that replacement is 
justified. 

But now let us see what happens. Let’s take a hypothetical case. 

A company has, let’s say, a certain machine tool for which it paid, 
10 years ago, $10,000. Under Bulletin F this machine has a 20-year 
life. The company has therefore recovered, through depreciation 
allowances, $5,000 of the capital which it originally invested in this 
machine. 

It wants to replace the machine because it has had heavy duty, it 
has started to wear out, and furthermore it is obsolete—a new and 
better model is available. 

The new model costs $18,000. The difference in price is due in part 
to inflation over the 10-year period, and in part to the fact that the 
new model is a greatly improved machine with features not possessed 
by the old one. 

Let’s assume that the company has in hand the $5,000 recovered in 
depreciation allowances on the old machine. The new machine will 
take $13,000 more. But this $13,000 will have to come out of earnings 
after taxes. 

With a Federal income tax rate of 52 percent, the rey will 
have to earn, before taxes, $27,083 in order to supply the $13,000 of 
earnings after taxes needed to complete the purchase of the echt 
Add to this the $5,000 recovered in depreciation allowances on the 
old machine, and you have a total of $32,083 involved. 

And how much of this total can the company recover in deprecia- 
tion allowances? Just $18,000—the actual cost of the new machine. 
And how fast? At the rate of only $900 a year, spread over 20 
years 

Mr. Jenxrns. Mr. McDonald, I appreciate you are developing a 
very important matter. I wonder whether in the past you have had 
occasion to get opinions from the Treasury as to what their advice 
is. Have you ever gotten to that place oie you had any chance 
to adjust it? What is the history of it? 

Mr. McDonaup. We have attempted for many years to try to get 
a change in the Bureau’s ruling and have been met with absolutely 
no response whatever except in 1 case of 1 official of the Treasury 
Department who, I believe, is no longer there. When this subject 
was presented to him, he said this would be a fine thing in a man- 
aged economy. In other words, when the capital-goods industry was 
down at the bottom, we could increase the deterioration allowance; 
when business got really going again, we could cut down and so adjust 
the economy. 
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Mr. Jenkins. Thank you. 

Mr. McDonaxp. If the c ompany can sell the old machine for $5,000, 
there is no loss on it and, if $5,000 is not realized, the loss can be 
taken against ordinary income, if there is any income, unless a com- 
posite rate is used. 

Faced with this kind of arithmetic, the men in charge of a com- 
pany’s financial policies are inclined to hesitate. They say “Will 
a new machine really pay out on that basis? Couldn’t we use the 
money better elsewhere?” You see, that $900 a year is only about 
5 percent of the $32,000 that has had to be invested. They say “Can’t 
we put this off for another year? After all, there isn’t much pressure 
on selling prices.” Only too often the result is postponement. 

Sooner or later mounting costs show that replacement is absolutely 
necessary, and it is done; but, in the meantime, production has been 
handled on an obsolete machine. Multiply that illustration many 
thousand times over, and you will begin to get some measure of the 
extent of the high-cost obsolescence which prevails throughout the 
American metalworking industry. 

Now—what does this situation mean to the people of the United 
States ? 

It means, first of all, that in time of peace they are paying more 
than they should pay for the products of our industries. Our coun- 
try has been geared up to the expectation that through technological 
development it should be possible, year after year, to give more people 
better things at lower cost. This can be accomplished if new and 
better equipment, which is being invented every day, will replace old, 
obsolete and high-cost equipment as rapidly as it is economically 
justified. But as long as present depreciation allowances put a tax 
brake upon modernization, the buying public will never get its full 
measure of the benefits of inventiveness and ingenuity. 

The fact is that the public has been paying an obsolescence charge 
which has been a drag upon the American standard of living. Failure 
to realize production increases and economies effected through mod- 
ernization has hampered our ability to combat inflation, made it more 

difficult to support the high-wage levels currently being negotiated, 
ana represents a threat to our national defense. 

Bear in mind that it is not merely the productive capacity of our 
war plants that may provide the margin between victory and defeat. 
In time of emergency, as we well know from practical experience, the 
full productive c apacity of practically every type of plant working 
with metal is required, directly or indirectly, to build up the necessary 
total of supplies. 

We cannot meet an emergency with the machine tools of yester- 
day. Obsolescence is the great weak link in our chain of national 
defense. 

How did these policies come about in the first place? The fact is 
the T. D. 4422 was devised 19 years ago in a desperate effort to 
increase Government revenue. It was expected at that time to pro- 
duce, for the Government, approximately $90 million a year for 3 
years. I am convinced that it was originally applied as a revenue 
expedient rather than as a basic principle: of taxation. 

To implement T. D. 4422 as a revenue producing device, the Treasury 
Department utilized Bulletin F, 1951 edition, which was in fact a sur- 
vey of depreciation policies in effect in the twenties when taxes were 
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low, when technological improvement was slowly getting under way, 
and incorporating also 2 years of the worst depression “this country 
has been through. 

During the depression years research and invention in the metal- 
cutting field were practically halted because of lack of funds, but only 
a few years later astounding strides were made in the art of cutting 
metal. Naturally, in those di ays very few companies were buying new 
machines to replace old ones, but with obsolescence accelerating every 
day, the replacement timetable for progressive companies who under- 
stood the need of cutting costs to meet competition advanced rapidly 
from an average of 20 to 10 years. 

But does Bulletin F recognize this fact? Instead it actually tries to 
turn progres backwards and claims that instead of replacing equip 
ment at a faster rate, companies were, replacing it ata slower rate. For 
proof of this statement, compare the igvised edition of Bulletin F 
issued in 1942 with the original, issued in 1931. The 1931 edition states 
that a turret lathe has a useful life of 6 years. The 1942 edition 
states that a turret lathe has a useful life of 25 years. 

The fact is that by 1942, with research and invention on the move, 
new turret lathes were rapidly rendering old models obsolete and the 
idea of a 1942 model having a 25-year useful and profitable life was 
ridiculous. Yet the Treasury Department chose to enforce deprecia 
tion provisions based upon the concept that the rate of replacement 
slowed down as business got better. 

This economic fiction can only be interpreted as an attempt to justify 
an arbitrary tax squeeze. The original theory of depreciation allow 
ances as a means of recovery of invested capital was thus abandoned 
in favor of their utilization as a measure of additional taxation. 

This policy has had two unfortunate collateral effects. 

(1) The inability of a business to show, in its income account, de- 
priciation allowances commensurate with its replacement needs has 
resulted in the reporting of so-called “profits” which were actually 
fictitious and gave both stockholders and employees false ideas as to 
the extent of the company’s prosperity. 

(2) Depreciation schedules permitted by the Bureau of Internal 
ltevenue made no allowances whatever for inflation. It is obvious 
that, with the decline of the dollar, equipment replacement reserves 
set aside in the forties were inadequate for the fifties. If the trend 
continues, allowances accruing during the fifties will be inadequate for 
the sixties. Every further decline in the value of the dollar means 
that a higher proportion of the cost of new equipment must be included 
in annual taxable income instead of in depreciation allowances. 

The facts are, to sum up, that he present system acts as a brake upon 
modernization; is based upon reul acement practices long since out- 
moded ; does not provide a realistic means of recovery of capital; has 
served as a year-to-year expedient for Government revenue; necessi- 
tates the reporting of profits that do not in fact exist; takes no cogni- 
zance of inflation ; and represents a serious danger to our national 
defense. 

As to what should be written into the new tax law to replace Bulletin 
F and T. D. 4422, I think the primary consideration should be the fact 
that the present administration is dedicated to the preservation of a 
free economy. Freedom, therefore, should be the keynote as to man- 
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agement’s judgment with respect to depreciation. Every company 
should be free to decide what annual depreciation it takes, on new 
equipment purchased. That is optional depreciation. 

The new law should be based upon a sound and universally accepted 
doctrine—the doctrine of foreseeable risk. 

Capital spent for new machine tools and similar productive equip- 
ment is essentially risk capital. It is a basic principle of the employ- 
ment of risk capital that it should not be extended beyond the period 
of the reasonably foreseeable future. An excellent example is the 
policy that prevents banks from making commercial loans over a 
period longer than 5 years. 

Only the manufacturer purchasing a machine tool or other produc- 
tive equipment is in a position to judge the period of capital risk in his 
own particular case. 

I propose, therefore, an amendment to the Internal Revenue Code 
which would provide that after a certain date, to be fixed by the Con- 
gress, the rate of tax-free recovery of capital so invested should be 
optional with the individual manufacturer. 

Under optional depreciation the purchaser could write off an item 
of new equipment in 1 or 2 years, 5, 10, or 20 years as he chose. I well 
realize, however, that it would probably not be practical to permit 
more than a 50 percent write-off the first year—because of the current 
effect upon Government income. 

There has been much confusion on this particular point. In past 
years the Treasury Department has consistently opposed optional 
depreciation upon the ground that it would deprive the Government 
of immediately needed revenue. However, the Treasury Department 
apparently takes no cognizance of the fact that if a machine is written 
off in, let us say, 2 years, the third year the company owning it gets 
no tax-free depreciation allowance on the machine, and the whole 
earnings of the machine become taxable income. It should also be 
pointed out that under optional depreciation there should be little 
immediate loss of tax revenue because a large share of the current 
acquisitions of durable productive equipment is already covered by 
certificates of necessity and is therefore already subject to accelerated 
depreciation. 

It is my contention that under optional depreciation, after the 
first few years, there would be no loss in revenue to the Government— 
and meanwhile our country would experience a wave of moderniza- 
tion throughout all industry such as we have witnessed, under the 
present tax system, only in defense plants in times of emergency. 

In this connection the practices of other countries with respect to 
depreciation allowances deserve careful consideration. Many impor- 
tant countries have permitted equipment write offs at a rate much 
faster than has been allowed in the United States. Details substanti- 
ating this statement are contained in the brief above referred to, 
which I have filed with your committee. 

Incidentally, I noticed a little news clipping the other day wherein 
the backward country of Pakistan has now adopted a more liberal 
depreciation policy than the United States. 

But what action has our own country taken in this direction ? 

The only action has been that required by the necessities of war and 
defense. Under the compelling impetus of an emergency, the Con- 
gress of the United States recognized the fact that companies cannot 
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be expected to put money into new equipment unless they can see their 
way clear to recover their investment out of the money earned by that 
new equipment. 

This was the reason for the issuance of certificates of necessity 
which permitted 5-year amortization. 

These certificates were based upon the principle of a period of rea- 
sonably foreseeable risk. It was recognized that only on this basis 
could companies be expected to invest the necessary sums in new 
equipment and modernization. 

It is my claim that there should never be any need for certificates 
of necessity. It is my claim that modernization is of itself a necessity, 
if we are to keep this country strong—and that the tax provisions of 
our own Government should be written not to retard modernization, 
but to accelerate it. 

We speeded up amortization of war plants to keep this country 
strong in time of war. But how about our needs in time of peace ? 

I claim that tod: ay we have in this country a domestic emergency 
of vital importance, which demands that we bring the productive 
equipment of the United States up to the modern standards, to effect 
the rise in the standard of living taken for granted by most people 
as something that automatically goes hand-in-hand with citizenship 
in the United States of America. 

I have been testifying here today as a representative of the machine- 
tool industry of the United States. But this is not merely a problem 
of the machine-tool industry. This is a problem that applies to every 
metal-working factory in the United States and applies with even 
greater import to every citizen of the United States. 

Those of us within the machine-tool industry have lived with this 
problem every day of our lives for many years. We saw present pro- 
visions with respect to depreciation contr ‘ibute to the discouragement 
of machine-tool replacement after World War II to such point that 
the productive capacity of the country was in trouble and the machine- 
tool industry was in the doldrums. And, gentlemen, the other day I 
learned, according to the Bureau of Labor Statistics, that the highest 

rate of layoffs in any capital-goods industry in June of 1953 was in 

the machine-tool industry. AsI say, the machine-tool industry was 
in the doldrums, only to be faced by an incredible demand for new 
machine tools to meet the Korean crisis, implemented to a large 
extent by certificates of necessity which recognized the principle of 
re sasonably foreseeable risk. 

Today In our dé ily s sales effort we are faced const: antly by the man 
who says, “If 1 can’t write off your new machine in less than 20 years, 
why should I buy it ?” 

But we, too, in our own businesses, are faced with exactly the same 
problem. Machine tools are made on machine tools; and we, like 
other metal-working companies, must do the modernization arithmetic. 

So we in our own industr y, who are the prime exponents of moderni- 
zation, have to ask ourselves s, In our own purchasing programs, the 
question, “In view of today’s tax penalties on new equipment, should 
we buy these new cost-reducing machines, or should we try to get 
along with the old high-cost, obsolete models ” 

Gentlemen, this is a serious situation for the whole country. 

We have held ourselves up before the world as the exponents of the 
last word in production. But the fact is that we have a system of tax 
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laws which puts a penalty upon modernization; laws which are forc- 
ing us down exactly the same disastrous road that England followed 
for 25 years after World War I. 

If we do not correct this situation, we m: iy shortly be held up before 
the whole world as an example of obsolescence. 

This situation demands immediate correction. It is my suggestion 
to your committee that the foundation upon which new legisl: ation 

should be built is that of optional depreciation, because I do not think 
any Government agency, I do not think anybody but the individual 
manufacturer himself, can estimate the period of foreseeable risk. 

I am convinced that if limited init ally to new durable productive 
equipment optional depreciation will have a minimum effect on Treas- 
ury collections, and within a few years will have the result of yielding 
in normal corporate income taxes much more than might be lost, short 
range, by elimination of present depreciation allowance schedules. 
its productivity. Dollars shown 
in a company’s financial report cut no metal unless they ure invested 
in modern machines. The gold in Fort Knox does not defend our 
country at all unless translated into something else than gold. 

Productivity is the key to an advancing standard of living in the 
time of peace, an 1 to y ictor Vv in time of war. 

For many years American industry has suffered from a tax penalty 
upon modernization which would increase productivity. I say the 
time has come to set companies free, so that they can modernize without 
fear of tax penalty. 

I do not know of any other single course of action which would be 
so effective in kee pi ¢ American strong; and I believe that the basic 
principle which can best bring about this result is the principle of 
Optio! al eprediition 

The Cuamrman. That is a very, very fine presentation of the subject 
from your point of view. 

Are there any questions ? 

Mr. Kran. Mr. McDonald, you are talking about a question which 
I think is of utmost importance. Today we have the managers of 
business having a mental roadblock against putting in efficient 
equipment. 

Mr. McDonaxp. Exactly. 

Mr. Kean. I am not sure whether we ought to go as far as having 
complete optional depreciation without any limitation at all. In 
Sweden, I believe, they had 100-percent optional depreciation. 

Mr. McDonatp. That is correct. 

Mr. Kran. And they have given it up, and now they are having a 
limit of 30 percent. 

Mr. McDonatp. Twenty percent. 

Mr. Kran. Why did they give up 100 percent optional depreciation ? 

Mr. McDonatp. Mr. Kean, the reason that was done was because 
Sweden’s foreign balances were in bad diac not because they did 
not believe in the 100 percent optional depreciation. 

Mr. Kran. Where would foreign balances have anything to do with 
depreciation ? 

Mr. McDonaup. The trade balances are very much against Sweden, 
and it was a measure of conserving. 


| ( power of our country lies in 
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Mr. Kran. So that they were not trying to stop them from buying 
new machinery, but it was an attempt to stop Swedish companies 
from buying 

Mr. McDonaup. From importing it from abroad. It was solely a 
matter of balances. When the difficulty is over, Sweden will as rapidly 
as possible restore the old method. 

Mr. Kean. I definitely think we ought to do something about this 
proposition, and I think it would do great good to every company. 

Mr. McDonatp. From what I understand, there is no subject on 
which this committee has received so many requests to testify as on 
depreciation, 

Mr. Kean. I think it is a subject which is so important and on which, 
in legislating, we can do so much good for the country. 

Mr. McDonap. You see, what it is, is that management is charged 
with the responsibility of conserving the assets of the company, and 
they are prevented from carrying out that responsibility by Govern- 
ment regulations. It is not the dollars on the balance sheet; it is 
the milling machines, planers, generators, or whatever it is that keeps 
the company in a competitive condition that counts. And if we could 
put that responsibility squarely upon the shoulders of management, 
where it belongs, we would not ‘have any problem and would not have 
nearly so many employees in internal revenue. 

Mr. Kean. Of course, the great problem we have before us is to see 
that anything along this line won’t result in any loss of revenue in 
the long run, even if it does mean a loss in the first year or two to the 
Treasury. 

Mr. McDonatp. It may mean a short loss. 

Mr. Kean. But otherwise, in the long run, it does not cause any 
loss ¢ 

Mr. McDonatp. But you have so much of the production in capital 
goods industries today that is covered by certificates of necessity, 
and on the other hand, you have so much capital equipment that is 
being purchased with Government funds because companies cannot 
afford to invest, that it has an effect in two ways. It cuts down on 
the Government’s expenditures, and also you have 5-year amortiza- 
tion that is cutting down on revenues here, and I think you would 
have very little loss of revenue. 

Mr. Jenxins. Mr. McDonald, you represent the Warner & Swasey 
Co., and you are manufacturers of machine tools? 

Mr. McDonatp. Yes, sir. 

Mr. Jenxins. Is there any organization that speaks for those who 
use these tools? 

Mr. McDonaip. No. They go to every metal-working industry in 
the whole United States. 

Mr. Jenkins. What you are asking today is for their benefit ? 

Mr. McDonap. Yes; it is for their benefit. But primarily it 
for the machine-tool industry’s henefit, too. 

Mr. Jenxins. How would it benefit you; would it give you a more 
constant output? 

Mr. McDonatp. That is right. It would give us a much more as- 
sured output. 
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I was talking on Friday with our Los Angeles representative. The 
aircraft industry in Los Angeles is largely dependent on small job 
shops. There are a few big plants which have the big skin mills and 
things like that, but most of the production is in small job shops 
where they have from 10 to 20 people working. Our representative 
tells me these shops are becoming very rapidly “obsolete, but, when he 
tries to convince them that they ought to buy new equipment, they 
say “What for? When can I get my money a ack with the tax rates?” 
Yet they go out and buy a new Cadillac car, but they won’t install a 
new turret lathe or milling machine. 

Mr. Jenxins. I believe it is generally understood or, at least, they 
claim that a big section of the “machine tool manufacturing business 
of the United States is in the territory from Cincinnati north about 
50 or 100 miles. I presume you speak for them, too. 

Mr. McDona.p. I speak for the machine-tool industry. 

Mr. Jenxins. And they have the same thought as you have? 

Mr. McDonatp. I would like to give you one illustration from our 
own experience, 

Right after the Korean incident started, we knew it would be neces- 
sary to build up our production as fast as possible. We called on 
scores of small job shops around Cleveland that did subcontracting 
work for us, and by November we had 89 shops at work making little 
bits of pieces. Those were subcontractors that worked for us in World 
War II. But finally we had to let every one of those subcontractors 
go but 15, because their equipment was no longer capable of doing 
that work. 

Mr. Curtis of Missouri. Mr. McDonald, I first want to say how 
much I appreciate your statement. I did not know there were so many 
good reasons for my having reached the conclusion I had, and I am 
glad to have your statement, 

There are i or 2 questions I want to ask to clear up your statement 
in my own mind. 

On page 11, for example, you state “But this is not merely a problem 
of the machine-tool industry. This is a problem that applies to every 
metal-working factory in the United States.” I would think that 
statement should be broadened; that it applies to any company that 
utilizes machines, whether they are working on leather goods, wood, 
or whatever it is; that any company that utilizes machinery is affected 
in some way and has been affected for some time. Would not you 
agree it should be that broad? 

Mr. McDona.p. Yes, sir. I am the representative of the machine- 
tool industry and am speaking for the machine-tool industry, but my 
recommendation is that it be applied initially to only durable pro- 
ductive equipment. 

Mr. Curtis of Missouri. That is simply because of your fear of 
some revenue loss and in order to go in an orderly manner; is that 
correct / 

Mr. McDonatp. That is correct. 

Mr. Curtis of Missouri, Ultimately you would say the same prin- 
ciple would apply across the board to anybody ? 

Mr. McDonatp. I would say eventualy, by orderly processes, it 
ought to be extended to all investments in capital assets. 

Mr. Currts of Missouri. I wanted to be sure you did agree that it 
was not limited to this segment. 
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Mr. McDona.p. No, sir. 

Mr. Curtis of Missouri. Although it is a very important segment 
of our industry, you are talking to the basic principle that it should 
apply across the board ? 

Mr. McDona.p. Yes, sir. 

Mr. Curtis of Missouri. On the question of revenue loss, I have 
long felt what you have intimated would be true, that the revenue 
over a period of years probably would be greater. I think, simply 
on the basis—not talking about the modernization of plant but simply 
on the basis of the fact our people in governing themselves would 
probably take their depreciation quite ear rly and would get ride of the 
risk. And then, in succeeding years, having no credit available when 
they are earning more money, we will get a greater amount of tax 
paid in. 

So I suggest even on this question of the immediate loss of revenue, 
we probably can go ahead faster than the Treasury Department seems 
to think. 

Mr. McDonatp. I am sure we can go much faster. 

Mr. Curtis of Missouri. My third question is on page 4 where you 
were talking about the purchase of new machinery and point out that 
the $13,000 for the new machinery will have to come out of earnings 
after taxes. I want to pose this further question. It seems to me 
that many of our industries instead of buying new machinery will 
spend money to fix up an old machine that really, if their better 
judgment prevailed, they probably would junk, because the cost of 
fixing up the old machine comes before taxes and not after taxes, 
while the cost of new machinery comes after taxes. Is not that a fact 

Mr. McDonatp. That is very true. I could quote you a case of 
a large airplane company—lI do not want to give the name—that has 
three plants. One plant they operate themselves on which they have 
a composite rate. They have 2 other plants which they operate for 
2 different bureaus of the Defense Department. They will buy ma- 
chines with Government money for those two plants owned by the 
Government, but with their own plant they will ee machines, be- 
cause they have this composite rate which says they can only recover 
their capital in 1314 years. So they have built a winleede plant in 
which to rebuild those old “junkers.” 

Mr. Curtis of Missouri. Just because they use that composite rate ? 

Mr. McDonaxp. Yes, sir. 

Mr. Curtis of Missouri. I am glad to have you bring that point 
out. I think that is important, too, in considering the overall problem. 

Now I would like to get your comment on this. It seems to me, 
too, we would be encouraging new companies by permitting this 
optional depreciation and we would be getting a wealth of new capital 
investment going into new fields. They would feel the capital invest- 
ment can be paid off early so that the risk will be taken out, and you 
will have more new ventures. Would you say that? 

Mr. McDonaxp. I think that would be very true. 

Mr. Sapiak. Mr. McDonald, I ask you this question because of your 
vast experience. 

Do you feel that the machines are obsolete in some cases by virtue 
of the overwork caused by the fact that the machines are being used 
to make more materials? Let us put it another way. Do you feel 
that the life of the machines would be longer if you did not have this 
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impact of war, where you have 2 and 3 shifts now and the machines 
have no rest except, perhaps, for the slight break during the weekend ¢ 
Do you feel that ordinarily, if we had peacetimes, that the life of the 
machines would be longer than it is today with the great strain caused 
by the Korean incident or World War II? 

Mr. McDona.p. I think what you are speaking of is really the 
actual phyiscal wear and tear upon machines. Yes; in ordinary 
peacetimes, with 1 shift of 40 hours a week, the machines would last 
longer. But in the metal-working industry, by and large, it is not 
profitable to operate only one shift. The factor of obsolescence, how- 
ever, is the big factor I am talking about. I know the machines used 
in World War II, by and large, are no longer useful to the same extent 
that they were when they were installed. 

Mr. Sapiax. Let us take medical science, for instance. We now 
have all of the penicillins, sulfa drugs, and so forth, which I feel in 
due course we would have had the benefit of but, because of the war, 
they became available quicker than they would ordinarily. Similarly, 
with your machines, because of the war and the need to keep ahead of 
the present enemy or any potential enemy, I feel the machines be- 
come obsolescent so much quicker. 

Mr. McDonaxp. I do not think that is the case. Asa matter of fact, 
during World War II, the emergency for the production of machine 
tools was so great that we were not allowed to start any new models; 
we had to keep on producing the models we had just as rapidly as we 
could produce them. 

Mr. Sapiak. With at least 20 years being the life of the machine, 
if today you continue to run as you do now around the clock, that 
would reduce the life to a 10-year period or perhaps even a lesser 
period. 

Mr. McDona.p. There are many instances where it is profitable to 
replace machine tools in much less than 10 years. The average is about 
10 years. 

The Cuatrman. Thank you for your fine statement. 

(The matter submitted for the record by Mr. McDonald is as 
follows:) 

OPTIONAL DEPRECIATION 


(Brief in support of oral testimony by L. D. McDonald, chairman, tax policy 
subcommittee, National Machine Too! Builders’ Association and executive 
vice president, the Warner & Swasey Co., Cleveland, Ohio, on behalf of the 
National Machine Tool Builders’ Association) 


The National Machine Tool Builders’ Association, because it is sincerely con- 
cerned with the growing obsolescence of productive facilities in this country and 
its effect on the standard of living and the national defense, makes the following 
proposal for a much-needed revision of the tax laws to allow greater freedom in 
the recovery of capital investment. 


INDUSTRY PROPOSAL ON DEPRECIATION 


We urge an amendment to the Internal Revenue Code to establish a system 
of optional depreciation for durable, productive equipment acquired after De- 
cember 31, 1952. We believe optional depreciation will stimulate the expansion 
of plant capacity and assure continuous modernization of plant equipment. 

A number of suggestions have been made during recent years for a more 
realistic approach to depreciation. A change has long been overdue. Recently, 
the Commissioner of Internal Revenue issued instructions to Bureau personnel 
which should have the effect of reducing depreciation controversies between tax- 
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payers and revenue agents. This is a step in the right direction, and we heartily 
endorse it. But it does not go far enough. Nor do most of the other proposals 
which have been suggested. We firmly believe that optional depreciation is the 
answer to the depreciation problem. 

We propose therefore that section 23 (1) of the Internal Revenue Code be 
amended to provide for optional depreciation for “durable, productive equip 
ment” acquired after December 31, 1952. Under our proposal a taxpayer will 
be authorized, at his election, to write off all or any part of the cost of new 
equipment in the year it is acquired and placed in operation. The balance of 
the cost will be written off over subsequent years in a manner designated by 
the taxpayer. 

Under this proposal there should be little immediate loss of tax revenue be 
cause a large part of the current acquisitions of durable, productive equipment 
is covered by certificates of necessity under section 124A of the Internal Revenue 
Code. In the long run, there would be no loss of revenue because depreciation 
can be taken only once and this system will lead to modernization and expansion 
of plant capacity and a broadening of the present tax base. 

Our proposal for optional depreciation is limited initially to durable, productive 
equipment for two reasons. First, because the need for a system of deprecia- 
tion which will foster modernization is felt most keenly in connection with pro- 
ductive equipment. Second, optional depreciation may be applied to such equip- 
ment with immediate effect and with a minimum loss of current revenue. We 
believe that eventually, and by an orderly transition, optional depreciation should 
be extended to all depreciable business property. 

We recognize that at the outset it may be necessary under this plan to limit de- 
preciation allowances the first year equipment is placed in operation to perhaps 
50 percent of cost. We do not believe that the allowances during the first year 
should be less than 50 percent in the case of machine tools and comparable mach 
inery and equipment, or part of the benefit to be derived from the new system 
will not be realized. 


EXPERIENCE OF OTHER NATIONS 


There is nothing novel or untried about optional depreciation. Many industrial 
nations have adopted it in one form or another. In Sweden, for example, until 
January 1, 1952, corporations were permitted to depreciate capital equipment 
without any limit, and it was quite common to write off 100 percent in 1 year 
Although for 1952 and 1953 annual maximum depreciation allowances have been 
limited to 20 percent of cost, Sweden is expected to return shortly to unlimited 
depreciation allowances. As a result of its realistic approach to depreciation in 
the past, Sweden has some of the finest and most modern factories in the world 

lor Federal tax purposes, Switzerland grants an option between an annual 
depreciation allowance of 25 percent of undepreciated cost or an allowance on 
the straight-line method. The straight-line rate is one-half or two-thirds of the 
declining balance rate. For purposes of cantonal taxes, the depreciation allow- 
ances are substantially higher than those for Federal tax purposes. Its factories 
are also among the most modern in the world. 

In Great Britain taxpayers are allowed to choose between a reducing balance 
or a straight-line method of depreciation. Basie rates are established for prop 
erty categories, and a percentage of the basic rate may be applied on the reducing 
balance method to the wndepreciated cost of the property. In addition, from 
1946 until 1949 taxpayers were granted an initial allowance of 20 percent of the 
cost of machinery an! plant equipment for the first year. This was increased 
to 40 percent from 1949 to 1951. Initial allowances were suspended by the 
Finance Act of 1951, but in his recent statement of April 14, 1953, the Chancellor 
of the Exchequer proposed the reinstatement of the initial allowance at a 
20-percent rate for plants and machinery. Such an allowance, of course, is very 
substantially in excess of depreciation allowances permitted in this country under 
section 28 (1) of the Internal Revenue Code. 

in Canada, until the Income Tax Act of 1948, depreciation was allowed on the 
straight-line method, but the revenue authorities were given discretion to permit 
a doubling of the allowances otherwise determined. Under the Income Tax Act 
of 1948 and regulations, a diminishing-balance method was adopted and a maxi 
mum rate for industrial machinery and equipment set at 20 percent. Adjust 
ment was permitted so that a taxpayer could secure an allowance not less than 
that which would have been permitted under the doubling-up procedure of the 
prior act. 
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In addition, in 1951 accelerated depreciation was permitted with respect to 
facilities certified as essential to the defense effort, facilities not otherwise avail- 
able, and facilities the usefulness of which for other than defense purposes was 
likely to be strictly limited. 

By an order in council in 1951 allowances for all but certain properties acquired 
after April 1951 were required to be deferred. This was necessary to alleviate 
material shortages, to ease a tight labor market, and to reduce inflationary pres- 
sures resulting from a record volume of investments. 

An order in council of November 1952 terminated the earlier deferment order 
effective December 31, 1952. Generally speaking, therefore, Canada now permits 
a liberal diminishing-balance method of depreciation coupled with a provision for 
accelerated depreciation. 


PRIOR RECOMMENDATIONS IN THIS COUNTRY 


In this country in 1947 existing depreciation law and policy were the subject 
of an extensive congressional investigation, and a special tax-study committee 
of the House Committee on Ways and Means made the following recommenda- 
tion for the adoption of a system of “optional depreciation” :* 

“We, therefore, recommend that for taxable years commencing on or after 
January 1, 1948, in the cases of assets with a life of more than 5 years, a deduc- 
tion shall be allowed for the depreciation claimed by the taxpayer on his return, 
in accordance with the method of computing depreciation, and the rate used in 
his books of account. The taxpayer, once having determined a rate and method 
of depreciation for an asset, will be required to continue its use, unless permis- 
sion to change is granted by the Commissioner.” 

Several bills in implementation of this recommendation were introduced into 
the 80th and 81st Congresses. None emerged from committee. 

This association has repeatedly advocated “optional depreciation.” * In May 
of last year and again in January of this year statements on “optional deprecia- 
tion’ were submitted to Mr. Colin Stam, chief of staff of the Joint Committee 
on Internal Revenue Taxation. Some of the material I am discussing today 
was considered in those statements. 


PRESENT DEPRECIATION POLICY AND PRACTICE: T, D, 4422 AND BULLETIN F 


As I have mentioned, the Commissioner of Internal Revenue has taken a step 
in the right direction in his recent anouncement on depreciation, But reducing 
controversies between revenue agents and taxpayers is not enough. A new system 
of depreciation is needed. 

The present depreciation policy and practice are fundamentally unsound. From 
the issue of T. D. 4422 in 1934, shifting the burden of proof on depreciation to 
the taxpayer, and Bulletin F (Revised) in 1942, emphasizing historical practices 
in retaining physical plant, the depreciation policy and practice in this country 
ean best be described as requiring the depreciation of productive equipment over 
a theoretical “useful life” of the property rather than over its “income producing 
life.” With tax rates at unparalleled high levels and with the inflationary trends 
of the past decade, this practice has hindered the replacement of obsolete ma- 
chinery with modern up-to-date machinery. I was responsible in very large 
measure for the country’s predicament at the beginning of World War II and the 
Korean emergency. As the Joint Committee on Defense Production observed, we 
entered the Korean emergency without a base of modern productive machinery.’ 

The shift in the burden of proof by T. D. 4422 has been the major factor in the 
low rates of tax depreciation imposed on American industry today. Since tax- 
payers are reluctant to discard machines before they are written off, it has en- 
couraged retention of machines as long as they would run, without regard for 
their efficiency. It has had the effect of stifling technological development. For 
many years, due principally to what became an habitual procedure under the 
“useful life” concept, taxpayers were harassed by engineer revenue agents every 


1H. Doc. No. 528, 80th Cong., 2d sess., p. 27 (1947) . 

2 See for example, the testimony of Mr. Frederick S. Blackall, chairman of the Associa- 
tion’s Committee on Fiscal Problems before the House Committee on Ways and Means, 
during the hearings on the revenue revisions of 1947-48, 80th Cong.. Ist sess., p. 1351; 
statement of the machine tool industry on Treasury depreciation policy, hearings before 
the House Committee on Ways and Means on the revenue revision of 1950, Sist Cong., 
2d sess., p. 895; testimony of Mr. L. D. McDonald before the subcommittee of the Select 
Committee on Small Business, 824 Cong., 2d sess.. committee print, pn. 524-548. 

’ Progress report No. 13, Joint Committee on Defense, Production, 82d Cong., 2d sess., 
pp. 6-9 (1952). 
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few years with depreciation investigations which had as their purpose the reduc- 
tion of depreciation allowances. These investigations were very costly to tax- 
payers and to the Government in time and money. 

The shifting of the burden of proof to the taxpayer brought with it an emphasis 
on the Treasury’s depreciation release Bulletin F. This bulletin, as revised in 
1931 and again in 1942, lists estimated useful lives of virtually all kinds of 
depreciable property. In view of the importance which has been attached to 
Bulletin F, I think it is most relevant to consider its accuracy. 

I should interject at this point that I shall do this without in any way con- 
ceding that it is necessary for any purpose to gear depreciation allowances to 
estimated useful lives, whether or not listed in Bulletin F. The useful life 
concept should be rejected, and would be under a system of optional depreciation. 
If such estimates are to be made, however, they should at least be reasonably 
accurate, and those in Bulletin F clearly are not. It should be noted further 
that an examining agent will frequently contend that a taxpayer’s depreciation 
sllowance should be less than that indicated in Bulletin F. In such cases the 
taxpayer must agree or undertake to prove otherwise. 

The estimates of useful life in Bulletin F, as revised in 1942, were computed 
from statistics showing the experience of industry in a period ending December 
1941. This included the depression years in which productive equipment was not 
operated at capacity and in which many taxpayers could not afford replacements. 
Bulletin F fails to reflect business experience and practice in 1942 and later years, 
including the period of intensified industrial activity which has followed the 
outbreak of hostilities in Korea. All-out production during World War II and 
the present emergency has reduced any realistic estimate of normal useful lives, 
and in addition new technological developments have materially increased the 
normal rate of obsolescence.“ As a result, Bulletin F plainly overstates the 
serviceable lives of much of the equipment in use today, and it also overstates the 
lives of new equipment. 

As regards machine tools, Bulletin F is particularly unrealistic iz its projection 
of the useful lives of the twenties and thirties into the forties, fifties, and sixties. 
The machine-tool industry has made more technological progress than most 
industries from the 1920’s to the present. From belt-driven machines designed 
for use with mushet steel, the industry progressed in the twenties to electrically 
driven machines for use with high-speed steel. Then came the introduction of 
sintered carbide cutting tools in the 1930’s, and the redesign of machine tools 
around them. During and after World War II, there was continued progress 
both in electrical operating devices and in the growing substitution of cemented 
carbides and abrasives for sintered carbides and high-speed steel. Thus, many 
machines built for use with high-speed steel in the late twenties and thirties 
are now doubly obsolete, although their Bulletin F lives may not have expired. 
And many machines built in the forties are at least once obsolete, although 
under Bulletin F most of them are supposed to be serviceable well into the 
sixties. 

Bulletin F is unrealistic as applied to machine tools for another reason. It 
does not take account of the down-grading process that actually occurs during 
the machine’s useful life. For example, a boring machine can work to minute 
tolerances when new, and it is a very valuable and costly piece of equipment. 
But in a relatively short time its capacity for precision work will be gone, and 
it will be down graded to less exacting projects. Ultimately, it may end up in 
a garage or small machine shop where little or no precision is required. Although 
much of the original cost of such a machine will be attributable to its utility 
for precision work, the depreciation deductions contemplated under Bulletin F 
on a straight line do not properly reflect the greater loss of value in the early 
years, 


DEPRECIATION AND THE CONCEPT OF ANNUAL INCOME 


The deterrent effect of the depreciation policy over the past 20 years is closely 
related to the annual income concept of income taxation. As an economic mat- 
ter, there never can be “income” from a machine until it has earned more than 
its original cost, and most machines do not earn their cost in the first year. 
Nevertheless, under the annual income concept, the income tax is imposed upon 
a part of the first-year earnings of such machines on the theory that the depre- 
ciation allowances in the first and subsequent years will ultimately equal their 


4Defense Production Act Progress Report No. 13, 8. Rept. No. 1107, 82d Cong., 2d sess. 
(1952), pp. 8 and 9. 
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cost. Over the life of a machine its cost supposedly will have been subtracted 
from its earnings, and the total tax will have been a tax on income. 

This theory breaks down whenever the machine wears out or becomes obsolete 
before the depreciation charges add up to cost. The taxpayer may then be en- 
titled to a deduction equal to his cost less depreciation previously taken, but 
the machine probably will be producing no income from which to deduct the 
depreciation allowance. When the cost is not fully recovered through deprecia- 
tion charges, there always will have been a tax on receipts which in a real, 
economic sense are not income, but a return of capital. Under the Treasury 
policy taxpayers have been required to write off their costs over a greater period 
than that in which their facilities were producing earnings. 

With tax rates at a high level, a tax on “unreal income” is a severe deterrent 
to the purchase of replacement equipment and to plant expansion. For example 
a company may need $100,000 of replacement equipment, the Bulletin F life of 
which is 20 years. Its management knows that the actual, useful, efficiently 
productive life of the equipment will be 10 years. If it takes depreciation over 
2 life substantially shorter than that used for similar equipment in prior years, 
the Bureau of Internal Revenue may insist on a longer life. Under Bulletin F 
the most the company can deduct from the income of the equipment over its 
actual 10-year life will be about $50,000. At the end of 10 years, it will have paid 
a tax on $50,000 which represents return of capital. If at the end of 10 vears 
the machine is actually discarded the taxpayer will be entitled to a $50,000 de- 
duction.© But where is the income from which he can take the deduction? The 
machine cannot earn it, and it may very well be that in that year there will be 
no other income. If there is no income, any new machines will be sacdled not 
only with earning their own cost but also with unrecovered costs of the discarded 
machines. Thus, a double burden may be imposed under the useful life concept. 

Besides the bleak prospects suggested by the foregoing example, a taxpayer 
needing new equipment will be faced with several indirect but very real deterrents 
to modernization resulting from inadequate depreciation allowances. The over- 
statement of net income resulting from the distorted allowances may lead to 
stockholders’ demands for excessive dividends and to employees’ demands for 
unwarranted wage increases. If a corporation accedes to these demands, it may 
ultimately find itself in a situation in which it needs to replace its equipment 
but cannot find the funds with which to do so. Very high taxes imposed on the 
artificially high net income drain off the earnings which should be set aside for 
the purpose of replacements. Present tax depreciation policies thus make it diffi- 
cult or impossible for taxpayers to accumulate sufficient funds to acquire modern 
replacements. 

To compound the difficulty of accumulating the cash with which to purchase 
modern equipment, there are the problems created by the decline in the value of 
the dollar. Reserves set aside during the forties are inadequate for the purchase 
of equipment in the fifties, and if the trend continues, the accumulations of the 


fift will be too small for replacements in the sixties. 
Assuming that a company can find the cash, there are sometimes business rea- 
sons why it should forgegt the unfair tax that has been paid on income never 


earned and purchase replacements without regard for the fact that its wornout 
machines have not been completely written off. But as a practical matter, most 
businessmen are reluctant to replace assets before they are fully depreciated on 
the books. Understandably, they have to be responsive to the traditionally con- 
servative attitude of stockholders, bankers, and even labor in this situation. 
Machine tool and other productive equipment salesmen recognize this as one of 
the facts of life. George Terborgh has explained the phenomenon as follows at 
nages 4 and 5 of his book entitled “Dynamic Equipment Policy” : 


‘ 





Not infrequently there is marked unwillingness to ‘take a loss’ on the dis- 
posal of assets with substantial remaining book value, and their replacement is 
l pped accordingly. 

tight or wrong, rational or irrational, this prejudice exists in many places 
and must be reckoned with. It means that a depreciation policy which yields 
a retarded writeoff of capital assets is conducive to tardy replacement.” 


rHE MACHINE-TOOL INDUSTRY 


The low rates of depreciation for the country’s basic industries are particularly 
serious for machine-tool builders. Because they are both sellers and users of 
machine tools, they are doubly affected by the Treasury’s useful life concept 


I composite depreciation, even this may be denied 
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and bulletin F. As sellers, they meet sales resistance from prospective cus- 
tomers experiencing the deterrent effects on replacements and modernization 
exerted by bulletin F and the useful life concept. As users, they are faced with 
the same deterrents as anyone else in regard to the replacement of their own 
productive equipment. Depreciation policy was largely responsible for the 
definite trend toward obsolescence in the productive equipment of machine-tool 
builders in the critical period following World War II. 

The effect of depreciation policy on the machine-tool industry cannot safely 
be ignored. The industry has experienced extreme business cycles, and there is 
no doubt that depreciation policy has aggravated the cycles. For years, the 
industry has had either a feast or a famine—the feast usually being largely 
consumed by confiscatory taxes and renegotiation. After the depression of 
the thirties, it went into all-out production from 1940 to 1943. Production fell 
off precipitately in 1944 and 1945 because other industries were then fully 
tooled and production models had been frozen. It then fell off much more seri- 
ously in the immediate postwar period because, during the war, machine-tool 
builders had manufactured more machines than had been produced in the 
preceding 40 years. Many machine-tool builders were forced to the wall in this 
period, and the production capacity of the industry was greatly reduced. When 
the Korean crisis occurred, the industry could not meet the demand for machine 
tools, and a bottleneck quickly developed.° 

The depreciation policy of the last 20 years has magnified the swings of the 
machine-tool cycle. It has deepened the valleys and built up the peaks. De- 
spite excessive wartime production, there seemed to be some short-range 
prospects for civilian business and a thriving market for machine tools in the 
postwar period. Many machines had been worn out by the stresses of full-scale 
war production, and those that had not worn out were becoming obsolete with 
the new developments in cemented carbides and abrasives. But no such market 
developed. Instead, manufacturers who needed replacement machines bought 
older surplus machines at a few cents on the dollar as an immediate short-range 
answer to their problem. They would have ordered new, improved machines 
if they could have seen a way to recover the cost of such machines out of ex- 
pected revenues. Here again, depreciation policy hampered rather than fostered 
modernization. 

From 1946 to early 1950 the machine-tool industry went through one of the 
worst depressions in its history. The old model machines produced during 
World War II glutted the market, but few could risk replacing them. Manufac- 
turers could not anticipate the recovery of the costs of replacement through 
foreseeable business. businessmen were reluctant to invest in expensive equip 
ment since under the useful life concept of depreciation they could not foresee 
the recovery of their costs and the realization of some profits within a reasonable 
time. 

The low machine-tool production of the postwar period accentuated the demand 
for machine tools after the outbreak in Korea. Manufacturers receiving orders 
for the latest military equipment could not possibly hope to produce it on worn- 
out, obsolete World War II machines. They crowded the machine-tool orders 
they should have placed from 1946 to 1950 into a few months following July 1, 
1950. The industry did everything in its power to meet this demand, but here 
the effect of depreciation policy on its own equipment became apparent. Much 
of the equipment in service in the plants of the members of the machine-tool 
industry was itself worn out or obsolete because of the deterrents on replace- 
ment. In addition, the industry’s wartime-production capacity had been greatly 
reduced by the liquidation of more than 50 companies in the postwar depression. 

The useful life concept thus successively depressed the marchine-tool market, 
weakened the machine-tool industry, and then built up a demand which the 
weakened industry could not possibly meet as quickly as national security 
required. This vicious spiral must be broken; there must be an entirely new 
tax policy governing the recovery of capital invested in productive equipment. 
As I have mentioned above, we firmly believe that optional depreciation is the 
solution. 

EFFECT OF OPTIONAL DEPRECIATION ON FEDERAL REVENUES 


In the past, the main objection to optional depreciation has been its supposed 
effect upon the Federal revenues. But this objection can be disposed of with 


®*The cycle of the machine-tool builder is described in Defense Production Act, Progress 
Report No. 18, 8. Rept. No, 1107, 82d Cong., 2d sess. (1952), pp. 5 and 6. 
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the categorical answer that in the long run there will be no overall loss of revenue. 
Any temporary loss during the first few years of a system of optional deprecia- 
tion will be made up in later years after all depreciation allowances have been 
taken. Furthermore, the stimulant to business provided by the use of more 
modern equipment will produce an increased national income. The net effect 
of optional depreciation will be to increase Federal revenues substantially. 

We recognize the country’s immediate revenue needs are greater than ever 
before, and for this reason our recommendation is for a gradual transition to 
optional depreciation. As indicated above, we propose that optional depreciation 
be confined initially to durable productive equipment acquired after December 
31, 1952. Since much of this equipment is already subject to section 124A of the 
Internal Revenue Code, there should be a minimum loss of revenue. As time 
passes, optional depreciation should be gradually extended to all depreciable 
assets. 

As I have also previously indicated, it may be necessary under this plan to limit 
the depreciation allowance during the vear a facility is acquired to 50 percent 
of cost. But the allowance should not be less than 50 percent in the case of 
machine tools and comparable facilities if the system is to work effectively. 

A second ebjection to optional depreciation has been that it distorts the annual- 
income concept of taxation. The answer to this is that the tax treatment of 
eapital expenditures should be placed on a basis of what is best for the country. 
It should be placed on a basis of permitting the recovery of capital costs out of 
income produced by that capital. A rigid concept of annual income taxation is 
neither wise nor sacrosanct. 


EMERGENCY MEASURES INADEQUATE 


Section 124A of the Internal Revenue Code, like its World War II predecessor, 
provides essential relief from the useful life concept of depreciation and Bulletin 
F insofar as emergency facilities are concerned. It has removed the brakes on 
emergency expansion and to this extent has reversed the overall trend toward 
obsolescence. But it was not enacted in time to prevent the post-World War II 
depression in the machine-tool industry which caused the later bottleneck in 
defense production. And it is not designed as permanent legislation which will 
prevent a recurrence of similar crises. Optional depreciation is proposed as a 
permanent measure which would supersede the emergency tax-amortization provi- 
sions of section 124A in respect of durable productive equipment acquired after 
December 31, 1952. It should be made a permanent part of the tax structure to 
encourage modernization and expansion in normal as well as critical times. Three 
periods of world crisis have demonstrated that resort to such measures only in 
times of emergency is pound foolish and not even pennywise. 

With further reference to section 124A, I should like to add parenthetically that 
we believe there are several major defects in this section even as an emergency 
measure. It provides for amortization deductions over a flat 5-year period and 
does not take account of the fact that the emergency program actually may be 
compressed into less than 5 years in some industries. Moreover, it does not 
make any allowance for the fact that the emergency demand for productive 
equipment in general, and machine tools in particulyr, will last only until the 
end-product industries are fully tooled for mass production. Furthermore, 
section 124A permits the issuance of partial certificates covering only a fraction 
of the cost of a facility. In the machine-tool business, where added emergency 
capacity is postemergency overcapacity almost by definition, this is obviously 
unfair. 


RECENT POLICY STATEMENT BY THE COMMISSIONER OF INTERNAL REVENUE 


As I have stated, we do not believe that the depreciation policy required to 
encourage expansion and modernization and to assure taxpayers of a return of 
capital investment out of foreseeable revenue produced by that investment should 
be placed in effect by administrative order. We should like, however, to com- 
mend the Commissioner of Internal Revenue for taking steps to reduce the 
wasteful depreciation controversies of the past. 

On May 12, 1953, in a statement released with I. R. Memeo 183 and I. R. 
Circular 144, Commissioner Andrews stated as follows: 

“The Internal Revenue laws allow as a deduction in computing net income a 
reasonable allowance for depreciation of property used in trade or business or 
of property held for the production of income. The purpose of the deduction is 
to permit taxpayers to recover through annual deductions the cost (or other 
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basis permitted by law) of the property over the useful life of the property. 
The determination of the amount of the deduction is largely a matter about 
which there may be reasonable differences of informed judgment, but the impact 
on the revenues resulting from these differences may be negligible one way or 
the other over the years involved. 

“Accordingly, effective May 12, 1953, and as respects all open years for which 
agreement as to the tax liability has not been reached at any level within the 
Internal Revenue Service as of that date, it shall be the policy of the Service 
generally not to disturb depreciation deductions, and revenue employees shall 
propose adjustments in the depreciation deduction only where there is a clear 
and convincing basis for a change. This policy shall be applied to give effect 
to its principal purpose of reducing controversies with respect to depreciation.” 

This change of policy, though desirable, falls short of the overall depreciation 
program presently required. Repeatediy over the past 20 years taxpayers have 
met with revenue agents to consider depreciation rates. In view of the useful- 
life concept in force and the strict burden of proof imposed upon the taxpayer, 
depreciation rates were reduced again and again, despite the judgment of man- 
agement that the original rates were correct. As a result the rates “frozen” by 
the Commissioner’s statement are too low. What is needed now is a complete 
change in concept, with the emphasis placed upon returning to a taxpayer the 
capital he invests in plant facilities. This important change should be made 
by Congress. 

ALTERNATIVE DEPRECIATION PROPOSALS 


This past year a number of proposals have been made for placing depreciation 
for tax purposes upon a more realistic basis. I shall comment on some of these 
proposals. Although they would be improvements over the present system, they 
do not provide a complete answer to the problem. 

One proposal often mentioned is that the Bureau of Internal Revenue should 
adopt a more liberal attitude in accepting reasonable allowances for deprecia- 
tion as determined by taxpayers. This, of course, would be most helpful, but 
we believe the issue should be directly met by placing depreciation determina- 
tions in the hands of business management. It might be appropriate, as we 
have suggested, to place some limit upon the initial allowances. It would not 
be suffi¢ient, however, simply by administrative order to permit more liberal 
allowances because this would just place the area of dispute between taxpayers 
and the Bureau at a different level. 

Another proposal which has been made is that the cost of capital investments 
should be recovered over a relatively short but stated period. We believe that 
for a permanent plan, no stated period would be appropriate for all taxpayers. 
Discretion in the determination of the writeoff period should be placed in the 
hands of management. 

Some have proposed that there should be large initial allowances, with the 
remaining cost of the property to be recovered over its useful life. This would 
be helpful because of today’s high replacement costs. We believe, however, that 
this proposal would result in disputes as to the useful life over which the remain- 
ing cost of the property is to be recovered. 

Some have urged the use of the declining balance method of depreciation. 
This method would be helpful and would parallel in many respects the depre- 
ciation policy in Switzerland, Great Britain, Canada, and other countries. If 
management were permitted to select the rate to be used, this might be satisfac- 
tory. However, this method results in the retentino of assets on the books for 
an indefinite period of time. It is not sufficiently fiexible to be applied to all types 
of productive equipment. 

Many proposals would provide for an arbitrary reduction of presently estab- 
lished useful lives or for increasing present depreciation rates by fixed per- 
centages. These proposals would not be equitable because of the present dis- 
parity of useful lives and rates as between taxpayers. We believe that 
depreciation allowance should reflect the facts in each situation as determined 
by management. 

Other forms of the above proposals have been suggested, such as dividing a 
taxpayer’s depreciation base into two equal parts and granting him unlimited 
discretion in determining the timing of the deductions as to one part (except 
that an option exercised in one return would be irrevocable). Applicable Treas- 
ury rules would be applied to determine the depreciation allowances as to the 
other part. We see no justification in a halfway measure of this sort. Disputes 
would merely be transferred to the part of the assets subject to Treasury rules. 
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One proposal presented with considerable force is that the depreciation claimed 
by a taxpayer, if rensonable and in accordance with recognized accounting prac- 
tices, should be permitted and that bulletin F should be eliminated as a guide 
to the average useful life of property. This proposal, of course, would be a great 
improvement over present and past Treasury practice. There may, however, 
be many disputes as to what is a reeognized accounting practice. 


CONCLUBION 


In light of the present national debt and the current high defense budget 
private capital must be encouraged in every possible way to assume the burden 
of keeping our industrial capacity at the highest possible level. This is the 
country’s first and best chance to prevent world war III and to win that war if 
it comes, Any alternative course is wasteful and dangerous, But private capital 
has not been encouraged to replace obsolete machinery. On the contrary, depre- 
ciation policy over the past years has promoted obsolescence. 

Aside from considerations of national defense, an important principle of fair- 
ness in the imposition of the income tax is involved. It is fundamental that in 
measuring income a taxpayer is entitled to a return tax-free of capital invested. 
This principle has not been applied properly as regards productive equipment. 
Manufacturers are entitled to a return of the cost of their equipment and should 
be given discretion to determine when they will recover their cost. No revenue 
properly collectible will be lost by this change in method. The total revenue 
produced by the equipment less only the cost of that equipment will be taxed 

Today’s high replacement costs are a natural deterrent to modernization and 
a sound replacement program. If taxpayers are granted the right to recover 
their costs out of foreseeable revenue under a system of optional depreciation, 
the replacement-costs hurdle will be minimized. Moreover, if limited to new 
durable productive equipment initially, optional depreciation will have a mini- 
mum short-range effect on Treasury collections. As previously emphasized, no 
long-range diminution in revenues is in any way involved. 

In the final analysis optional depreciation is essential to the maintenance of 
the position of the United States as a leading industrial nation. It will enable 
us to achieve the highest measure of industrial efficiency. In time of peace it 
will stimulate civilian production with lower costs to the consumer and increased 
wages for labor. In time of war it will permit immediate expansion and conver- 
sion of efficient modern equipment to war production. 


The Cuarrman. The next witness is Mr. Thomas L. Preston, general 
solicitor, Association of American Railroads. 

Mr. Preston, we are glad to have you here. Give your name and 
the capacity in which you appear for the record. 


STATEMENT OF THOMAS L. PRESTON, GENERAL SOLICITOR, 
ASSOCIATION OF AMERICAN RAILROADS 


Mr. Preston. Mr. Chairman, this is my first appearance in the 
course of this hearing on behalf of the Association of American Rail- 
roads, and my very brief statement, which will not occupy the whole 
of the 10 minutes allowed me, is entirely introductory. 

My name is Thomas L. Preston. I am general solicitor of the Asso- 
ciation of American Railroads with headquarters at Washington, D. C. 
The association is a voluntary, nonprofit organization of class I rail- 
roads, its membership comprising railro: ds ¢ operating in excess of 95 
percent of the total railroad mile: age and having gross revenues in 
excess of 95 percent of the total gross revenues of Pall railroads in the 
United States. 

The Association of American Railroads is highly appreciative of 
the opportunity afforded it to make representations to the committee 
in respect of those topics on the agenda which have peculiar bearing 
upon inequities in the code pertaining especially to the railroads. Gen- 
eral revision of the Internal Revenue Code looking to simplification 
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and the elimination of inequities is an undertaking long overdue, and 
we compliment the committee upon the orderly fashion in which it has 
arranged the current hearings, each topic being dealt with in full and 
separately from other topics. This arrangement has proved a par- 
ticularly convenient one, so far as our presentation is concerned, for 
it enables us to offer our views upon a number of topics through differ- 
ent witnesses particularly qualified to discuss the subject to which they 
severally address themselves. 

It occurred to me that it would serve the interests of clarity and 
avoid the necessity for a certain amount of repetitive testimony if I 
were, in a word, to outline the manner in which the association ap- 
proaches the study of problems having to do with Federal tax legisla- 
tion and the implement: ition of the industry views in the premises, 

In the Association of American Railroads there is a standing com- 
mittee known as the general tax committee composed of legal, financial, 
and accounting officers of some 30 of the principal railroads in the 
United States. Membership on this committee is open to any member 
road desiring to participate. The general tax committee is advisory 
to the law department of the association, and it has the benefit of 
specialized study and recommendations of a subcommittee known as 
the subcommittee on Federal tax legislation. This subcommittee is 
composed of 13 members, some of whom are drawn from the staffs of 
individual member roads and others of whom are attorneys in the 
general practice of law and represent important railroads in tax 
matters. 

The subcommittee gives continuing year-round consideration to tax 
problems affecting the railroads as they arise. Out of this considera- 
tion it evolves legislative proposals which are thoroughly considered, 
reviewed, and often revised by the general tax committee. Thus, the 
proposals which the railroads from time to time advance are an 
outgrowth of the composite experience of those who are responsible 
for the actual handling of tax matters. Our suggestions come from 
the ground up. They do not represent a synthetic program reflecting 
a theoretical appro: oak but are grounded in actual experience. 

In the course of these hearings the association will not seek to be 
heard orally with respect to all of the topics in which it has a par- 
ticular interest. As to some of those topics, we simply ask that pre- 
pared statements be incorporated in the record. s to others, we 
have asked an opportunity for personal appearances. It may clarify 
the record for me to thumbnail the several presentations to be made. 

As to topic No. 12, Withholding, we did not ask to be heard but filed 
a statement for the record. 

As to topic No. 20, Depreciation and amortization, which is the 
subject of today’s hearing, our witness is Claude W. Dudley, a prac- 
ticing lawyer of W ashington, D. C., who represents a number of im- 
portant railroads in tax matters and is the chairman of our subcom- 
mitte on Federal tax legislation. 

On topic No. 22, Capital gains and losses, including problems relat- 
ing to basis, we shall not ask to be heard but have filed a written 
statement for the record. 

On topic No. 23, Income taxes of lessor paid by lessee, Mr. S. H. 
Hellenbrand, general tax attorney of the New York Central system, 
and a member of the subcommittee I have mentioned, will testify. 
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On topic No. 24, Net operating loss, Mr. Charles M. Davison, Jr., 
general solicitor of the Southern Railway system, and also a member 
of the subcommittee, will be our witness. 

On topic No. 25, Cancellation of indebtedness, we shall not ask to be 
heard orally but will submit a written statement for incorporation 
in the record. 

On topic No. 26, Consolidated returns and intercorporate dividends, 
Mr. Hellenbrand will again appear on behalf of the association. 

On topic No. 27, Corporate reorganizations and distributions, Mr. 
John E. Shea, a practicing lawyer of Washington, D. C., and a member 
of our subcommittee, will appear for the association. 

On topic No. 40, Excise taxes, we shall ask to appear through one 
or more witnesses, yet to be selected. 

I have given the committee this brief outline in order to avoid any 
possibility—and this is the point of my statement—that the committee 
might infer from appearances through witnesses representing par- 
ticular railroads in the ordinary course of their duties that the views 
they advance are anything less than those of the association member- 
ship as a whole. To be sure, particular tax problems do not concern 
all railroads in like degree. But the proposals advanced by our several 
witnesses represent the composite judgment of the membership of the 
association as to tax revisions needed in order to eliminate inequities of 
particular concern to the railroad industry as a whole. 

I thank you. 

The CHarrman. We thank you. That is a very fine presentation 
of your interest. 

We will now hear Mr. Claude W. Dudley of the Association of 
American Railroads. 

Give your name and the capacity in which you appear for the 
record. 


STATEMENT OF CLAUDE W. DUDLEY, REPRESENTING THE 
ASSOCIATION OF AMERICAN RAILROADS 


Mr. Dupiey. My name is Claude W. Dudley. I am here represent- 
ing the Association of American Railroads. I am chairman of its 
subcommittee on Federal taxation. 

Mr. Preston has already described to you the Association of Ameri- 
can Railroads and how it works with respect to proposals on Federal 
tax legislation. 

I might first say I have filed a written statement which I ask be 
incorporated in the record. 

The Cuatrman. Without objection, it is so ordered. 

Mr. Duprey. Mr. Chairman, this matter of depreciation is of ex- 
treme importance to the railroad industry, due simply to the fact 
that the railroad industry has a very, very substantial investment in 
property in comparison with its annual sales. It has a net investment 
of approximately $25 billion in railroad property. By net investment 
I mean cost less depreciation. It has annual sales or gross revenues 
of slightly in excess of $10 billion. In other words, in this industry 
it takes $2.50 in net investment in property to produce $1 of annual 
revenue. And it is for this reason that the subject of depreciation is 
of unusual and extreme importance to this industry. 
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I think everyone recognizes the necessity of maintaining an ade- 
quate and efficient railroad plant. That has been made clear in the 
experience of World War I and World War II. As price levels 
have advanced, it has become increasingly difficult for the railroads 
to maintain that efficient plant. It is for this reason that we appear 
here today to ask for relief with respect to depreciation, and our pro- 
posal is very similar to the proposal made by Mr. McDonald except 
that for the protection of the revenues in the early years we have 
suggested that a maximum of 20 percent should be placed upon the 
taxpayers. 

To put it another way, our proposal is that all taxpayers be given 
the option with respect to depreciation of business property to charge 
off whatever rate they please, with a 20 percent maximum thereon. 

Now, this proposal does not involve the charging off of any greater 
amount than is at present charged off and deducted. It relates simply 
to the timing of the deduction. In other words, under the present 
system, the taxpayer charges off his cost, but that cost may be spread 
over a period of 30, 40, or 50 years. Our view is that business cannot 
foresee conditions for 30, 40, or 50 years, and our view is that in order 
to furnish an incentive to businessmen to modernize their plants and 
in order to furnish a fund out of which businessmen can modernize 
their plants a much more liberal policy with respect to depreciation 
must be adopted. 

I want to give you a few figures from the railroad industry which 
will, I think, show yov clearly the need which we have for greater 
depreciation deductions. 

Over the past 4 years, the railroads have had to spend an average 
of $1,284,000,000 a year in capite al ro ps mg Our average net income 
in that period has been $685,000,000 per year. In other words, the 
money required to keep the railroads eat ‘in an efficient manner has 
been twice the amount of the net income. 

Furthermore, railroad distributions by way of dividends to stock- 
holders have amounted to only $307,000,000 a year during that same 
period. Consequently, this is the situation. For every dollar which 
has been distributed to stockholders, $4 has had to be ‘expended over 
the past 4 years in keeping up, maintaining, and modernizing railroad 
plant. This would be no problem, perhaps, if the railroad industry 
were one in which the rate of return is high so that it could attract 
new capital, but the fact is that the return on the investment in the 
railroad industry is critically low. 

In the year 1952, for ex xample, which was a very good traffic year, 
the rate of return on the net investment in railroad property amounted 
to 4.16 percent; that is, our income was 4.16 percent of the investment 
in our property. In the depression of the 1930s, for the entire decade, 
the average rate of return in the railroad industry was 2.3 percent on 
its investment in property. In the decade of the 1940’s, during which 
we had splendid tr: Hic. both passenger and freight, the ave “age rate 
of return throughout the decade was only 4.11 percent. 

Now, the inadequacy of this return is emphasized in this morning’s 
paper. You gentlemen may have noticed that the Eighth Circuit 
Court of Appeals has just set aside an order of the Federal Power 
Commission and has held in the Northern Natural Gas case that a 

rate of 5.5 percent return is inadequate. Now, in only 3 years out 
of the last 27 years has the railroad industry earned 5.5 percent on its 
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investment—the very rate which the circuit court of appeals said 
yesterday was necessary in order to attract capital. 

Now, the result is that the railroads cannot sell any new stock and 
as a matter of fact they can do very little long-term borrowing be- 
cause practically the entire railroad plant is already mortgaged and 
they are forced to look to two sources to finance this $1,250,000,000 a 
year of capital improvements. Those two sources are earnings and 
short-term borrowing. 

Now, with respect to short-term borrowing the industry has gone 
about as far as it can go. In the last 7 years from 1945 to 1952 the 
short-term borrowing, which represents equipment trust obligations 
on locomotives and railroad cars, has increased from less than $800 
million on December 31, 1945, to nearly $2,600,000,000 on December 
31, 1952. In other words, the amount of short-term loans in the rail- 
road industry has increased more than threefold in the past 7 years. 

You gentlemen are aware of the fact that the Diesel locomotive has 
largely replaced the steam locomotive during the last 10 years or more, 
and a great deal of that improvement has been financed by short-term 
borrowing, but there is a practical limit to such short-term borrowing 
just as there is a Spankin limit to an individual’s purchases of auto- 
mobiles, radios, television sets, and what not on installment notes. 

So, the railroads must look primarily to their own earnings. What 
did that amount to in 1952? After paying modest dividends, the 
railroads had left available for improvement of plant in 1952 the sum 
of $488 million, which was just about one-third of the amount which 
was necessary to be spent in 1952 for capital expenditures. 

Now, there is, however, one fund which is related to earnings, al- 
though it is not a part of earnings, and that is the depreciation fund. 
In other words, the railroad company charges off depreciation on its 
Diesel locomotives, on its equipment, and on its stations and buildings 
and what not. That depreciation represents a deduction for income- 
tax purposes but it does not represent any cash expenditure. Conse- 
quently, when a railroad company takes in a dollar of gross revenue 
and charges off a dollar for depreciation, it really has that dollar of 
gross revenue to spend for capital improvement. 

That fund in the year 1952 amounted to $486 million. That, again, 
as you see, is just about one-third of the amount which was necessary 
to be spent in that year for capital improvements. 

Now, why is this fund so inadequate? The answer isa change in the 
price levels over the past 40 years. Our depreciation rate in the rail- 
road industry is on the average approximately 2.5 percent: In other 
words, the average life of the railroad property is estimated for de- 
preciation purposes at 40 years. Consequently, the property which 
we are retiring now is largely property which was acquired either prior 
to World War I or during the decade of the twenties. 

The Cuatrman. Mr. Dudley, there is a little noise—a rumbling in 
the room—and we will have to have order. 

Mr. Duper. Our average rate of depreciation, Mr. Chairman, is 
approximately 2.5 percent, based upon an average estimated life of 
40 years for the property used in the railroad business. The property 
we are retiring now was acquired either in the decade of the teens or 
in the decade of the 1920’s, principally. 

The Interstate Commerce Commission has a well-devised price 
index which it has carried on since about 1916, year by year, so that 
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we know in the railroad industry, on an overall-index basis, just what 
the cost is now of property replaced as compared with the cost at the 
time that property was put into service. 

Now, the Interstate Commerce Commission index of 100 is based 
on 1910 to 1914 prices. That index in the year 1951, which is the 
latest year available, is 307. In other words, for every dollar of cost 
of property put in during 1910 to 1914 and now replaced, we must 
have $3 to replace that item. 

In a nutshell, that is the reason for the inadequacy of the deprecia- 
tion fund. The depreciation is computed on these old costs, but the 
property that we put in now is put in at these new and higher costs. 

I think at this point we should say something with respect to 
amortization under section 124 (A) of the Internal Revenue Code. 
We think that the adoption oS the Congress of this amortization 
provision in 1950, so soon after the outbreak of the war in Korea, 
indicates that Congress realized from its experience with World 
War II that the amortization provision in effect during World War II 
had operated as a tremendous incentive to businessmen to modernize 
their plants, and we think it is for that reason that Congress adopted 
the amortization provisions in 1950. 

Now, it is obvious that if a depreciation proposal such as we make 
is adopted, it will be no longer necessary to continue the special amor- 
tization provisions of section 124 (A). On the other hand, if such a 
proposal as we make is not adopted, we think it is absolutely essential 
to continue the provision for amortization under section 124 (A), 
so long as there is any necessity for any such high tax rates - we 

now have. 

Other countries have had experience with such liberal depreciation 
policies as we propose. Sweden was mentioned this morning and it 
is interesting to note that with these several years of experience 
Sweden, with this absolutely carte blanche provision with respect to 
depreciation, leads the rest of Europe in the value of output per capita 
and that Sweden spends twice as much each year for plant improve- 
ment and equipment as Great Britain. 

The Cuarrman. Great Britain has also made some substantial prog- 
ress in _ field. 

Mr. Duptey. I was just coming to that. Before leaving Sweden, 
I should note that the provision recently adopted by Sweden is exactly 
the proposal which we recommend. That is the 20-percent maximum 
with carte blanche authority within that 20 percent. 

As you say, Mr. Chairman, in Great Britain the Chancellor of the 
Exchequer on April 21, 1953, granted depreciation allowances of 20 
percent on plant and equipment, and this applies to all plant and 
equipment purchased after April 21, 1953. They have a system under 
which the Chancellor can make an announcement and that is it. Also, 
depreciation allowances of 10 percent to 40 percent on various other 
capital expenditures are allowed, there they have a sliding scale. I 
should note that these allowances in Great Britain apply only to the 
first year of acquisition; that is, you charge off that rate only in the 
first year, and after that you go on what might be called normal 
depreciation. 

We think, Mr. Chairman, that the adoption of such a proposal as 
we have in mind would have a tremendous incentive businesswise 
that would result in business modernizing and improving their plants, 
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and it would result in the acceleration of the revenue, rather than a 
retarding of it. While it might cost in the first year or so of its 
operation some revenue, we think in 5 years it would result in an 
Increase, 

The Cyatrman. Mr. Dudley, I do not know whether you agree 
with me or not, but it has been my observation that the competition 
which the railroads have from some of the other transportation facili- 
ties of the country which have modernized—take the airplane, for 
instance—do you not feel that the railroads, and I might say they 
have been very greatly handicapped not only by the Federal tax, but 
by State taxes and local taxes and they have a pretty serious problem, 
but they are far behind in the modernization of equipment that tends 
to draw the traffic to them. Is that not right? 

Mr. Duprey. That is undoubtedly right, Mr. Chairman, and we 
do all we can to fill that need. The dieselization and the streamlined 
trains have made tremendous strides in the past 20 years, but we want 
to do much more. 

Now, there is one other effect which the adoption of optional de- 
preciation within a reasonable maximum would have, and that is, 
it would do away with. the constant fruitless efforts of both the Burean 
of Internal Revenue people and the industry people of trying to find 
out what is the exact rate of depreciation that should be charged off. 

Take this Diesel locomotive; it is a new thing; we have not had 
any experience with them as to how long they will last. We do not 
know whether they will become obsolete within a few years or last 
many years so far as obsolesence is concerned. 

We did not realize in 1935, for instance, that the steam locomotive 
was on the way out. We initis illy charge off a rate. After a great 
deal of study and a great deal of detailed material has been sub- 
mitted to the Bure au of Internal Revenue, and sitting across the 
table with them, it is decided whether it ought to be 5 percent or 6 
percent or 4 percent or what it should be, and then we go on from 
there. But, no one has any idea whether that is the correct percent- 
age or not. It isa fruitless effort, and the adoption of a proposal 
such as we have, would tend to decrease the expenditure of time and 
money in this fruitless endeavor. 

We have included in our formal statement, Mr. Chairman, and 
I will not burden you with it here, the text of a proposed amend- 
ment, to implement that part of our depreciation suggestion. 

I have just one other suggestion which I will mention very briefly, 
and that is what we call the adoption of the tax benefit rule. We 
think it rather obvious and rather axiomatic really that a taxpayer 
should be alowed to charge off against taxable income all he spends 
for business property. For instance, take this diesel locomotive 
which costs, let us say $500,000, and let us say they put a 20-year 
life on it, which would mean there would be $25,000 a year deprecia- 
tion for 20 years. Now, if the taxpayer has losses, let us say, in 4 
of those years, he loses the benefit of the deduction of $100,000 out 
of the $500,000. I realize that the carryover and carryback may give 
him some relief, but as you will see when we present our suggestions 
with respect to carryover and carryback, that relief is by no means 
sure. In other words, quite often no relief is afforded with respect 
to carryover and caryback. The fact is with tax rates as they are, 
business simply cannot stand, and railroad companies cannot stand 
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to spend $500,000 for a diesel locomotive and have the deductions 
limited to say $400,000, as will often take place if losses occur in 4 
years out of 20 

~ We have included in our printed statement a detailed suggestion 
as to an amendment of the law with respect to the tax benefit rule. 
It is simply this: That the law should be so amended that regardless 
of how many years of loss and taxable income, if a taxpayer spend 
$500,000 for a piece of business property, he should be allowed $500,- 
000 of deductions against taxable income. 

Thank you, Mr. Chairman. 

The CHarrman. Thank you very much, Mr. Dudley, for a very 
fine statement. 

Any questions ? 

Mr. Kran. Mr. Dudley, on fixed equipment, if a railroad did re- 
ceive this proposition where they could amortize much more quickly, 
do you think the railroads would issue bonds that would pay off dur- 
ing and in accord with the amortization ? 

It seems to me that one of the whole troubles of your railroad 
structure is that for many years you have issued bonds to build certain 
things and when those things became completely obsolete and the 
bonds became due, all you did was issue more bonds. You did not 
have any fund to write them off. 

You have corrected that so far, of course, as the rolling equipment 
is concerned, by the fact that you now sell equipment trusts. 

Mr. Duptey. Mr. Kean, so far as the fixed property is concerned, 
practically all the fixed property is now subject to mortgage, and 
we do not have the opportunity as we used to have to issue new bonds 
under those mortgages. I do not mean to say that there are not any 
mortgages still outstanding under which that can be done, but where 
there used to be 10 there is probably now 1. 

Mr. Kean. If you had this quick amortization on the item, would 
you use the benefits received by that amortization to pay off the 
bonds that you had issued to build the station or whatever it was 
that was affected by the amortization ? 

Mr. Dupiey. Perhaps we would like to, but I do not think there 
would be the money to do both. I think the money that is furnished 
by the amortization will have to be used in annual replacement and im- 
provements of the railroad property. You see, right now we are 
running $1,500,000,000 a year of capital expenditures. 

Mr. Kran. You showed us where the $850 million of it came from. 

Mr. Duptry. Yes, sir, and we have to get $850 million more some- 
where, and I think there is probably no amortization which you will 
give us which will permit us to get more than $850 million. 

Mr. Kran. I am not talking about paying off old bonds; I am talk- 
ing about paying off the bonds that are used for this purpose, and if 
you are allowed to write them off for tax purposes, it seems to me you 
ought to be able to pay off the bonds. 

Mr. Duptey. Except this, Mr. Kean: You cannot build a station 
for instance—well, of course, you can in these cities where there are 
a number of railroads in a terminal, because that station will be 
mortgage itself—but take the great bulk of stations, they are covered 
by a general mortgage—not a specific mortgage—and there would not 
be an opportunity. to put a specific mortgage on one of those new sta- 
tions. 
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Mr. Curtis of Missouri. I was interested in your suggestion of the 
20-percent maximum on this depreciation. 1 wonder without any 
limitation, would you ever have anything depreciate at a greater rate 
than that? 

Mr. Duper. Yes, sir; we have in our written statement the quali- 
fications, of course. The maximum 20 percent should not apply to an 
automobile used in business if it has a life of less than 5 years. 

Mr. Curtis of Misouri. The main thing I am getting at is that I 
do not quite understand the reason for the limitation at all. You 
would never cover the railroad station at the 20-percent depreciation, 
would you? 

Mr. Duper. No, sir; but we would assume that revenue needs 
would make it necessary for us to adopt some limitation. 

Mr. Curtis of Missouri. I see. In other words, the only reason 
you are not making that suggestion is on the basis of good business, 
but you are making it on the basis of what you think might be a reve- 
nue problem ? 

Mr. Duper. That is right. 

Mr. Curtis of Missouri. You would agree, would you not, that good 
business would require you to have it completely optional ? 

Mr. Duptey. Yes, sir. 

Mr. Curtis of Misouri. Otherwise, there would be no difference be- 
tween what you might call expandable items and capital items? 

Mr. Dupuey. Yes, sir. 

Mr. Curtis of Misouri. I do not see that the arbitrary 5-year period 
would have any basis when you are dealing with good sound accounting 
practices. 

Mr. Duprey. I might say, however, that from the business side, we 
do have some feeling that business should perhaps be able to look ahead 
5 years, although, frankly, I do not think they could do it, but certainly 
they cannot look ahead 50 years. 

Mr. Curtis of Missouri. But, you take your automobile; business 
that has a good accounting procedure and which is set up on what 
they think is a practical basis, would set up the auto on less than 
5 years. You have to set it up on what is good business judgment; 
is that not correct # 

Mr. Duptky. That is correct. 

Mr. Curtis of Misouri: I think perhaps if we should have tax laws 
to conform to good business judgment we would do better ourselves in 
our tax revenue, 

Mr. Duper. Yes, sir, we think so, too, Mr. Curtis. 

Mr. Curtis of Missouri. That is all, Mr. Chairman. 

The Caatrrman. Thank you very much, Mr. Dudley. 

Mr. Dupiey. Thank you, Mr. Chairman. 

The Cuatrman. You made a very nice statement. 

(The statement submitted by Mr. Dudley is as follows:) 


STATEMENT OF CLAUDE W. DvupLEY, REPRESENTING ASSOCIATION OF AMERICAN 
RarLroaps, IN Re Toric 20, DEPRECIATION AND AMORTIZATION 


My name is Claude W. Dudley. I am engaged in the practice of law in 
Washington, D, C. 

I appear here today on behalf of the Association of American Railroads, 
which is a voluntary nonprofit organization, including among its membership 
practically all of the class I railroads of the United States, that is, those having 
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annual operating revenues of $1 million or more. Its membership comprises rail- 
roads having approximately 95 percent of the railroad mileage and approxi- 
mately the same percentage of the gross revenues of all the rail carriers of the 
country. 

Advisory to the association in tax matters is its general tax committee, of 
which there are approximately 50 members, who are officials of various member 
railroads. I am chairman of a subcommittee of the general tax committee, con- 
sisting of 13 members, which analyze matters referred to it and makes recom- 
mendations to the general tax committee with respect thereto. 

This matter of depreciation is of extreme importance to the railroad industry 
because of the fact that it has such a large investment in physical and depreci- 
able property. The net investment in railroad property is now approximately 
$25 billion, as compared with annual gross revenues of $10% billion. In other 
words, it takes nearly $2.50 of property to produce $1 of sales. In some of the 
other industries, relatively little investment in physical properties is required 
and in such industries depreciation is of much less importance. 

The necessity of maintaining an adequate railroad plent by the constant re- 
placement and improvement of the facilities is believed to be recognized by 
all as in the interest of the domestic economy and the national defense. As the 
price level has advanced, the problem of raising the money for these purposes 
has become acute. To alleviate this difficulty, the railroads propose that annual 
depreciation at any rate up to a maximum of 20 percent be allowed with respect 
to depreciable property acquired after December 31, 1953. The maximum 20 
percent limitation would, of course, not apply to property having an expected 
useful life of less than 5 years. 

Under this proposal taxpayers would be permitted the same aggregate deduc- 
tion as under present law, that is, a deduction equal to the cost of the property 
consumed in the business, but they would be permitted, at their option, to ac- 
celerate the deduction by charging off up to 20 percent per year until cost, less 
the estimated salvage, had been charged off. The deductions would in no event 
exceed cost less the value of salvage expected to be recovered on the final re- 
tirement of the property. 

At first glance this proposal may appear to be extreme, but I believe that a 
study of the situation in the railroad industry will show the need therefor. 
During the past 4 years, the capital expenditures, that is, the amount expended 
for new plant, has averaged $1,284 million per year. This is nearly twice the 
average annual net income of $685 million per year and more than four times 
the average annual dividends of $307 million. 

The financing of these substantial improvements has be@n increasingly diffi- 
cult, since the low rate of return on the investment in this industry fails to 
attract the needed capital. Despite heavy traffic, this rate of return was only 
3.76 percent in 1951, and 4.16 percent in 1952, upon the net investment in rail- 
way property used in the transportation service. For the depressed decade of 
the thirties, the average rate of return was 2.30 percent. For the decade of the 
forties during which there were several years of unprecedented traffic, both 
freight and passenger, the rate of return averaged 4.11 percent. For only 1 year 
(1942) during the past 35 years has the rate of return reached 6 percent, which 
is generally regarded as the minimum necessary for financial stability. Because 
of such a long record of low earnings ratios, the railroad industry is unable to 
attract equity capital. Long-term borrowed capital is also unavailable for the 
additional reason that the properties are already covered by general mortgages. 

Consequently, as a practical matter, the railroads are limited to two sources 
for the financing of replacements and improvements to the railroad plant— 
short-term borrowing on equipment obligations secured by new rolling stock 
and current earnings from operations. 

As is well known, many railroads have substituted diesel locomotives for 
steam power during the past few years. A great deal of this has been financed by 
short-term borrowing on obligations secured by the new equipment. The amount 
of the outstanding equipment obligations increased from $773 million at Decem- 
ber 31, 1945, to $2,582 million at the end of 1952, an increase of more than three- 
fold in 7 years. Obviously, this source of capital is approaching its practical 
limits. 

Current earnings from operations constitute the remaining source of funds 
for financing capital improvements. The net earnings per books, after modest 
dividends, amounted to $488 million in 1952, which was less than 40 percent of 
the amount required for additions and improvements to the railroad plant in 
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that year. The normal tax and the surtax now amount to 52 percent. Conse- 
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quently, it is necessary for a corporation to have earnings of $2.08 before taxes, 
in order to have $1 left for investment in plant improvement. In view of this 
it is impossible to finance all of the capital improvements out of earnings. 

There is available from earnings, however, an amount which does not appear 
as a part of net earnings. It is a charge against earnings which involves no 
cash outlay. I am referring to the charges intended to cover depreciation of 
the railroad plant. These charges amount to $486 million in 1952. 

This depreciation fund is seriously inadequate to produce the amount now re- 
quired annually for capital expenditures, primarily because of the large increase 
in the price level. The depreciation deduction is computed on the cost of the 
property in use, and most of this property was acquired at prices far below the 
current level. The average depreciation rate in the railroad industry is slightly 
over 214 percent, based on an average expected life of depreciable property of 
about 40 years. The overall construction-cost index in the railroad industry is 
307 for 1951, as compared with 168 in 1926 and 143 in 1986. The base is 100 
for the period 1910-14. Thus, it required $3 in 1951 to replace an item which was 
installed 40 years before at a cost of $1 and approximately $2 to replace in 1951 
an item which cost $1 during the period of 1926-36. In other words, the overall 
cost of replacements is 2 to 3 times the cost of the property replaced. 

If the price level and the amount of property replaced remained stationary 
from year to year this so-called depreciation fund would take care of replacing 
worn out and obsolete equipment, but with the cost doubling and even tripling 
within the span of the average life of the depreciable property, the depreciation 
fund will not begin to provide the capital necessary to keep the plant up to the 
existing standard, to say nothing of providing the capital necessary for the 
constant improvement which is required to keep pace with technological develop- 
ments. 

Amortization deductions under section 124A of the Internal Revenue Code 
have been very helpful to the railroad industry. Ly so promptly returning 
to the principles of tax amortization in 1950 after extensive experience with it 
during World War II, it seems obvious that Congress recognized that it provides 


a real incentive to business expansion. We now urge recognition of the fact 
that this incentive will be helpful to the Nation in a peacetime as well as a war 
economy. ‘The relief herein advocated would eliminate the necessity of a separate 


statutory provision for amortization of defense facilities and with it the elaborate 
details involved in processing applications for such a narrowly defined relief. 
Furthermore, it would provide as a permanent part of the Internal Revenue Code 
a stimulating influence, an inducement to businessmeu at all times to modernize 
their plants. We think that in the long run such a provision would ultimately 
result in an increase in Government revenue. 

At this point we should make clear our position with respect to a continuation 
of the present provisions of section 124A of the code, which grants the taxpayer 
the privilege of deducting within a period of 5 years the cost of facilities certified 
by the Office of Defense Mobilization as necessary in the interest of national 
defense. It is obvious that such a provision would be unnecessary if our proposal 
for the allowance of depreciation up to a maximum of 20 percent per year is 
adopted. Until such adoption, however, the continuation of such a provision for 
the amortization of the cost of certain facilities is essential so long as conditions 
remain so uncertain as to require the expenditure of tremendous sums for 
national defense. 

Now that our Nation is beginning to look forward, with some degree of hope, 
to something less than a war economy, it seems appropriate to give serious 
consideration to measures designed to insure the continued health and growth 
of our economic system. Industry must be enconraged to modernize and to 
expand if the higher level of national income necessary to meet the Nation’s 
obligations is to be maintained. Tax relief to stimulate such investment should 
be a part of any major revision of the revenue system. The beneficial results 
of the limited amortization program under section 124A indicate what might be 
expected in the way of industrial development and expansion if the program were 
to be broadened as herein advocated. 

Statistics reflect the dramatic increase in personal income in the last decade. 
Continued industrial expansion is necessary to maintain this high level of income 
and to provide new and better products and services to satisfy the needs and 
the demands of this broadened national economy and thus avoid business stagna- 
tion. Recent business surveys indicate that businessmen will spend even during 
a depression at least the amount of the depreciation reserve funds for capital 
improvements. The enlargement of such reserves, and the resulting increase in 
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capital expenditures, would not only stimulate business generally but would 
normally result in the realization by the particular taxpayer of additional 
income, made possible through the expansion of services or the reduction of 
operating expenses resulting from such a modernization program. 

Secretary Weeks, in a speech delivered in New York City on May 28, 1953, 
appropriately observed that “the constant wise expenditure of money for new 
and improved equipment is the way to progress.” He recommended that the 
Government liberalize depreciation allowances so that “owners will be encour- 
aged to install modern machinery with its higher productivity and lower costs 
which more greatly benefit the consuming public.” 

Other countries have recognized that increased productivity, resulting from 
more efficient tools and machinery, is the keystone of a sound national economy 
and the most effective way to raise the standards of living. They have en- 
couraged business by granting tax incentives designed to increase productivity. 
For a number of years Sweden has followed a very liberal depreciation program 
and the remarkable progress which industry has made in that country is indica- 
tive of the soundness of the program. According to the April 4, 1953, issue of 
Susiness Week, Sweden now leads the rest of Europe in value of output per 
capita and spends twice as much for plant equipment yearly as Great Britain. 
While the Swedish system originally granted the taxpayer an unlimited choice 
as to the rate at which new capital investments would be written off, the option 
is presently limited to yearly writeoffs of new investment in machinery and equip- 
ment up to 20 percent, exactly what we are here advocating. 

Even Great Britain, though sorely in need of all possible tax revenue, has 
recently recognized the long-term benefits to be derived from the granting of tax 
incentives to encourage business development and expansion. In the budget mes- 
sage of April 21, 1953, the Chancellor of the Exchequer granted initial allowances, 
effective for excess profits as well as income tax, of 20 percent in respect of 
eapital expenditures for plant and machinery, and initial allowances ranging 
from 10 to 40 percent on other capital expenditures. The relief was explained 
in the conclusion of the budget message as follows: 

“These steps are all designed to encourage industry both as a corporate whole 
and as a living structure of human beings. Only by increasing our national 
wealth can we continue in our proud position of leader and banker of the sterling 
area. Only thus can we regain our economic independence. 

“Now on taxation this budget moves for the first time for many years in a 
new direction. It does so because the economic circumstances show this to be 
the right course. The path of restriction has been so firmly fixed in people’s 
minds that it now tends to be regarded as the inevitable line of conduct. But 
We can now look to a more hopeful way. We can lighten our load and liberate 
our energies. The fact that we have not been getting the best out of our produc- 
tive capacity springs in part from our terrible burden of taxation, which is about 
the highest in the world. Even after this budget we shall not have ‘iet up’ to 
a level which can be called even moderate. All reliefs are carefully designed 
for the prime purpose of giving incentive for greater production.” 

The relief which the railroad industry proposes, namely, the privilege of 
charging off in any year depreciation up to a maximum of 20 percent of the cost 
of new property, will by no means solve its financing problem, but it will be of 
substantial practical help. To the extent that it defers taxes, it will make avail- 
able additional money for year-to-year capital expenditures. 

Adoption of the proposal would have a further beneficial effect. It would 
immediately reduce and eventually eliminate controversy with the Bureau of 
Internal Revenue as to the precise depreciation allowable with respect to the 
railroad plant. 

The attempts of the Bureau of Internal Revenue to reach precise results in 
computing depreciation charges are not working well and are a continuing 
source of controversy. Railroads are required to maintain substantial forces 
to keep depreciation records not needed for other purposes, and a vast amount 
of wholly unnecessary administrative expense is borne by the Bureau in fruitless 
search of that elusive figure, “a proper depreciation charge.” The recent an- 
nouncement by the Commissioner of a more liberal attitude toward depreciation 
controversies is helpful, but it does not solve the problem. 

The adoption of this proposal, making unnecessary the determination of the 
depreciation rate allowable with respect to newly acquired property, would not 
only eventually save substantial expense both to the Bureau and the taxpayer 
but would also ultimately eliminate one of the most troublesome fields of 
controversy between them. 


















698 GENERAL REVENUE REVISION 


Basically and constitutionally capital investment must be recovered before 
there is any net income to tax. We urge that the taxpayer be allowed to choose 
the time for writing off its capital investment, with a minimum of 5 years. Under 
this procedure, the taxpayer would assume the risk of future earnings levels and 
changes in tax rates. 

The relief requested will not result in an overall reduction of taxable income, 
but will merely defer the reporting of such income. Any reduction of taxable 
income currently will be offset by an increase in taxable income later on, for the 
deduction ceases as soon as the cost of the capital item has been recovered. The 
mere deferment of a part of the tax which might otherwise be collected with 
respect to money immediately used in the business is a small price to pay for the 
resulting improvement in plant and the consequent beneficial effect upon the 
economy. 

This proposal may be put into effect by adding to section 23 (1) of the Internal 
Revenue Code the following: 

“In the case of property acquired after December 31, 1953, the amount claimed 
by the taxpayer not in excess of 20 percent of the unadjusted basis of such 
property shal! be deemed to be reasonable.” 

In order to give full effect to this optional method of depreciation with respect 
to newly acquired property a minor change would also be necessary in section 113 
(b) (1) (B), dealing with adjustment of basis. However, in a subsequent 
portion of this statement we are proposing a broader revision, and the suggested 
amendment thereof will be set forth at the conclusion of this statement. 


THE TAX BENEFIT RULE 


It would seem to be axiomatic that a taxpayer should be allowed to reduce 
taxable income by depreciation deductions equal to the cost of the property used 
up in the business. This is not now the case, however, for depreciation deduc- 
tion must be taken in years in which a net loss is realized as well as in years 
when a net income is realized. 

Take, for example, an asset costing $1,000 and having a 10-year life. Under 
the straight-line method of depreciation, which is used by most taxpayers, a 
deduction of $100 will be allowed during each of the 10 years of useful life, 
If the taxpayer has no taxable income during 2 of these years he loses the bene- 
fit of $200 of these deductions. The result is that he pays taxes on $200 more 
income than was earned during the entire 10-year period. The provisions per- 
mitting carryovers and carrybacks of net operating losses may afford relief, but 
as will be shown in our presentation on item 24 of the list of topics to be con- 
sidered in these hearings, that is not always the case. 

Public Law 539, 82d Congress, amended section 113 (b) (1) (B) of the Internal 
Revenue Code (relating to adjustments to basis of property for depreciation, ob- 
solescence, amortization, and depletion) to provide, in general, that the basis of 
property shall be adjusted by the amount of depreciation previously allowable, 
or by depreciation previously allowed, if that was more than the amount allow-, 
able, but only to the extent that the deduction of the excess amount reduced in- 
come or excess-profits taxes for any taxable year. 

Section 113 (b) (1) (B), as thus amended, corrects the situation created by 
the decision of the Supreme Court in Virginian Hotel Corp. v. Helvering, (319 
U. S. 528 (1943)), which held that where a taxpayer had claimed excessive 
amounts of depreciation in its returns for earlier years, such excessive amounts 
were properly deductible from cost in adjusting the basis of the property in 
question, even though in those years the taxpayer had received no tax benefit 
from the deduction of the excessive depreciation. Thus, under that decision, the 
taxpayer was penalized because of its error in claiming excessive depreciation 
in an earlier year, even though for that year it had a net loss (not capable of, 
being offset against income of a preceding or succeeding year) even without the 
deduction of the excessive depreciation. 

The above-mentioned amendment to section 113 (b) (1) (B) does not remove, 
however, the inequitable requirement of that section that the basis of property 
shall be reduced by amounts of depreciation allowable whether or not any 
tax benefit is derived from the deduction of such depreciation. The law should 
be amended to remove this inequity. 

It is a fundamental economic concept that a business concern should be per- 
mitted to recover capital expenditures from its gross income before the applica- 
tion of a tax based on net income. As previously pointed out in this statement, 
it is of extreme importance that industry maintain, renew, replace, and expand 
its productive facilities. With normal and surtax rates on corporations now 
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aggregating 52 percent, and with the cost of replacements at an all-time high, 
it will be impossible for many taxpayers to perform these necessary economic 
functions unless their full investment in depreciable property is recovered. There 
simply will not be enough earnings left after taxes to perform these functions 
if a tax benefit is not received from all deductions for depreciation. 

The situation of the corporation which has a steady level of profits through 
the years as compared with a corporation whose income picture varies between 
profit-and-loss years has been noted on numerous occasions. This difference has 
an important effect with respect to the tax benefit derived from depreciation 
charges. The corporation with a steady level of profits recovers its capital 
investment out of profits before taxes, while the corporation with profit-and-loss 
years frequently does not. The inequity between the situation of these two 
groups of taxpayers has been partially corrected by the extension of the tax- 
benefit rule to the recovery of most, if not all, deductions except those for depre- 
ciation, obsolescence, amortization, and depletion. There is no reason why the 
tax-benefit rule should not be extended to these deductions as well. 

In order to correct the inequitable results of the application of section 113 
(b) (1) (B), as above discussed, it is proposed that this section be amended to 
provide that the basis of property shall be adjusted by the amount of deprecia- 
tion previously allowable, or by the amount of depreciation previously allowed, 
if that was more than the amount allowable, but only to the extent that the deduc- 
tion of any depreciation, whether allowable or allowed, reduced income or excess- 
profits taxes for any taxable year. The amendment should apply to all property 
on hand at the beginning of the taxable year during which it is adopted, as well 
as to all property subsequently acquired. To accomplish this section 113 (b) 
(1) (B) of the code should be amended to read as follows: 

“(B) in respect of any period since February 28, 1913, for exhaustion, wear 
and tear, obsolescence, amortization, and depletion, to the extent of the amount— 

“(i) allowed (but not less than the amount allowable) as deductions for any 
taxable year in computing net income under this chapter or prior income-tax 
laws; and 

“(ii) resulting (by reason of the deductions so allowed or allowable) in a 
reduction for any taxable year of the taxpayer’s taxes under this chapter (other 
than subchapter E), subchapter E of chapter 2, or prior income, war-profits, or 
excess-profits tax laws.” 

The Crairman. The next witness is Mr. William Paton of the 
University of Michigan. 

We are very glad to see you, Mr. Paton. 

Are you a doctor? 

Mr. Paron. Well, I am one of these Ph. D.’s, yes, sir. 

The Cuarrman. Give your name and the capacity in which you 
appear and we will be glad to hear from you. 


STATEMENT OF WILLIAM PATON, UNIVERSITY OF MICHIGAN, 
ANN ARBOR, MICH. 


Mr. Paron. My name is William A. Paton of the University of 
Michigan, Ann Arbor, Mich., and I am appearing in an independent 
capacity as a teacher of accounting for a great many years and also as a 
certified public accountant who has been very actively interested in 
this subject of depreciation for a long time. 

With your indulgence I would like to make a statement that adheres 
fairly closely to some of the statements which I have previously sub- 
mitted on this question, as I believe in that way I can keep within the 
required time limitation. 

I am appearing for the purpose of directing your attention to a 
neglected but important aspect of the problem of determining allow- 
able depreciation deductions for income-tax purposes—that resulting 
from the decline in the value of our measuring unit, the dollar. 
Presumably the purpose of the depreciation deduction is to permit 
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the owner of depreciable property to charge to revenue the actual cost 
of property consumed in the process of acquiring revenue. It is in- 
tended, for ex: ample, that the owner of a boiler shall be permitted to 
include in deductions the cost of using up the boiler as well as the cost 
of coal burned in the boiler, in measuring taxable income. I respect- 
fully submit that under prevailing procedures this objective is not 
being achieved. The plain fact is “that owners of deprectable assets 
are not deducting in their tax returns the actual cost of facilities being 
consumed in serving their customers, and as a result actual capital 
invested is being confiscated, on a large scale, under the guise of taxes 
on income. This condition results from failure to convert the varying 
dollars of plant cost to the common denominator of the current dollar 
in determining depreciation. The annual depreciation deduction 
includes a slice of the cost of each installation of plant in use. Where 
all generations of plant cost are represented in the records by monetary 
units of substantially the same value no problem of conversion is in- 
volved, but where there are material differences in the monetary units 
used in recording successive installations a correct determination of 
depreciation cannot be made by adding up the unlike dollars on the 
books and taking a percentage of this heterogenous total. The neces- 
sity of conversion in such circumstances in computing depreci iation 
deductions for tax purposes has been officially recognized in some 
countries abroad but this has not yet been done in this country, despite 
widespread discussion of the subject by leading accountants and other 
interested parties. 

I'd like to make it clear that the problem is basically that of the 
correct measurement of actual cost incurred in business operation. 
Cost is not merely a number on a piece of paper; cost is measured by 
the economic sacrifice or contribution of the owner, the purchasing 
power committed to the undertaking. Thus in describing cost it is 
necessary to indicate what kind of a monetary unit is being used in the 
description. To take a simple example assume that I own a house that 
cost $10,000 back in-1940 and that in a discussion with my friend Joe he 
asks me what I paid for the house. If I simply say “$10,000,” I am 
giving him an ambiguous and incomplete answer. Indeed, if I know 
that he is doing his thinking and measuring in terms of current 1953 
dollars I could be accused of trying to mislead him by giving such an 
answer. But if I say, “the house cost me 10,000 1940 dollars, roughly 
the equivalent of 20,000 current 1953 dollars,” I am correctly and 
clearly describing the cost of the property. 

In the field of physical measurement the need of conversion of 
unlike units of measure to a common denominator is universally 
recognized. Thus no one would dream of adding long tons and short 
tons, or meters and yards, without conversion, An imaginary ex- 
ainple will help to emphasize the point. Suppose it was decided. to 
reduce the present linear unit, the foot, to half the present length of 
12 inches. If this were officially done everyone would surely agree 
that a man 6 feet tall in terms of the old unit would have to be 
described as a 12-footer in terms of the new reduced unit of measure. 
And we would all agree that it would be ridiculous if such a man 
went around insisting that he was still a 6-footer, by the prevailing 
standard of measure. 

Similarly one 1940 dollar of plant cost is not correctly described 
as one dollar, in terms of the monetary unit we now have, in 1953. 
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‘To express this cost correctly in the 1953 measuring unit, which is 
worth roughly half of the 1940 unit, it is necessary to multiply by 
two. In other words, one 1940 dollar of cost incurred is substantially 
the equivalent of two 1953 dollars. And it is just as inaccurate to 
add 1940 dollars and 1953 dollars without conversion to a common 
denominator as it would be to add 12-inch units and 6-inch units of 
linear measure without conversion. 

Aside from the question of accurate measurement of depreci lation 
there is a major inequity in our present tax structure in that owners 
of depreciable assets are placed at a serious disadvantage as com- 
pared to investors in inventories of materials and merchandise. In- 
ventories are seldom held more than a year or so and this means 
that in this area relatively current dollars of cost are deducted from 
current dollars of revenue. Moreover, through the use of the LIFO 
procedure authorized by Congress some years ago the process of 
matching current revenues with current costs is facilitated for owners 
of inventoriable assets. Under this procedure, as you gentleman 
know, the taxpayer is permitted to measure the cost of goods sold 
in terms of the costs most recently incurred, and thus serious over- 
statement of income is avoided. The LIFO treatment rests on the 
view that a taxpayer is not making any money to the extent that 
receipts from customers are absorbed in replacing the stock of goods 
he started with; he isn’t earning anything simply by holding his own. 

But no such procedure is as yet available to the investor in depre- 
ciable assets—the very area in which the impact of the change in the 
value of the dollar is serious and sustained. The owner of a stock 
of materials or merchandise is allowed to state his cost in terms of 
the same kind of dollars that are used in describing his revenues. 
On the other hand the owner and operator of a taxicab or a dump 
truck, for example, is afforded no “— opportunity. The inequity 
is especially glaring in the case long-lived property. Thus the 
owner of a building acquired in 1940 is required by our present tax 
structure to treat one 1953 dollar of revenue as the full equivalent 
of a 1940 dollar of cost incurred. He is assumed to be breaking even 
when he is actually falling far short of recovering the real capital 
invested. This situation is unsound and unjust and it will be ruinous 
to taxpayers in certain areas if long continued. 

The matter is especially serious where the major investment of 
the taxpayer is in depreciable property, including important assets 
acquired 10 years or more ago. 

In contrast to witnesses this morning, I might say I am calling your 
attention to property still in use and still functioning, of which there 
is a great deal in this country that was acquired in terms of 1940 
dollars, or earlier. Not all of our plant is brand new and would 
not be under any circumstances. 

There are many such cases throughout business but the most 
striking examples are found in railways, telephone companies, and 
electric and gas utilities. In these fields a large investment in plant 
assets is required; in these fields the service life of much of the 
property used extends for periods of 20 to 30 years or even more; 
and—to top it off—such concerns operate in an area of rigidly con- 
trolled selling prices. There has already been an enormous erosion 
of capital in these enterprises, through failure to collect revenues 
from customers matching the true cost of plant consumed in opera- 
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tions, and if these enterprises are to remain in private hands, and 
to continue to attract the necessary flow of funds under a sound 
capital structure, it is imperative that they be permitted to retain 
from revenues, not subject to tax, the funds necessary to make good 
the plant investment actually consumed in rendering service, measured 
in the same kind of dollars from year to year as are being used to 
measure revenues, 

In amending the Internal Revenue Code in 1951 Congress took an 
important step in the right direction with respect to the treatment of 
the owners of residences, homes. This amendment, as you know, 
provides that if a homeowner sells his property there is no taxable 
gain to be recognized to the extent that the proceeds of sale are in- 
vested in another residence. This recognizes, in effect, the point I 
am urging: Namely, that a taxpayer realizes no gain from the dis- 
position of an asset if the entire proceeds are consumed in maintaining 
the integrity of his investment. This principle should be promptly 
extended by Congress to all depreciable assets, including recognition 
of the fact that a gradual disposition of an asset through use in pro- 
ducing revenue is on all fours, economically and equitably, with a 
lump-sum disposition by sale. To illustrate, assume that a returning 
veteran in 1946 invests 5,000 1946 dollars in a home, and that in 1952 
he sells this property for 7,500 1952 dollars, shortly thereafter invest- 
ing the entire amount received in another residence at another loca- 
tion. Under our present tax structure he has realized no taxable in- 
come—an absolutely sound conclusion. Now, let’s look at the case of 
another veteran who invests his $5,000 in 2 taxicabs, and during the 
operating life of the cabs collects $7,500 from patrons over and above 
all expenses other than depreciation of cabs. Ignoring salvage value, 
for the sake of simplicity, the total deductible depreciation is the 
number of dollars invested, reg rardless of the change in the price level, 
and the owner has realized $2,500 ($7,500—$5,000) in taxable in- 
come—according to present sales the life of his property. If 
now he needs the full amount of $7,500 to replace his cabs he will not 
have the necessary funds; a part of his actual capital, with which he 
began business, will have been confiscated by so-called income taxes. 
I submit that we have here an unrealistic and unfair treatment of the 

cab owner as compared with the homeowner. I realize that this is 

an artificial example but I believe that it is entirely valid for the 
purpose of emphasizing the manner in which business capital invested 
in depreciable assets is being eroded by our failure to establish a 
proper procedure for measuring the depreciation deduction during 
the period of inflation we have experienced. 

I strongly urge that without further delay Congress amend the 
code to permit a realistic and equitable computation of the cost of plant 
consumed. As to procedure I would recommend the use of an authori- 
tative general price index, as a means of converting the recorded costs, 
in varying dollars, into a homogeneous deduction for tax purposes, 
One possibility is the Consumers’ Price Index. This index is conserv- 
ative, it is well known, and it has acquired stature as a means of esca- 
lating wage payments. Moreover, the investor in plant assets is a 
consumer like everyone else. The Government should of course pre- 
scribe the indexes that are used in converting recorded plant costs into 
allowable deductions for tax purposes, as is done in France, for ex- 
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ample, where conversions of this kind have long been commonplace 
procedure. 

That is a different thing, as I want to say again, from the point 
that is being made by some of the earlier witnesses. I am talking 
now about the plant investment in measuring units of earlier vintage. 
Of course, the depreciation of the frane was greater than the depre- 
ciation of the dollar, as our dollar has only gone one-half way down, 
but we have the same kind of problem that they have had to face up 
to, but they nave faced up to it in order to avoid confiscation of the 
purchasing power of the taxpayer. 

I feel the more justified in urging action on this matter in view of 
the fact that it now appears quite clear that the present reduced dollar 
is here to stay. We have experienced a major and sustained upward 
movement of the price level, with a corresponding decline in the pur- 
chasing power of our monetary unit, and there is virtually no prospect 
of a restoration of the old conditions. The existence of a huge Federal 
debt, a phenomenal level of governmental expenditure, the farm- 
price support program, the so-c: called social-sec urity program, and the 
continuing demands for higher wage rates are among the factors 
which have convinced almost all thoughtful observers that any con 
siderable increase in the present pure chasing power of the dollar is out 
of the question. Indeed, there are many who predict continuing infla- 
tion of at least the creeping variety. Most of us hope that the dollar 
can be stabilized at around the present value, in accordance with what 
appears to be the present objective of the Federal Government, but 
we don’t anticipate anything more drastic. In fact most people would 
presumably deplore any attempt to increase the value of the dollar 
substantially. We have gone through one convulsion of prices up- 
ward, with all the attendant inequities and strains, and are at least 
partially adjusted to the present situation. It would be another mis- 
fortune, it seems to me, if we were to go through a downward move- 
ment of prices of corresponding magnitude, as this would certainly 
produce new inequities and new stresses and dislocations. Instead the 
objective of public and private statesmanship at this juncture should 
be that of completing the adjustment, in the tax field and elsewhere, 
to the present price level and purchasing power of the dollar, plus a 
continuing stability at around the present level. 

Thank you very much. 

The Cuarrman. We thank you very much, sir, for your statement. 

Are there any questions? 

Mr. Kran. Doctor, I am very interested in your statement. I think 
it is very well presented and I am extremely interested. 

I gather that so far as public utilities are concerned, you do not 
agree with the present theory of the public-utility commissions that 
they should pay rates on historical value and not on reproduction cost? 

Mr. Paron. I agree with it, provided they will interpret the histor- 
ical cost in the sense that it was originally intended to be interpreted. 
I do not believe it was as enunciated, intended that simply the number 
of monetary units was to be the thing. 

Mr. Kran. You think it should be reproduction cost? 

Mr. Patron. No: I would use the general index number in order to 
measure purchasing power. 

37746—53—pt. 2-——4 
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Mr. Kean. It would be the same thing. 

Mr. Paron. It might be quite different in certain cases, What I 
personally believe in there is this: I can see a good deal of merit in 
what I would call the cost approach to the utility rate base problem, 
but I would propose to define that cost with due reference to the pur- 
chasing power of the dollar in general. In other words, on the theory 
of what we meant by a prudent investment and cost incurred, and not 
just a number of monetary units, but some kind of an economic sacri- 
fice. That would not necessarily grant to the utility investor specific 
benefits and so on with respect to his particular asset, but it would 
recognize that he committed something worth a number of monetary 
units. I have often thought if we changed the name of “dollar,” as 
1 once suggested, to “zollar,” we would have all come together on this 
point long since. But, so long as we use that same old name, it is a 
little bit dece ptive. 

I submit that the proper measurement of cost in terms of sacrifice 
incurred is entirely within the concept of original cost, if you please. 
in other words, I am not talking about abor iginal cost, but the question 
of what did the investor commit. 

Mr. Kean. If you allowed amortization at double the rate they are 
illowed now, it would come to almost the same thing, would it not ! 
it would work out practically the same way. If you raised the cost of 
the value of a fixed piece of machinery, let us say, a pump in a water 
company or something like that, according to your theory you would 
double the value and then amortize it in the same way you do now. If 
we Just allowed them to amortize it at twice the rate, it would accom- 
plish the same purpose, would it not ¢ 

Mr. Paron. There is one important point I do want to make clear, 
and that is this: I do not disagree, I might say, with the witnesses who 
have suggested that management should have a great deal of leeway 
in the deduction of de »preciation; that makes sense to me and always 
has. All this argument should be stopped, but the thing I want to 
point out is this: I am concerned with these fellows who have such a 
fixed aggregate investment in a fixed plant with the problem of deal- 
ing with the older plant and the problem of dealing with the newer. 
With respect to the newer plant—utility plant for instance, or tele- 
phone business or railroad business, we have a relatively simple prob- 
lem as to what life should be allowed. 

Mr. Kean. I agree with you, and the utilities such as the water 
utilities have been living on capital and not knowing it. 

Mr. Patron. The reason for that is that a very large amount of the 
total plant investment is plant that was in there in 1940. 

Mr. Kean, Sure. 

Mr. Pavon. That is the part that I am directing my particular re- 
marks toward. ‘There is an area there that many of the Kuropean 
countries have recognized, and it is very important to certain classes 
of taxpayers in this country. 

Mr. Kean. Thank you. 

The Cnatrman. Thank you very much. You made a very fine 
statement. 

The next witness is Mr. F. Warren Brooks, vice president of the 
Cleveland Electric Illuminating Co. 

Mr. Brooks, we are glad to see you here, and if you will give your 
name and the capacity in which you appear to the reporter, we will 
be glad to hear from you. 
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STATEMENT OF F. WARREN BROOKS, VICE PRESIDENT, 
THE CLEVELAND ELECTRIC ILLUMINATING CO. 


Mr. Brooxs. My name is F. Warren Brooks; I am vice president 
of the Cleveland Electric Illuminating Co., an electric utility serving 
463,000 customers in a territory of approximately 1,700 square miles 
in northeastern Ohio. 

Mr. Chairman, during the course of my presentation, I will refer 
frequently to certain pages of this detailed statement which I have 
submitted to the committee, and I would like if it has not already 
been made a part of the record, for it to be included in the record. 

The CuarrmMan. Without objection, it will be included in the record 
at the conclusion of your testimony. 

Mr. Brooks. I am appearing on behalf of the Cleveland Electric 
Tiluminating Co. and wish to discuss what we consider to be a defect 
in the basis prescribed for the aflowance for depreciation in the present 
Internal Revenue Code. 

The basis presently prescribed for the depreciation allowance is the 
original cost of the property to the taxpayer. This basis we believe 
does not meet the tests of economic soundness when there are signifi- 
cant changes in the purchasing power of the dollar. 

We believe this basis for the depreciation allowance to be defective 
on two counts—first, it currently causes an unintended levy on capital 
in addition to the intended levy on real income, and second, this undue 
tax burden falls much heavier on some industries than on others. 

Depreci iation of course is the wearing out or exhaustion of property 
in the operations of a business. This physical aspect I have called the 
economic consumption of property. 

The objective of the annual depreciation charges is to recover the 
costs of this economic consumption of property. 

Most commonly used is the straight-line method of depreciation 
accounting. This should charge to each year’s operations the costs 
of u uniform percentage of the total economic consumption of property 
which will be incurred over the life of the property. A defect in the 
usual application of the straight-line method is in the determination 
of the number of dollars to reflect this true depreciation expense. 

When there is a variation in the purchasing power of the dollar, 
the annual depreciation allowance when based on original cost either 
overstates or understates the portion of the total economic consumption 
intended to be charged to the year. 

This is true because the change in purchasing power has destroyed 
the relationship between dollar amounts and corresponding amounts 
of property. 

The example on page 6 of my filed statement illustrates this. If a 
company has 100 completely equipped power distribution poles, all 
having a 20-year life, and each costing originally $100, it has made a 
total dollar investment of $10,000. In order that the aggregate of the 
charges for depreciation to be made in each of the 20 years ‘of the life 
of the poles will recover the costs of the economic consumption of the 
property, and in order that the restoration of property equivalent to 
that consumed will be enabled, the dollar equivalent of one-twentieth 
ur 5 percent of the poles should be charged to operating expense in 
each of the 20 years. 
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Thus it follows that for the depreciation wile ance to equal the true 
depreciation expense chargeable to each year, the annual allowance 
should be a sufficient number of dollars to be abs at the then current 
prices to pay for 5 percent of the original batch of poles, that is, 5 
poles. 

However, if the depreciation allowance is computed on the original 
cost basis, what happens? The resulting annual amounts of $500 for 
depreciation allowance are the equivs alent of 5 percent of the actual 
total economic consumption, or 5 poles, only in those years when the 

purchasing power of the dollar is the same as at the time of origin of 
the property. This is true only in the first, fifth, and sixth years in 
the example on page 6. 

Some years the purchasing power of the dollar goes up. If it be- 
comes twice as great, the $500 allowed will pay for 10 poles, that is, 
twice the ec ‘onomice consumption of property which should be charged. 
This is illustrated in the third year of the example on page 6. In this 
year and in other years where the purchasing power of the dollar is 
more than at the time of origin of the property, the result is clearly an 
enhancement of property assets through charges to expense. 

But when inflation oceurs and the purchasing power of the dollar is 
cut in half, the $500 will pay for only 214 poles, that is, one-half the 
amount of economic consumption of property which should be charged. 
This is the case in the illustration from the 10th through the 15th 
years. The annual depreciation allowance in these years understates 
the true depreciation expense, and when continued results as indicated 
in the example in an unrecovered wasting away of the property assets. 

The purchasing power of our dollar seldom stays the same from 
year to year, so the depreciation allowance based on the original cost 
of the property is almost never the right number of dollars to equal 
the true depreciation expense. This in itself is inequitable, but when 
there is a continued trend of the purchasing power of the dollar in one 
direction, the inequities become serious since there results a permanent 
loss or gain. 

In the pole example the predominant trend during the life of the 
property was a substantial decline in the purchasing power of the 
dollar. There thus resulted a deficiency in the aggregate of the depre- 
ciation allowances so that the economic consumption ‘of only 76 of the 
100 poles had been accounted for and allowed as expense in deter- 
mining taxable income during the life of the property. Yet all 100 
poles were economically consumed. They are gone. They have lived 
their life. They have been retired. Thus there is a permanent loss 
to the extent that taxes were based on income computed without de- 
ducting all of the costs which were actually incurred. 

This: inequitable situation illustrated by the pole example will result 
whenever there is a decline in the purchasing power of the dollar from 
the levels existing at the time of origin of the property. 

As shown in the appendix at page 21, the actual trend of the pur- 
chasing power of the dollar in this country has been declining for 60 
years. The decline since World War II has been rapid. 

Thus currently, you see, depreciation allowances under the provi- 
sions of the present Internal Revenue Code are significantly less than 
the true depreciation expense computed on a basis to properly recog- 
nize the change in the purchasing power of the dollar. If, as we 
believe, and as the pole example shows, the latter is the true expres- 
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sion of the depreciation expense chargeable to the year, then the deter- 
mination of true taxable income requires the deduction of the greater 
amount for the depreciation allowance. 

It would then follow that in the determination of taxable income 
any deficiency in the deduction of depreciation expense—due to its 
computation on an original cost basis—results in an inclusion in taXa- 
ble income of capital in addition to real income. 

Thus the use of the original cost basis for the annual depreciation 
allowance with the continued decline in the purchasing power of the 
dollar which has occurred, results in an unintended tax levy on capital 
in addition to the intended levy on real income. A tax which, under 
the guise of an income tax, actually is in part levied on capital causes 
an undue tax burden. 

Now what does this mean to my own industry—electric utilities? 
As illustrated on page 10 of my filed statement, the effect on the average 
for electric utilities is that the number of current dollars required to 
reflect the true depreciation expense properly chargeable to a current 
year is nearly 50 percent greater than the number of dollars repre- 
sented by the original cost- “depreciation allowance. 

As a result, for the average large electric utility in 1952, 83 percent 
of the income taxes paid were levied on real income and 17 percent 
were levied on capital. The undue burden for electric utilities then 
is really of substantial proportions. 

Furthermore if, as I will illustrate is actually the case, the effects 
of this undue tax burden are of significantly different magnitude on 
various types of industries, the inequities caused are correspondingly 
more serious because they are discriminatory. 

As shown on pages 12 and 13 of my filed statement, the effects of the 
undue tax burden are significantly more adverse for some industries 
than for others. 

The effect is most severe on those industries with a large amount of 
property and plant in relation to annual revenues. 

In the example on page 12, 3 types of industries are illustrated: 
One with a heavy plant ratio, one with a medium plant ratio, and one 
witha light plant ratio. Let’s take the heavy plant case. There prop- 
erty and plant is assumed at 4 times annual revenue in contrast to the 
light plant case where property and plant is one-half of annual rev- 
enue. The relative effects of the undue tax burden on these 2 cases at 
a time such as the present, when the true depreciation expense may be 
as much as 50 percent greater than the depreciation allowance, based 
on original cost, are as follows: 

1. Each industry is subjected in some measure to an unintended 
tax levy on capital, and this undue tax burden takes 8 times as 
great percentage of gross revenues from the heavy plant industry. 

2. The increase in revenue required to offset the undue tax 
burden is thus 8 times greater for the heavy plant industry. 

The percentage reduction in operating expenses hetsesary 
to offset the undue tax burden is 20 times greater for the heavy 
plant. 

Note the effect on the heavy plant industry. In the case of the 
industry with light plant ratio, even though there is an undue tax 
burden it is not much of a problem to offset it. It takes only a 1- -per- 
cent increase in revenue or a 1-percent reduction in operating expense 
to accomplish the offset. Not so with the heavy plant industries, 
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however. There it takes an 8-percent increase in revenues or a 22- 
percent decrease in operating expenses to offset the undue tax burden. 
The significance of the burden is thus of serious proportions for heavy 
plant industries, 

The range of plant ratios we have just discussed is about the range 
in ratios between utilities on the one hand and the average of manu- 
facturing industries in general on the other. This is shown in the 
chart on page 14. 

Utilities typically have an investment in property and plant equal 
to from 3 to 4 times annual revenue, while manufacturing industries 
on the average have a plant investment equivalent to less than one-half 
of annual revenues. 

Thus the adverse effects of understatement of the depreciation al- 
lowance are greatest on the utility industry. 

Not only is the significance of the undue tax burden much greater 
because of the heavy plant ratio, but the fact that the utilities are 
subject to regulation gives them less freedom to achieve an offset 
through increase in price than is experienced by unregulated industry 
in a free a” irket. 

To a substantial degree it is as a result of this combination of cir- 
cumstances that the utilities have not kept pace with other industries 
In maintaining the purchasing power of earnings and the purchasing 
power of the market value of their securities. 

From 1940 to 1952 purchasing power of the earnings for common 
stock of industrial companies on the average had incre: ased 28 percent 
and purchasing power of market price of industrial common stocks 
had increased 22 percent. In the same period for utilities on the 
average, purchasing power of their common-stock earnings had de- 
creased 24 percent. Purchasing power of the market price of their 
common stocks had decreased 27 percent. 

Thus the basis presently prescribed by the Internal Revenue Code 
for the depreciation allowance causes an undue tax burden on industry 
in general, and it discriminates against the heavy plant industries, 
and has the greatest impact on the utilities. 

We believe that there is a sound remedy which will cure these defects 
by changing the basis for depreciation allowance. 

As illustrated on pages 16 and 17, a better basis for the determination 
of the depreciation allowance is available. It is an adjusted original 
cost to express that original cost in current dollars. This basis avoids 
all of the difficulties of the present original cost basis and will result 
in depreciation allowances in every year which meet all the tests of 
economic soundness and equity regardless of the pattern or extent of 
changes in the purchasing power of the dollar. 

In fact, the only true current expression of the actual original cost 
is the adjusted original cost expressed in current dollars. 

When the size of the measuring unit (purchasing power of the 
dollar) has changed, the true or iginal cost can only be correctly stated 
by adjustment to ‘show the same in terms of the new size of the measur- 
ing unit. 

The pole example on page 16 shows how the proposed new basis 
works. Note that the number of dollars of depreciation allowance 
computed on the adjusted original cost basis for each of the 20 years 
is a sufficient number of dollars to then be able to pay for 5 poles, or 
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one-twentieth of the total. Thus, the costs of a uniform percentage 
of the total economic consumption of the property is charged to each 
year as intended. 

Accordingly use of this basis results in charging precisely the right 
total amount of econuinic consumption of property year by year and in 
total during the life of the property. In the case of the pole example 
the total economic consumption charged for is the 100 poles—no more 
and no less. Thus, use of this basis neither causes an unrecovered 
wasting away of property assets nor enhancement of property assets 
through charges to expense, and taxes would be levied only on true 
taxable income. 

I wish to emphasize that no forecasting of future price levels is 
involved. The number of dollars to be charged in each year are 
dependent on the current purchasing power of the dollar in that year 
only. 

The adjusted original cost can be determined in a simple and prac- 
tical manner. Such a method of determination is illustrated in the 
computations on appendix page 27. 

In conclusion, we believe the prese ntly prescr ibed or iginé al cost basis 
for determination of the depreciation allowance has become defective 
as a result of the significant changes in the purchasing power of the 
dollar which have occurred. 

When the de pre ‘ciation allowance is based on origin: il cost— 

The depreciation allowance is either overstated or understated as the 
purchasing power of the dollar changes 

In a time of continued inflation the depreciat ion allowance is always 
understated. 

To the extent the depreciation allowance is understated taxable 
income is overstated. 

To the extent that taxable income is overstated there results a tax 
levy on capital. 

This unintended capital levy has substantial adverse effects which 
are particularly burdensome to those industries which have large 
amounts of property and plant in relation to annual revenues. 

The effect is most severe on the utility industries because they have 
heavier plant ratios than any other major industry and because they 
encounter greater difliculty in offsetting the adverse effects than do 
other industries. 

We believe the defect can be eliminated by amending the code to 
permit the use of an adjusted original-cost basis which would express 
the property and plant, and therefore the resulting depreciation allow- 
ance, in term of current dollars. 

This basis is both practical to employ and equitable in result, re- 
gardless of the extent or character of changes in the purchasing power 
of the dollar. 

Accordingly, we respectfully request your consideration of amend- 
ment of the Internal Revenue Code to permit the use of an adjusted 
original-cost basis for the determination of the depreciation allowances. 

L appreciate the opportunity to be here to present these views to 
you, and since my oral remarks are rather severely condensed, would 
it please the committee for my filed statement to be included in the 
record ? 

The CuHarman. Without objection it is so ordered. 
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(The statement submitted by Mr. Brooks is as follows :) 


STATEMENT OF F’. WARREN Brooks IN BEHALF OF THE CLEVELAND ELECTRIC ILLU- 
MINATING Co. CONCERNING INADEQUACY OF THE ORIGINAL Cost BASIS FOR 
DEPRECIATION ALLOWANCE 


My name is F. Warren Brooks. I am vice president, finance, of the Cleveland 
Electric Dluminating Co., an electric utility serving 463,000 customers in a terri- 
tory of approximately 1,700 square miles in northeastern Ohio. 

I wish to discuss what we consider to be a defect in the present Internal Rev- 
enue Code in the basis prescribed for the allowance for depreciation. 

The basis presently prescribed is the original cost of the property to the tax- 
payer. This basis, we believe, does not meet the tests of economic soundness 
when there are significant changes in the purchasing power of the dollar. 

The rapid decline in the purchasing power of the dollar since World War II 
has thus caused corresponding tax inequities. 

While the effects of this defect apply to industry generally, the magnitude of 
the effects ranges from relative insignificance for some industries to an inequita- 
ble tax burden on some other industries, particularly those having a large amount 
of property and plant in relation to annual revenues. 

We propose for your consideration an adjusted original-cost basis which 
we believe meets the tests of economic soundness and equity regardless of the 
extent or nature of change in the purchasing power of the dollar. 


The present original cost basis for allowance of depreciation expense hecomes 
economically unsound when there are changes in the purchasing power of 
the dollar 


When the purchasing power of the dollar changes, the annual allowance for 
depreciation computed on the original cost basis either overstates or understates 
the portion of the total economic consumption of the property—i. e., the true 
depreciation expense—which properly should be charged to the operations of 
the year. 

This is true because the change in purchasing power has destroyed the equiva- 
lence between dollar amounts and corresponding amounts of property. 

The resulting inequities become more serious during major variations and 
long-term changes in the purchasing power of the dollar. 

With the inflation that has occurred postwar, use of the original cost basis 
for the annual depreciation allowance results in a substantial understatement 
of true depreciation expense and an overstatement of taxable income which 
results in an unintended tax levy on capital. 


With the inflation which has occurred, use of the original cost basis results in an 
undue tar burden ddversely affecting some industries more than others 


The effect of the levy on capital imposes an undue burden which is most severe 
for those industries with a large amount of property and plant in relation to 
annual revenues. 

For such heavy plant industries there is greater difficulty in offsetting the 
adverse effects either by increasing revenues or by reducing operating expenses 
since depreciation expense—and correspondingly any error in its determination— 
is a larger percentage of both revenue and operating expenses. 

The inequity is greatest for utilities—because they have both heavier plant 
requirements and even less opportunity to offset the adverse effects than do 
other industries. 

Utilities have had greater difficulty in offsetting the effects of the resulting 
tax burden than have unregulated industries in general. This results in part 
from the greater magnitude of the tax effect on utilities, and in part from the 
greater difficulty experienced under regulation in increasing prices than is 
experienced by other industries in a free market. 


A better basis is available in adjustment of original cost to express it in current 
dollars 

The adjustment to express the cost of the property and plant in terms of 
current dollars is both practical and equitable and can be readily accomplished 
by the application of presently available indices published by governmental 
agencies. 

No forecasting of future price levels is involved, 

The resulting annual allowances for depreciation expense will meet the tests 
of economic soundness and equity regardless of the nature or extent of changes 
in the purchasing power of the dollar. 
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Accordingly, we believe that the Internal Revenue Code should be amended to 
permit the use of an adjusted original cost basis for depreciation allowance. 


ILLUSTRATION OF THE OVERSTATEMENT OR UNDERSTATEMENT OF TRUE DEPRECIATION 
EXPENSE WHEN THE PURCHASING POWER OF THE DOLLAR CHANGES AND THE DEPRE- 
CIATION ALLOWANCE IS BASED SOLELY ON THE ORIGINAL COST OF THE PROPERTY 


Exrample 

Assume: A power distribution system with 100 poles. Each completely 
equipped pole originally cost $100. The poles have a life of 20 years. For 
simplicity, assume all poles live the 20 years. 

Criterion.—For the depreciation allowance to equal the true depreciation 
expense it should be a sufficient number of dollars to be able at current prices 
to pay for 5 percent of the original batch of poles, i. e., 5 poles. 





The annual de- Whereas the Thus the excess 
preciation allow- | number of dol- | 7. ele 7 
The depreciation : nee in dollars lar which pr p- the eanthad "ine 
. allowance under | 42d if the pur- | actually charged | erly should be | ,eciation allow- 
1 ear : 1 chasing powe to each year’s charged to the ‘ oie 
the original cost , 7 LF : 7 nee in terms of 
of the dollar is operations is year’s operations . 
basis is bie t vf shodia fe-alie t 1 equivalent 
Se eee ee |e ee! nutiber of pone 
this number of pay his nu i 
poles eT pok 
1 S500 100 § 5 0 
2 500 1460 g r 
SOO on) 10 
4 00 160 8 : 
§ ADO 100 5 § 0 
f AO) 100 f r 0 
7 500 RO 4 5 = 
‘ | 500 60 2 F 2 
9 5OO 60 | 3 i 5 -—2 
10 5 a) a4 x o% 
1 500 iO o% 5 —2% 
12 | 500 50 2% 5 ~2% 
l j 500 a) 2% f 94 
1 os : aM 2 
15 500 50 2% 5 24 
6 ‘OO 4) 2 r 
17 AK) 40 9 
18 AM 40) 2 
19 AM i) 2 
a 5M) 40 2 
Total economic consumption charged in terms of 
poles - -- “ 76 should have been 100 
Under the assumed conditions the result is an aggregate under-allowance for deprecia- 
tion over the life of the poles in relation to true depreciation expense incurred equiva- 
i 8 a ee a name to a 24 


When there is a variation in the purchasing power of the dollar and depreciation 
is based solely on original cost of the property, the annual depreciation 
allowance either overstates or understates true depreciation expense which 
properly should be charged to the operations of the year 


Depreciation as a physical phenomenon is the wearing out or exhaustion of 
property in the operations of a business. This is what I here call economic 
consumption of property. 

The objective of the annual depreciation charges is to recover the costs of 
economic consumption of property during its life. Annual charges should thus 
be made in such a manner that there will be neither an unrecovered wasting 
away of property assets, nor an enhancement of property assets through charges 
to operating expense. 

For example, the commonly used straight-line method of depreciation account- 
ing should charge to each year’s operations a uniform percentage of the total 
economic consumption of property which will be incurred over the life of the 
property. 

A defect in the usual application of straight-line depreciation is in the deter- 
mination of the dollar amount to reflect the portion of the total economie 
consumption of property which properly should be charged to each yeat’'s 
operations. 
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If the annual depreciation allowance is based on the original cost of the prop- 
erty, the number of dollars charged will not correctly measure the portion of the 
total economic consumption of property intended to be charged to the year unless 
the purchasing power of the dollar remains the same as it was at the time of 
origin of the property. 

When there is a variation in purchasing power of the dollar, the annual 
depreciation allowance when based on origibal cost either overstates or under- 
states the portion of the total economic consumption intended to be charged to 
the year. 

On the opposite page is an example showing how a fluctuating dollar affects a 
fixed, cost-basis charge for depreciation. 

Suppose a company had 100 poles complete with associated power distribution 
equipment, all having a 20-year life, and each costing originally $100—a total 
investment of $10,000. To equal the true depreciation expense chargeable to 
the year, the annual depreciation allowance should be a sufficient number of 
dollars to be able at current prices to pay for 5 percent of the original batch of 
poles, i. e., 5 poles. 

However, if 5 percent of the original cost, or $500, is allowed for depreciation 
each year, the annual amounts of $500 will be the equivalent of 5 percent of the 
actual total economic consumption, i. e., 5 poles, only in those years when the 
purchasing power of the dollar is the same as at the time of origin of the 
property. 

If inflation occurs and the purchasing power of the dollar is cut in half, the 
$500 would be able to pay for only 2% poles, i. e., one-half the amount of eco- 
nomic consumption of property which should be charged. The annual deprecia- 
tion allowance would then understate the true depreciation expense, and if 
continued there would be an unrecovered wasting away of the property assets. 

Conversely, if deflation occurs and the purchasing power of the dollar is twice 
as great, the $500 allowed would be sufficient to pay for 10 poles, i. e., twice 
the economic consumption of property which should be charged. This clearly 
would mean enhancement of property assets through charges to expense. 

Hither situation is unsound economically and is not consistent with the ob- 
jective of the annual charges for depreciation and can result in an unfair tax. 
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SHORT-TERM AND COMPENSATING VARIATIONS 
IN THE PURCHASING POWER OF THE DOLLAR 
WOULD CAUSE ONLY MINOR INEQUITIES 
IN THE DEPRECIATION ALLOWANCE 





Value 
of 
Dollar 
Years 
LONG-TERM AND MAJOR VARIATIONS, EVEN THOUGH 
ULTIMATELY COMPENSATING, WOULD RESULT IN 
SUBSTANTIAL INEQUITIES IN THE DISTRIBUTION 
OF ANNUAL DEPRECIATION ALLOWANCES 
Value 
of 
Dollar 
Years 
BUT A LONG-TERM TREND IN ONE DIRECTION 
WOULD RESULT IN SERIOUS INEQUITIES 
AND A PERMANENT LOSS OR GAIN 
Value 
of 
Dollar 


Years 
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The resulting inequities become more serious during major variations and 
long-term changes in the purchasing power of the dollar. 

Even though the use of the original cost basis for the annual depreciation 
allowance is economically unsound, it would be of no serious significance if the 
variations in the purchasing power of the dollar were cyclical and short term. 

At no time in the last 60 years, at least, does this appear to have been the 
characteristic of the actual variation. (See chart p. 21.) 

When the ups and downs in the purchasing power of the dollar are respectively 
long term, substantial inequities can result from the faulty distribution of annual 
depreciation allowances over the life of the property. 

The actual changes in the purchasing power of the dollar have been relatively 
long term but with a downward trend too. (See chart p. 21.) 

When there is a long-term trend in the purchasing power of the dollar in one 
direction, the situation becomes a matter of real significance, because the excess 
or deficiency in all annual allowances is perpetuated throughout the life of the 
property. The corresponding excess or deficiency of taxable income in relation 
to real income results in income-tax burdens or benefits which are likewise per- 
petuated in one direction only, constituting a permanent loss or gain. 

The general pattern of the changes in the purchasing power of the dollar for 
the last 60 years has been such a Jong-term downward trend. (See chart p. 21.) 
The trend has been rapid in the postwar years and the general expectation for 
the future is a continuance of the long-term downward trend. 


ILLUSTRATION OF THE CURRENT EXTENT OF UNDERSTATEMENT OF DEPRECIATION EX- 
PENSE, OVERSTATEMENT OF INCOME, AND RESULTING CAPITAL LEVY 


Example 


Average large electric utility,’ year 1952, depreciation allowance computed on 
the original cost basis is $10,400,000. Depreciation actually chargeable to the 
year computed on an adjusted original cost basis is 46 percent greater, and is 
$15,200,000. Corresponding real taxable income on this basis is $23,600,000, which 
is 883 pereent of reported taxable income of $28,400,000: thus of the $14,800,000 of 
income taxes to be paid 83 percent is levied on real income, 17 percent is levied 
on capital, 

lor supporting computations see appendix page 27. 

Due to the inflation we have experienced, continued use of the original cost 
basis for the annual depreciation allowance causes an unintended tax levy on 
capital in addition to the levy on real income. 

Except for newly formed enterprises, virtually every company and industry 
has acquired its property and plant with dollars of appreciably greater average 
value than today’s dollars. 

Due to the substantial decline in the purchasing power of the dollar which has 
occurred, it is then generally true that the number of current dollars required 
in each year—to pay for the portion of the economic consumption of property 
which properly should be charged to the operations of that year—is a substan- 
tially greater number of dollars than represented by depreciation allowances 
based on the original cost of that property. 

As illustrated on the opposite page, the effeet on the average electrical utility 
is that the number of current dollars required to reflect the depreciation expense 
properly chargeable to a Current year is nearly 50 percent greater than the 
number of dollars represented by the original cost depreciation allowance. 

Thus depreciation allowances under the provisions of the present Internal 
Revenue Code are significantly less than the expense computed on a basis to 
properly recognize the change in the purchasing power of the dollar. If, as we 
believe, the latter is the true expression of the depreciation expense chargeable 
to the year, then the determination of true taxable income requires the deduction 
of the greater amount for the depreciation allowance. 

It would then follow that in the determination of taxable income any deficiency 
in the deduction of depreciation expense—due to its computation on an original 
cost basis—results in an inclusion in taxable income of capital in addition to real 
income. 

A tax which, under the guise of an income tax, actually is in part levied on 
capital causes an undue tax burden. When the effects of this undue tax burden 
are of significantly different magnitude on various types of industries, even more 
serious inequities are caused. 





1 Based on averages of data representative of the 40 largest utilities in the country. 
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THE UNDUE TAX BURDEN IS GREATEST ON INDUSTRIES WITH LARGE AMOUNTS OF 
PROPERTY IN RELATION TO REVENUE 


Furthermore, the heavier the plant requirements, the greater the difficulty in 
offsetting the adverse effects. 


Erample 


Assume: Various relationships of property and plant to annual revenues as 
indicated below. Average life of property and plant equals 25 years. Normal 
earning rate on property and plant equals 6 percent. Adjusted original cost 
depreciation is 50 percent greater than original cost depreciation in dollars, 
Income-tax rate of 50 percent. 


Heavy Plant Medium Plant Light Plant 
Ratio Ratio Ratio 
L 
1 
7 
roperty & Plant Property & Pian Property & ni 
four times equal to one-half of 
Annual Revenue Annaul Revenue Annual Revenue 
Undue tax burden in the form 
of an unintended levy on 
capital caused by inadequate 
depreciation allowance L& of Revenue 1% of Revenue 1/2h of Revenue 
Increase in revenue required 
to offset the portion of the 
tax levied on capital* ot 24 1s 
Decreased operating expenses 
required to offset the portion 
of the tax levied on capital* 22% 2.L% 1,08% 


See appendix for detailed supporting computations. 


UNDER CURRENT AND EXPECTED FUTURE CONDITIONS, USE OF THE ORIGINAL COST BASIS 
FOR DEPRECIATION ALLOWANCE NOT ONLY RESULTS IN AN UNDUE TAX BURDEN BUT 
THE EFFECTS ARE SIGNIFICANTLY MORE ADVERSE FOR SOME INDUSTRIES THAN FOR 
OTHERS 


The effect is most severe on those industries with a large amount of property 
and plant in relation to annual revenues. 

The more property and plant industry has in relation to annual revenues, the 
more significant an element of total operating expense is the depreciation expense 
incurred. 

The greater the significance of the depreciation expense incurred, the greater 
is the amount of the tax burden currently imposed because the deficiency of the 
original cost depreciation and corresponding overstatement of income are of 
correspondingly greater significance. 

Furthermore, such industries with heavy plant requirements have greater diffi- 
culty in offsetting this tax burden by increasing revenues or by reducing operating 
expenses. 

For 2 types of industries, 1 with heavy plant ratio and 1 with light plant ratio 
as shown on the opposite page, the the relative effects are as follows: 

1. The undue tax burden in the form of a levy on capital is eight times 
greater for the heavy plant industry. 





*These are in excess of the equal percentage changes needed to offset the amount of 
teetensee depreciation expense caused by the extent of the inflation assumed—exclusive of 
the tax effect. 
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2. The increase in revenue required to offset the undue tax burden is eight 
times greater for the heavy plant industry. 


3. The percentage reduction in operating expenses necessary to offset the 
undue tax burden is 20 times greater for the heavy plant industry. 


UTILITIES HAVE HEAVIER PLANT REQUIREMENTS THAN OTHER MAJOR INDUSTRIES 


Petroleum & Coal Products & Refining 


Iron & Steel 


Chemicals 


All Manufacturing Industries 


Motor Vehicles & Parts 


Food Products 





° I 2 3 a 
Ratio of Property and Plant Investment to Annual Revenues 


Source: Appendix 


THE ADVERSE EFFECTS ARE GREATEST ON THE UTILITY INDUSTRIES 


The utilities have a larger ratio of property and plant to annual revenue than 
any other major industry. As shown in the chart on the opposite page, utilities 
typically have an investment in property and plant equal to from 3 to 4 times 
annual revenue, while manufacturing industries on the average have a plant 
investment equivalent to only one-half of annual revenues. 
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Utilities have the greatest difficulty in offsetting the tax burden. Not only 
is the significance of the burden much greater because of the heavy plant ratio 
but the fact that the utilities are subject to regulation gives them less freedom 
to achieve the offset through increase in price. 

In significant measure it is as a result of this combination of circumstances 
that the utilities have not kept pace with other industries in maintaining the 
purchasing power of earnings and the purchasing power of the market value of 
their securities. 

From 1940 to 1952 for industrials (average) purchasing power of common- 
stock earnings had increased 28 percent; purchasing power of market price of 
common stock had increased 22 percent. 

While in the same period for utilities (average) purchasing power of common- 
stock earnings had decreased 24 percent; purchasing power of market price of 
common stock had decreased 27 percent. 


ILLUSTRATION SHOWING HOW USE OF THE ADJUSTED ORIGINAL COST BASIS FOR 
DEPRECIATION ALLOWANCE RESULTS IN PROPER CHARGES IN EVERY YEAR 


Example 


Assume: A power distribution system with 100 poles. Each completely 
equipped pole originally cost $100. The poles have a life of 20 years. For sim- 
plicity, assume all poles live the 20 years. 

Criterion: For the depreciation allowance to equal the true depreciation ex- 
pense it should be a sufficient number of dollars to be able at current prices to 
pay for 5 percent of the original bateh of poles, i. e., 5 poles 


And the 
num ber of 
dollars which 
properly 
should be 


Thus the 
number of 
dollars 
actually 
charged to 


The annual 
depreciation 
And ifthe | allowance in 
purchasing | dollars com- 


The deprecia 
tion allowance 





y “dl charged to 
Year = ~ power of the puted on a Aone 7 the year’s 
T Beats o-- dollar is the adjusted yh ar dg operations 
. original cost for this: should be able 
basis is number of to pay for this 
poles number of 
poles 
1 Sues ‘ $500 100 $500 5 5 
2 : a die 500 160 313 5 5 
3 2 Bee iccie 500 200 ; 5 5 
4 be 500 160 313 5 5 
5 500 100 500 5 5 
6 500 100 | 500 5 5 
7 500 80 625 § 5 
8 500 60 833 5 5 
Or~53 500 60 833 5 5 
10... 500 50 1, 000 5 5 
ll 500 ( (2 2 
12 500 () (‘) (? (2) 
13 500 (‘) (‘) (2) (2) 
14 " 500 (1) ) (2) (2 
15 500 ! ‘ 
16 500 ( ( qa 
17 500 (‘) (‘) (?) (?) 
18 500 ( 
19 500 ) 
20 500 
Total economic consump- 
tion charged in terms of 
poles 3 100 100 


1 No forecasting of future price levels is involved. The number of dollars to be charged in each year are 
dependent upon the price levels in that year only 

2 Regardless of the purchasing power of the dollar, the equivalent nuntber of poles actually charged to each 
year’s operations is 5, i. e., exactly equal to the depreciation expense in terms of poles which properly should 
becharged to the year’s operations 


A BETTER BASIS FOR DETERMINATION OF THE DEPRECIATION ALLOWANCE Is AVAIL- 
ABLE IN ADJUSTMENT OF ORIGINAL Cost To Express It IN CurRRENT DOLLARS 


This basis is both practical to employ and equitable in results regardless of the 
extent or character of changes in the purchasing power of the dollar. The 
adjusted original cost basis is a simple, practical basis for the determination of 
the annual depreciation allowances which we believe avoids all of the difficulties 
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of the orginal cost basis, and which will result in depreciation allowances every 
year which meet all the tests of economic soundness and equity regardless of 
the pattern or extent of changes in the purchasing power of the dollar. 

In fact, the only true current expression of the actual original cost is the 
adjusted original cost expressing it in current dollars. When the size of the 
measuring unit (purchasing power of the dollar) has changed, the true original 
cost can only be correctly stated by adjustment to show the same in terms of the 
new size of the measuring unit. 

Use of this basis will result in depreciation allowances which in every year 
are exactly equal to the true depreciation expense chargeable to the year. As 
indicated in the example on the opposite page, use of this basis produces depre- 
ciation allowances chargeable to each year’s operations which correctly measure 
the true expense chargeable to such year. 

Depreciation allowances so computed yield a number of dollars which at the 
then current prices are in each year able to pay for—and thus are exactly equiv- 
alent to—the portion of the economic consumption of the property and plant 
which is properly chargeable to the operations of such year. 

Accordingly, use of this basis will neither cause an unrecovered wasting away 
of property nor enhancement of property assets through charges to expense. 


SUMMARY 


We believe the presently prescribed original cost basis for determination of 
the depreciation allowance has become defective as a result of the significant 
changes in the purchasing power of the dollar which have occurred, 

When the depreciation allowance is based on original cost: 

1. The depreciation allowance is either overstated or understated as the 
purchasing power of the dollar changes. 

2. In a time of continued inflation, the depreciation allowance is always 
understated, 

3. To the extent the depreciation allowance is understated, taxable income 
iz overstated. 

4. To the extert that taxable income is overstated, there results a tax levy 
on capital. 

5. This unintended capital levy has substantial adverse effects which are 
particularly burdensome to those industries which have large amounts of 
property and plant in relation to annual revenues. 

6. The effect is most severe on the utility industries because they have 
heavier plant ratios than any other major industries and because they 
encounter greater difficulty in offsetting the adverse effects than do other 
industries 

We believe the defect can be eliminated by amending the code to permit the 
use of an adjusted original cost basis which would express the property and 
plant and therefore the resulting depreciation allowance in terms of current 
dollars. 

This basis is both practical to employ and equitable in result, regardless of the 
extent or character of changes in the purchasing power of the dollar. 

Accordingly, we respectfully request your consideration of amendment of the 
Internal Revenue Code to permit the use of an adjusted original cost basis for 
the determination of the depreciation allowance. 
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APPENDIXES—COMPUTATIONS, BASIC DATA, AND SOURCES 


PURCHASING POWER OF THE Dotiar as DETERMINED From THE BLS ConsuMERs’ 
Price INDEX 


1947-49= 100 


FOR 60 YEARS THE PURCHASING POWER OF THE DOLLAR HAS BEEN DECLINING 





THE DECLINE SINCE WORLD WAR II HAS BEEN BAPID 


Source: Appendix. 


87746—53—pt. 2——-5 
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Consumer Price Indew (1947-49=100) and corresponding purchasing power of 
the dollar 

















| 
Consumer a? Consumer Purcharing 
Year price index, | ,Power° Year price index, pow of 
1947-49= 1001 | the dollar, || 1947-49= 100! the dollar, 
947-49 100") 1947 49= 100 : , | 1947-49= 100 
Sper eer ee eee | 

30.9 323.6 || 1923.... csi | 729 137.2 

3.0 333.3 || 1924__.. si 73.1 136.8 

39.0 323. 3 1925 sealed dade sitia 75.0 133.3 

30. 6 | eT | 75.6 132.3 

30.9 $23.6 || 1927.........- at 74.2 | 134.8 

30.9 | ETE TN i Sin batiincsgcdiite | 73.3 | 136. 4 

31.5 | Dl Mc cccwnuaccet | 73.3 136. 4 

32.7 | g || 1939 Lal 71.4 140.1 

33.3 | RD. ccc catinaioke : 65.0 153.8 

34.3 | 5 || 1982.... eae BR. 4 | 171.2 

35.8 Otte; < wonnckodaanneeee 55.3 | 180. 8 

35.5 | PEG pccacccsacdus 57.2 1748 

35.5 | Tr we 2055-8 a , 58.7 70 4 

36.7 2.5 || 1936.... ae 59.3 | 168. 6 

38.9 1 || 1937..... Be ras 61.4 162.9 

37.4 | i'd GIR, . os nec ach agetlns 6.3 145.8 

37.4 7.4 |) 1989... walle acini 59. 4 | 168. 4 

39.5 a eS | 59.9 | 166.9 

40.8 Rit a... 2.. a 62.9 | 159.0 

41.1 2230) 1068. .2.....-.3 ae 69.7 143. 5 

42.3 | 4-1-0008 2 cases cnpeexes | 74.0 | 135.1 

42.9 | BB ER Mon. dest nitioaaconeeinid | 75,2 133.0 

43.4 | eit MEM «cepeceuihsnasen 76 9 130. 0 

46. 6 ie... eee eke | 83 4 | 119.0 

54.8 BNO BO is daoeed wake | 95. 5 | 104.7 

64. 3 | eI oo i sain ielh ons 192.8 | 97.3 

74.0 LD. <. cweccewabus 101 8 OR. 2 

85.7 EN: « ccansecaukeebenk | 102.8 97.3 

75.4 | 130.9 || 1951_...- 111 | 90, 1 

71.6 139.7 || 1952...... 113.5 | 88.1 





1 Prior to 1913. Cost of Living Index of Paul H. Douglas, Historical Statistics of the United States, 178% 
1945, Bureau of the Census, Department of Commerce, p. 235. Data 1913 to date, National Fact Book, 
National Association of Manufacturers, see. D, p. 2a. 





EXAMPLE OF THE EFFECT OF INFLATION ON DEPRECIATION AND INCOME TAXES FOR 
INDUSTRIES NEEDING LARGE, MEDIUM, AND SMALL AMOUNTS OF PROPERTY AND 
PLANT 


Tas_e I.—Income statement before any change in purchasing power of the dollar 


Assume: Depreciation rate of 4 percent of property and plant, |. ¢., 25-year average life at zero net salvage, 
Normal required earnings are 6 percent of property and plant 


| ! 
Heavy plant ratio | Medium plant ratio| Light plant ratio 





Property and plant (book cost). .......... 400 100 50 
MOTD GURER VOTORES. 6.5 c Soc cccssscnce 100 100 100 
Operation and maintenance expe nse...-.- | 36 at 92 


| 
Reported) True ac- |Reported| True ac- | Reported| True ac- 














forin- | tual cost forin- | tualcost| forin- | tual cost 
| come tax basis ee come tax basis come tax basis 
Depreciation ____- ends giatalattatiaed 16 | 16 4 4 2 2 
Income before taxes. Saat Ta kk aie | 48 | 48 12 12 6 6 
po ea ee ne D Excucoasncs 3 
Actual income taxes !.................... Bh vcccnies O Bnceensnes S feacenccsce 
| Oe a | 
Difference between taxes on real | 
income and taxes actually paid | 0 0 0 
Income after taxes. .........- niga teenie 24 6 3 








1 At 50 percent income-tax rate. 
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TaBLE I].—/ncome statement after significant change. in purchasing power. of 
the dollar and before any offsetting adjustments of revenues or expenses 


Assume: Depreciation rate of 4 percent of property end plent, thet is, 25-yeer average li‘e at zero net salvage. 
Adjusted cricins]-crst deprecir tion 50 percent greater than original-cost depreciation. Normal required 
earnings ere 6 percent of property and plant 


j } 
Heavy plant ratio | Medium plant ratio; Light plant ratio 





























| 
Property and plant (book cost).........-. 400 | 100. | 50 
Annus] gross revenue 100 | 100 100 
Operation and maintenance expense | 36 84 92 

| ommend 

| 

|Reported True ac- |Reported| True ac- |Reported] True ac- 

| forin- | tual cost for in- | tual cost| for in- tual cost 

| come tax basis | come tax basis | come tax basis 

| a ee) 
Depreci* tion. a le 16 24 4 6 | 2 3 
Income before taxes-.-.... 48 | 40 | 12 10 | 8 5 

oS—_—— => | - =|= ——= —}- ———-— = — = =—==— = 
Taxes on real incorre t_.__- si | ‘ | 20 | 5 |... 2% 
Actual income texes !.............-...---.| 24 | bg 3 | on 
Difference between taxes on real in- | | icra cell | } 
con e and t»xes actually patd, | ! 
thet is, capital levy -. | 4 1 le % 
Income after texes | 24 20 6 | 5 3 | 2% 
Ratio of capital levy to ope rating expense | 
percent... il 1.2 0. 54 
Ratio of capital levy to gross revenue 
percent... 4 1 5 
i 








1 At 50 percent income-tax rate. 


Tas_e III.—Income statement after significant change in purchasing power of 
the dollar and after revenue increase sufficient to maintain normal real income 


Assume: Depreciation rate of 4 percent of property and plant, that is, 25-year average life at zero net salvage. 
Adjusted original cost depreciation 50 percent greater than original cost depreciation. Normal required 
earnings are 6 percent of property and plant. 





, — . F 
| Heavy plant ratio Medium plant ratio} Light plant ratio 


| 


cornsissiegepeentinenmpeantonmmpnasemenasmabainnatiinatiannentinaedh ae 
Property and plant (book cost). ........ =r 400 | 100 50 
Annual gross revenue. de ewe 116 104 | 102 
Operation and maintenance expense - -| 36 84 | 92 


ror | | 


| Reportea| True ac- IReportea| True ac- |Reported True ac- 

















forin- | tual cost} forin- | tual cost| forin- | tual cost 
| come tax basis come tax | basis | come tax basis 
| 

i i as ie aictuiaiia aati 16 24 | 4| 6 | 2 3 
Income before taxes....................... | 64 56 16 | 14 s 7 
Taxes on real income !.................--. ——— SE loccnopne - ben eenns | 3 
Actual income taxes !.................--.-. | DP iitescesses 8 Sadie Soi S fonsncnaoan 
Difference between taxes on real income 

and taxes actually paid, that is, capital | | 

RE PETS RR eee 8 2 l 
Bacouns ye ee | 32 24 8 6 4 3 
Increase in revenue to offset increase in | | 

true depreciation expense and capita 

WOR. So ghiedns sbi cnticdsacweiccawece A 16 4 2 
Percent increase in revenue to offset | 

increase in true depreciation expense and | 

capital levy........ 16 4 2 
Revenue increase needed to offset capital 

SPREE. ib cc tundcpcndedstcgaccccdepes 8 2 1 
Percent revenue increase needed to offset 

capital levy only....................-..- 8 2 1 














1 At 50 percent income-tax rate. 
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Tasiz IV.—Income statement after significant change in purchasing power of the 
dollar and after operating expense reduction sufficient to maintain normal real 
income 


Assume: Depreciation rate of 4 percent of property and plant, that is, 25-year average life at zero net salvage. 
Adjusted origina] cost de apres jation §  paromnt greater than original cost depreciation. Normal required 














earnings are 60 percent of property and plant 
| 
Heavy plant ratio | Medium plant ratio| Light plant ratio 
Property and plant (book cost) ..........- 400 100 50 
Annual] gross revenue. .................... 100 100 100 
Operation and maintenance expense Rlioieesll 20 80 90 
Reported) True ac- |Reported| True ac- |Reported| True ac- 
forin- | tualcost| forin- | tual cost| forin- | tual cost 
come tax} basis | come tax basis | come tax basis 
Daeprecietion .................. piel 16 24 2 3 
Income before taxes... .................---- 64 56 8 7 
SS. | — oS Oo—=o>e—eee 
Taxes on real income and 50 percent......}_......-.. | ee oe Pe | ee Se aS 3 
Actual income taxes at 50 percent.......-. GET ocuicienns O@iii...is. 
Difference between taxes on real in- 
come and texes actually paid, 
ft XU), eae 8 1 
Income after taxes. -. j 32 24 4 3 
Reduction in expense to offset increase in 
true depreciation expense and capital ' 
Percent reduction in expense to offset in- 
crease in true depreciation expense and 
capitel levy ..... 44 2. 16 
Reduction in expense “required ‘to offset 
capital levy only L 8 1 
Percent reduction in expense required to 
offset capital levy only.............-.-..- 1.08 
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Determination of adjusted original cost depreciation allowance, typical large 
electric utility, year 1952 











() (2) (3) (4) 
Surviving assets Surviving assets 
at book = by > ne tan 1952 
year of con- 4 ollars (thous- 
, 4 Consumers’ Price Index 
Year struction ! ands of dollars) 
Sanne = (1947-49 100) ary: . 
Oollars. t- 113, 
first-out basis (Col.2 X 5 
$152, 466 
18, 321 
8, 278 
7, 159 
4, 87 
325 
19, 335 
41, 167 
34, 742 
29, 961 
29, 431 
42, 341 
Original cost of property and plant 2 400, 000 | Adjusted original cost of property 584, 000 
at year end 1952. and plant at year end 1952. 
Corresponding average of plant be- 380, 000 | Corresponding average of plant be- 555, 000 
ginning and end of year. ginning and end of year. 
Percent Percent 
Depreciation rate? (adjusted for 2.74 | Depreciation rate? (adjust®d* for 2.74 
ratio of dépréciablés to total ratio of depreciables to total 
property). property). 
Depreciation allowance, original- $10,400 | Depreciation allowance, adjusted $15, 200 
cost e original-cost basis. 


a origina] cost depreciation allowance is 46 percent greater than original cost depreciation 
allowance. 

Gross income: $19,200,000 *<1.48 != $28,400,000 taxable income. 

Taxable income: $28,400,000 X0.52 tax rate $14,800,000 income tax. 


1 Age distribution of property and plant and ratio of taxable ineome to gross income are based on the 
Cleveland Electric Illuminating Co. experience. 


2 1952 property and plant and gross income are rounded average figures for the 40 largest electric utilities 
in the country. 


+ Depreciation rate is based on weighted average typical lives for steam and hydro systems from bulletin 
F, p. 61, of Internal Revenue Bureau. 


Revenue and gross plant investment of electric utilities and other industries, 1951 











Ratio of 
Gross plant 
Revenue gross plant 
investment to revenue 
Thousands Thousands 
Electric utilities (class A & B) !___........-....-.-..--.-----.- $6,058,483 | $23,371, 576 3.86 
Cleveland Electric Illuminating Co,?__. 79, 943 291, 667 3. 65 
Natural ges:companies #__....._........ 1, 656, 168 5, 561, 298 3.36 
Bes ee IG is ss wets opts dnote ntotacansen 3, 639, 462 10, 949, 686 3.01 
Petroleum and cosa] products and petroleum refining *.._.....- 19, 900, 000 21, 275, 000 1.07 
ET HIND SENS GUE Feccnc cece ccccnccecoscocncecencces een 16, 574, 000 10, 584, 000 64 
a Ba aan tt accel danke Ne tanliondideeb apices earteaads 16, 668, 000 8, 437, 000 -51 
All manufacturing industries §.........................-..-..- 244, 970, 000 95, 720, 000 .39 
SE REE, SEED 9, cvaicaducewvendnigptntenscnecpinnendeebis 19, 946, 000 5, 244, 000 - 26 
RT Frc c tec onncencconghsdetasaiyesteghighaahaiien 43, 338, 000 9, 626, 000 - 22 





1 Statistics of electric utilities in the United States, 1951 Federal Power Commission, 

2 The Cleveland Electric Ujuminating Co., 1951 annual vepect. 

* Statistics of natural _ companies, 1951 Federal Power Commission. 

* Moody’s Public Utilities, 1952, 

§ Federal Trade Commission and Securities and Exchange Commission quarterly financial reports on 
United States manufacturing corporations, 2d quarter, 1952. 
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Consumers’ ‘Price Index and industrial and utility common stock prices and 
earnings per share 


























Industrial a1 
| | stock mar- ly a Utility 
Consumers, | ket prices, ons - Sa ie stock 
: - il gs jard arket earnings, earnings. 
Year aoe | yrices, Standard ae 
| index & Poor’s Mood re & Poor's Moody’s, 
|1947-49=100'| (1935-39 100)| Goline ner | dollar per | dollar per 
dollar per | Sore chee’ share 4 
share ? (Index) oar ae 
} ! } t 
1940. .... | 59.9 | $87.9 $25. 64 $10. 11 $1.81 
1941 } 62.9 | 80. 4 18.16 | 11.05 1. 66 
1942 69.7 | 71.3 | 12. 92 | 8.13 1.38 
1943 74.0 | 94.1 18. 87 8. 03 1. 55 
1944 75.2 | 101.7 | 20. 90 8.09 1. 69 
1945 76.9 | 123.3 26. 29 8. 47 1.72 
1946 83. 4 | 143. 4 34. 05 10. 57 2. 00 
1947 } 95.5 | 128. 0 29. 53 | 16. 92 2.14 
1948 102.8 | 130. 6 27. 34 23. 35 2.15 
1949 101.8 | 127.6 | 28. 37 23. 92 2. 31 
1950. } 102.8 | 156. 4 | 31. 23 30. 54 2. 62 
1951... oes } 111.0 192. 2 32. 55 24. 21 2.44 
1952_- . } 113. 5 203. 9 | 35. 48 | 24. 56 2. 62 
Index of 
| change ip Percent 
| 1952 value | purchasing} change in 
1940 1952 |divided by| power | purchasing 
Item 1940 value | 1940-52 (col | power from 
| CX 100+ 940 
j | 189.5) 
i | | 
(A). | -(B) | (C) } (D) (E) 
. | I | | Percent 
Consumers’ Price Index (1947-49 = 100) oad 59.9 | 113. 5 | 189.5 j---s-c-ss¢s |-commonedece 
ndustrial stock market prices, Standard & | 
Pe 42 mpa , index 1935-39=100 | 87.9 | 203.9 | 232.0 122 | +22 
Ind stock earnings, Standard & Poor’s, } | } 
50 com panies, dollar per share $10. 11 $24. 56 242.9 | 128 +28 
Utility stock market prices, ‘Moody’s, 24 | | 
> utilities, dollars per shar $25.64} $35.48 | 138. 4 73 | 27 
Utility stock earnings, Moody’s, 24 utilities, | | | } 
dollars per share net $1.81 $2. 62 144.8 | 76 | —24 
| | | | 
! Handbook of Basic Economic Statistics, Revised Annual, May 1, 1953 
2 Security Price Indeg Record of Standard & Poor’s Corp., 1952 Edition, and Standard & Poor’s 


Current Statistics 
3 Moody’s Public Utilities, 1952, and Moody’s Stock Survey. 


Mr. Kean. I understand this is a pretty complicated proposition 
here, and it was a little hard to follow. 

I understand that your. suggestion is somewhat the same as that 
which was made by the doctor before you, and that is' that we-use 
the index? 

Mr. Brooks. I believe it is identical to Mr. Paton’s suggestion. 

Mr. Kean. You use the index? 

Mr. Brooks. Yes, sir. 

Mr. Kean. And you raise the cost on the books of your property 
so that you come closer to the true value? 

Mr. Brooxs. That is right. 

Mr. Kean. There is no attempt at all to find out the value of each 
item, but you put a blanket increase on the value, owing to the depre- 
ciation involved? 

Mr. Brooks. Yes, sir. I have made some reference to the applica- 
tion of the consumer price index, which I used here. It is not a de- 
tailed index such as those you spoke of, but we have prepared for our 
own company for use in rate work an index, and I found if I de- 


t 
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ducted the amount found for obsolescence from our precise index 
value, using our specifically applicable price index, I came out with 
a value that very closely approximated the results used in the con- 
sumer’s price index, which I felt was sound . 

Mr. Esernarter. How often did you do that? Was it done 2 or 3 
times a year or how often? 

Mr. Brooks, If it were used on a basis similar to that that I have 
used in my examples in the appendix, it would be a very simple matter 
to do it every year. I have used the first-in and the first-out basis of 
determining the surviving assets and I believe practically any com- 
pany could do it on that basis in a very simple manner, and apply the 
index. So, I am sure that a regulation could be drawn up which would 
make it entirely practical and feasible to do it in every year if that 
were desirable, and I think it would be. 

Mr. Esernarter. Maybe I do not understand completely, but, as 
I understand, whatever the actual value of the dollar is at some time 
during the year, that would be fixed and not change until the follow- 
ing year. 

Mr. Brooxs. That is right. Or we could use the average. There 
is determined an average consumer’s price in the BLS index. If that 
was the one being used, the average for that year could be used. 

Mr. Curtis of Missouri. I just want to know how this amendment 
of estimating your cost would fit into the present method of esti- 
mating the cost basis in computing your rates. Would you use the 
same formula then? 

Mr. Brooxs. In Ohio we do not use a cost basis for our rates. 

Mr. Curtis of Missouri. Would you use reproduction new cost, 
then? 

Mr. Brooks. We would use reproduction new cost determination 
only, because it would be the price indexing method similar to what I 
have suggested. 

Mr. Curtis of Missouri. In other words, your suggestion here would 
put you over on the basis on which they set your rates? 

Mr. Brooks. Yes; which I firmly believe is the only sound basis 
to be used. 

Mr. Curtis of Missouri. I think the rates should be fixed on the 
same basis as the tax. 

Mr. Brooks. I believe so, too, sir. 

Mr. Kean (presiding). Thank you very much, Mr. Brooks. 

Mr. Brooks. Thank you, sir. 

Mr. Kran. The next witness will be Mr. Oates, chairman of the 
Peoples Gas Light & Coke Co. of Chicago. 


STATEMENT OF JAMES OATES, CHAIRMAN, PEOPLES GAS LIGHT & 
COKE ()., CHICAGO, ILL. 


Mr. Oates. Mr. Chairman and gentlemen of the committee, I am 
James F. Oates, Jr., chairman of the Peoples Gas Light & Coke Co., 
Chicago, Ill. Our company is one of the largest gas distributing com- 
panies in the country, serving approximately 1 million general cus- 
tomers in the city of Chicago. My statement, which deals with depre- 
ciation, is as follows: 

Depreciation is a current, cotemporaneous expense. It is the expense 
sustained by a business as the result of the continuing consumption of 








726 GENERAL REVENUE REVISION 


the service capacity of the plant. The consumption is, of course, 
cuased by “wear and tear” as well as by obsolescence. 

Early in the administration of the income tax law it became accepted 
as fact that a practical and sound method of measuring the expense 
of depreciation for tax purposes was to ascertain that amount which 
should be charged each year in order to amortize over the service life 
of the plant in question its value as represented by the cost incurred 
in acquiring it. This method was incorporated into gas and electric 
utility accounting systems somewhere around 1935 to 1940. 

The amortization of original cost therefore is a method adopted 
to ascertain and determine the expense of depreciation. It is a good 
method but its accuracy is based on the assumption that the dollar, 
which is the measure of the plant investment or cost, will not change 
appreciably or permanently in its average purchasing power during 
the total period of amortization. 

It is common knowledge that the dollar has changed drastically in 
its purchasing power and there is no reasonable expectation that it 
will return to the levels existing prior to World War II. Many signs 
point in the opposite direction. 

The amortization of original cost, that is, the recapture of the nom- 
inal dollars invested in plant, is now no longer a sound or practical 
method of measuring the expense of depreciation. Those who claim 
that depreciation is only the amortization of nominal dollar cost are 
confusing a method adopted to ascertain or measure the expense with 
the expense itself. 

The only reason why depreciation is deducted in ascertaining net 
earnings is that it is an “expense.” Like all expenses, depreciation 
must accordingly be determined in terms of the current dollar. Since 
the amortization process is no longer sound, because of the change in 
the purchasing power of the dollar, another method must be found 
or the amortization process adjusted to meet the changed circum- 
stances. Such a method must be designed to determine the actual 
economic expense of current wear and tear in terms of the current 
dollar. 

Public utilities, whose rates are regulated by public authority, are 
ina sane precarious situation if they are unable over a long period 
of time to charge rates adequate to cover the actual economic expense 
of depreciation and, in addition, meet all other expenses and taxes and 
pay a fair rate of return. Because unregulated industry is free to, and 
generally speaking has, increased its prices to meet its increased ex- 
penses including the expense of economic depreciation, this problem 
of recognizing the full expense of depreciation is primarily one of 
regulated industry. 

Certain utility companies are now endeavoring to persuade regula- 
tory authorities that the recapture of nominal dollars through the 
amortization of unadjusted original cost over the average service life 
of plant is not an adequate provision for the actual expense of eco- 
nomic depreciation. It is contended that the recapture of the same 
number of nominal dollars as originally invested will necessarily be 
inadequate, since the investment made in actual service capacity has 
increased in terms of dollars, because the dollar itself has decreased 
in purchasing power during the intervening period. 

The ability of utilities to persuade regulatory agencies to allow an 
adequate expense of economic depreciation is greatly prejudiced and 
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impaired by the fact that only a charge to amortize original cost is 
now scneeiel as deductible in the computation of Federal taxes on 
corporate income. Regulatory agencies are reluctant to grant an ade- 
quate depreciation expense because the excess above amortization of 
original cost is now taxable, with the result that the regulators must 
grant twice the amount of the excess in order to accord the relief which 
the utility seeks and requires. An adequate recognition of the exist- 
ence of increased depreciation expense requires both the inclusion 
as an expense of the excess above amortization of original cost in the 
utility’s rates and the deductibility of such excess in the computation 
of the Federal tax on income. 

It is not our purpose to seek any exemption from present taxes on 
income for the utility industry. We merely urge that in those cases 
where utility companies are able to persuade a regulatory agency to 
allow an amount in rates as the expense of depreciation in excess of 
amortization of original cost the excess should be deductible as an 
expense in the computation of the Federal tax on corporate income, 

At the end of the service life of property, at which point the unad- 
justed origina] cost thereof will have been amortized, no further depre- 
ciation allowances will or can be requested with respect tu such prop- 
erty, even though there may be a substantial deficiency in full recovery 
of economic depreciation due to the reduced purchasing power of the 
dollar in years prior to the recognition of the need for adjustment. 

The capital invested in the enterprise, being the service capacity of 
the plant, is the wealth represented by the purchasing power of the 
dollars at the time they were invested. Certainly it is not economi- 
cally sound to permit the invested capital, as so defined, to be eroded. 
It is believed, moreover, that Congress should affirmatively permit the 
deduction of all actual and oe depreciation expenses in the 
computation of a regulated utility’s corporate income tax; otherwise 
the income tax is a capital levy in disguise. 

The savings of the American public being invested in the securities 
of utilities should be used for the expansion of production and other 
plant and should not be diverted to keeping the existing plant at its 
present productive or service capacity. 

It is not believed that Congress in the enactment of income-tax 
revisions desires to exercise jurisdiction over the regulation of utili- 
ties. It is for this reason that the suggestion is made that the test 
of deductibility for tax purposes might be the action of the regulatory 

ncy. 

We agree that the ideal approach to a solution of the tax aspect 
of the problem would be to revise the code to provide that the depre- 
ciation base shall be adjusted from time to time to reflect changes 
in the current purchasing power of the dollar. It may be, however, 
that it is not practicable to seek this objective initially and without 
reference to the actions of regulatory agencies. 

In an effort to be helpful to the committee and to make our pro- 
— more specific, Mr. Vance N. Kirby, of Messrs. Daily, Dines, 

oss & O'Keefe, Chicago, Ill., our counsel, has drafted a suggested 
amendment to section 23 (1) of the Internal Revenue Code, a copy 
of which is attached hereto, together with an explanation of the pro- 
visions of the draft. 

I ask leave to file, in addition to my statement, this draft of amend- 
ment to the section, with the explanatory material. 
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Mr. Kean. Without objection, it is so ordered. 
Mr. Oares. It is agreed that should the purchasing power of the 
dollar increase in the future to such an extent that economic depre- 
ciation is less than the amortization of original cost, then there should 
be deducted in the computation of Federal income taxes only such 
lower amount of economic depreciation. 

It is also agreed that the excess over the amortization of original 
cost, which is allowed by a regulatory agency as an expense of de- 
preciation, should be placed in a special capital adjustment account 
and not simply put into surplus from which it could be distributed 
as a dividend to stockholders. The preservation of the excess is ne- 
cessary in order to serve the actual objective we seek, namely, the 
protection of the integrity of the capital invested in the enterprise. 

I very much appreciate the opportunity of being heard. 

Mr. Kean. Are there any questions ¢ 

If not, thank you very much. 

(The matter submitted for the record by Mr. Oates is as follows:) 


AMENDMENT To MAKE THE DEPRECIATION ALLOWANCE OF PuBLIC UTILITIES MORE 
REALISTIC 




















Section 23 (1) of the Internal Revenue Code, relating to deductions from 
gross income, is hereby amended, for taxable years beginning after » by 
adding at the end thereof, the following new paragraph: 

“In addition to the depreciation otherwise allowable under this subsection, 
the Commissioner shall allow, at the election of a regulated public utility (as 
defined in sec. 448 (a) for the purposes of the excess-profits tax), an additional 
amount of depreciation equal to the amount by which the depreciation allowed 
for ratemaking purposes by the appropriate regulatory body with respect to 
the property held by such utility exceeds the amount allowable under this 
subsection with respect to such property without regard to this paragraph. The 
additional amount of depreciation allowable under this paragraph shall not 
include any amount attributable to a period other than the taxable year; nor 
shall it be limited by the nominal dollar amount of the adjusted basis of the 
property computed under section 113 (b). This paragraph shall not apply 
to any property with respect to which the taxpayer has made a full deprecia- 
tion recovery in any prior year through the provisions of this subsection with- 
out regard to this paragraph; nor shall it apply to that part of any property 
with respect to which the taxpayer is entitled to take an amortization deduc- 
tion for an emergency facility under the provisions of section 124 or section 
124A.” 













DESCRIPTION OF PROPOSED AMENDMENT TO DEPRECIATION PROVISIONS 


To carry out the objective as outlined in the preceding testimony on behalf 
of the Peoples Gas Light & Coke Co., there has been prepared a suggested 
amendment to section 23 (1) of the Internal Revenue Code. The present pro- 
visions of section 23 (1) grant an “allowance for the exhaustion, wear, and 
tear” of productive property. The interpretation adopted in connection with 
the administration of this section has been to limit this allowance to a pro- 
portionate part of the original dollar cost of the property. As pointed out in 
the testimony before the committee, this limited allowance based on the nominal 
dollar cost of the depreciable property is wholly inadequate, in periods such 
as we are going through at the present time, to prevent the erosion of the 
capital investment of public utilities. 

Accordingly, the proposed amendment would add a new paragraph to section 
23 (1) to permit the deduction for income-tax purposes of an additional amount 
of depreciation to the extent that the depreciation allowed by the appropriate 
regulatory body for ratemaking purposes exceeds the limited amount of deprecia- 
tion permitted under the present tax provisions. Where the regulatory hody 
determines in its ratemaking process that the tax depreciation is inadequate 
and that.a larger amount is necessary and desirable to keep intact the service 
capacity of the plant of the public utility, then the public utility, at its election, 
may deduct for tax purposes the additional amount of depreciation so deter- 
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mined by the regulatory body; The taking:of this deduction, in addition 40 ‘the 
regular tax depreciation presently allowed by section 23 (1) would be entirely 
optional with the public utility; if for some reason the utility desires to remain 
on its present system of tax depreciation, it may continue on such basis without 
being affected by the proposed amendment. 

The amendment ‘is specifically limited to current depreciation incurred by 
the utility company; no additional amount of depreciation is permitted to be 
taken under the amendment with respect to depreciation which has been sus- 
tained in prior years. Similarly, in the case of any property which has already 
been fully depreciated in any prior year, no additional allowance of depreciation 
in respect thereof would be permissible under the new paragraph. Nor would 
the amendment apply to th at part of any property which has been duly certified 
as_an emergency facility and for which an emergency amortization deduction 
is available under the provisions of section 124 or section 124A. Thus, the 
privileges accorded under those special emergency provisions are left unaffected ; 
they are neither added to nor impaired in any way by the proposal. 

In order that the amount allowable under this amendment be not. restricted 
to the nominal dollar cost of the depreciable property of a public utility, it 
is specifically. provided that the adjusted basis of the property as computed 
under section 113 (b)} shall not limit the amount to be deducted under the 
new paragraph. Otherwise, the proposal would be ineffective for its purpose 
inasmuch as section 113 (b) has been construed as providing only a nominal 
dollar value as the basis of the property for depreciation purposes. This -pro- 
vision of the amendment operates in much the same way as percentage depletion 
in the case of natural resources whereby depletion is computed without limita- 
tion by the dollar cost of the property. Similarly, with respect to the possible 
sale of an item of productive property of a public utility, the gain, if any, will 
be computed by subtracting from the sales price of the property the original 
cost basis of the property decreased by all the depreciation taken by the public 
utility for tax purposes under section 23 (1) as amended by this proposal. As 
in the case of depletable property the adjusted basis would, however, in no case 
be less than zero. 

The provisions of the amendment are strictly limited to those rezulated public 
utilities which would qualify for the special credit accorded for excess-profits- 
tax purposes under section 448. That section found in the Excess Profits Tax 
Act of 1950, contains the most recent congressional expression as to the defini- 
tion of a regulated public utility; it includes within its scope the traditional 
types of public utilities whose rates for the furnishing or sale of their services 
are regulated by a governmental agency, such as those furnishing telephone, 
transportation, electric, gas, or water facilities. 


(The following letter was submitted for the record :) 


THe Cotumpia GAs System, INc., 
New York 17, N. Y., July 22, 195 
Re topic No, 20, depreciation and amortization. 
Hon. Damier A. REEp, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D. C. 

Dear CONGRESSMAN ReeEp: The purpose of this letter is to urge that you and 
your committee give serious consideration to the proposal to permit public 
utilities to deduct for income-tax purposes an additional amount of deprecia- 
tion to the extent that the depreciation allowed by appropriate regulatory bod- 
ies for ratemaking purposes exceeds the amount of depreciation presently per- 
mitted under the Internal Revenue Code. This proposal was discussed in some 
detail by Mr. James F. Oates, Jr., chairman of the Peoples Gas Light & Coke 
Co., Chicago, Ill., when he appeared before your committee this morning. We 
have read Mr. Oates’ statement and endorse the principles outlined therein. 

For your information, the Columbia Gas System sel!s gas at retail to approxi- 
mutely 1,200,000 residential, commercial, and industrial customers in wer States 
of Kentucky, Maryland, New York, Ohio, Pennsylvania, West Virginia, and Vir- 
ginia. In addition, the utility companies whi ch purchase gas at whole ahaa from 
the Columbia Gas System serve approximately 1.500.000 retail customers in uch 
cities as Cincinnati and Dayton, Ohio; Baltimore, Pons ; Richmond, Va.; Harris- 
burg, Pa.; Poughkeepsie, N. Y.; and Washington, D. 

I will appreciate it if you will have this letter tmehided in the record of your 
current revenue revision hearings. 

Respectfully yours, 
Georce S. Yeunc 
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Mr. Kran. Mr. Driver is the next witness. 

Mr. Driver, when you make the statement, are you making the 
statement in behalf of the entire Bell System or only in behalf of 
the Michigan company ? 

Mr. Driver. I am here as vice president of the Michigan Bell Tele- 
phone Co. and, as an officer of that company, I am speaking for that 
company. 

Mr. Kean. For the Michigan company ? 

Mr. Driver. Yes, sir. I have, however, had considerable experi- 
ence in the Bell System for many years and have naturally conversed 
on this subject with many people, and I am pretty sure that re views 
I express are in general agreement with those held by the other op- 
erating companies. 

Mr. Kean. You may proceed. 


STATEMENT OF RUSSELL E. DRIVER, FINANCIAL VICE PRESIDENT, 
MICHIGAN BELL TELEPHONE CO. 


Mr. Driver. My name is Russell E. Driver. I am a vice president 
of Michigan Bell Telephone Co., one of the associated companies of 
the Bell Pelestans System. I should like to discuss what we consider 
to be a defect in the Federal tax laws and regulations relating to the 
allowance for depreciation. This defect has become apparent as a 
result of the severe inflation since World War II. It results in an 
understatement of the allowance for depreciation and an unfair tax. 
It : a matter affecting industry generally and particularly regulated 
utilities. 

One of the costs of operation that must be fully recovered before 
any actual income is realized is the cost, commonly referred to as 
depreciation, of the consumption of nape and other property in 
the production of goods or services. The using up of a machine in 
caanualad an item for sale is as much a part of the cost of the item 
produced as the wages of the worker who operates the machine. 

An income tax operates fairly only if the tax is imposed on the 
balance of revenues that remains after all costs of operation are met. 
If, therefore, for tax purposes a part of the cost of operating a business 
is not allowed as a deduction, the amount of the tax which results 
from this will be an income tax on a nonexistent income. The eco- 
nomic consequence may well be an expropriation of a part of the 
capital invested in the business. 

he tax laws have contained provisions which until recent years 
served adequately to reflect this fundamental principle. However, 
under the economic conditions brought about by the inflation resulting 
from World War II, the provisions of the tax laws no longer accom- 
plish this purpose—they no longer provide for a full allowance for 
the consumption of the property used in the business. 

The tax laws permit the Apiaction in computing net income of a 
“reasonable allowance for the exhaustion, wear and tear * * *” of 
property. This allowance is to be taken in yearly installments over 
the life of the property. The code provides that the amount of the 
allowance shall be determined on the basis of “the cost of such pro 
erty.” The regulations have always provided that the total of the 
yearly depreciation allowances for an item shall be limited to the 
number of dollars originally paid for the item. 








GENERAL REVENUE REVISION 731 


Under this method of computing depreciation allowances, no con- 
sideration is given to a change in the worth of the dollar after the 
property was first acquired. This does not result in fair treatment 
to the taxpayer and full allowance for all economic costs unless the 
dollar remains a stable standard of measure throughout the life of the 
property, a condition which no longer obtains. 

e extent of inflation since World War II is well known to each 
member of this committee. Not only has the inflation been severe but 
it unquestionably has caused a permanent reduction in the value of 
the dollar from the prewar value. This means that there has been 
built into our economy a new and higher plateau of prices. The 
present-day dollar has a purchasing power of roughly one-half of a 

rewar dollar. For this reason the number of dollars paid for an 
item in earlier years is no longer a valid basis for measuring the 
economic cost currently being incurred as that item is being consumed. 

A treatment of depreciation which requires that the total of the 
annual deductions allowed over the life of property much be limited 
to the number of dollars spent to buy the ey may be conventional 
accounting, but we are not here dealing with an accounting problem. 
We are dealing with economic facts and their consequences. Ifa busi- 
ness is to keep its economic health and to keep unimpaired its ability 
to produce, it must recover in some manner not the same number of 
dolass it paid for depreciable property but a purchasing power suffi- 
cient to maintain economic values. 

Perhaps this will be made clearer by a simple illustration. Tele- 
phone poles now cost in dollars about twice what they did before the 
war. In other words, the changed cost of — reflects aproxi- 
mately the amount of the devaluation of the dollar. Poles are being 
used up in service daily. The only way to recover the equivalent pur- 
chasing power of our investment while the poles are being used up is 
to recover dollars on the basis of the present cost of poles—not on 
the basis of cost in a period of lower prices. If an ower has invested 
the dollar equivalent of a pole and today has a dollar equivalent of 
only half a pole, he has lost half his investment. As a result of this 
investment loss it is necessary for the owner to provide additional 
— merely to preserve his original position. 

r. Arthur H. Dean, in an article in the Harvard Law Review, June 
1952 issue, ee whether the present method of computing de- 

reciation allowances for tax purposes results in an equitable distri- 

ution of the national tax burden. He asks: 

Will not the disguised additional toll vary among taxpayers, no longer ac- 
cording to the relative size of their income or any real ability to pay—the usual 
justification for progressive income taxes—but rather according to the degree 
they have contributed capital to their business and according to the date when 
they happened to have made their capital investments? 

The answer to Mr. Dean’s peetien is that the present method of tax 
treatment for depreciation allowance does result in an unfair distri- 
bution of the national tax burden. It is unfair in some degree to all 
business enterprises that consume capital in the production of goods 
and services. Utilities are particularly hard hit. I should therefore 
like to discuss separately the effect on unregulated and regulated in- 
dustry of this tax treatment. 

Unregulated industry: Although practically all industry is treated 
unfairly by the present method of allowances, companies are ad- 
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versely affected in varying degrees according to the: proportionate 
amount and age of depreciable property which is required in their 
businesses.. This means that some misregulated companies are only 
slightly affected, other more seriously affected. 

Unregulated companies very largely have been able to protect 
themselves from the impact of inflation through repricing their 
products and services. As a result the earnings of these campanies 
generally have been high enough after taxes to pay dividends and to 
permit the retention in the business of sums sufliciently large to pro- 
vide for replacements, and often sufficient. to provide for growth, 
This has been possible because economic forces operating in a free 
market realistically and properly require that today’s costs, not those 
of earlier years, shall be controlling. 

Regulated industry: ‘The impact of this depreciation problem on 
the telephone business and other utilities has been particularly severe. 
There are two reasons for this. In the first place for all utilities de- 
preciation is a very significant part of the cost of doing business. 
‘This is because utility companies necessarily have a large part of their 
investment in long-lived assets. For example, more than 90 percent 
of the assets of Michigan Bell Telephone Co. consists of depreciatin 
property, largely long-lived property, and I believe this is typical o 
telephone companies. 

in the second place, under regulation, utilities donot have the free- 
dom to increase their prices the way unregulated businesses have in 
order to cope with this problem. 

Both of these considerations emphasize the special importance of 
this problem to regulated utilities. Furthermore, under existing tax 
laws, it is necessary to ask that the customer pay $2 for each dollar 
recovered by the company to meet the particular cost under discus- 
sion. We believe this situation is one which Congress should correct. 

By way of summary, we urge that the Congress approve a more rea!- 
istic treatment of depreciation for tax purposes and thereby elimi- 
nate the serious inequity existing under present tax laws. This is 
important to industry generally and is particularly needed:in the case 
of utilities. Accordingly, we recommend that the Internal Revenue 
Code be revised to provide that the basis for computing depreciation 
allowances shall be adjusted to give effect to changes in the purchasing 
power of the dollar. 

In the interest of brevity I have not attempted to describe detailed 
procedures for making this adjustment but we would be glad to co- 
operate with the staff of this committee in developing such pro- 
cedures. Finally, I should like to express my appreciation for the 
opportunity of discussing this matter with you. It is a very impor- 
tant one, and we hope your committee will take favorable action on it. 

Thank you. 

The Cnamman. We certainly thank you, Mr. Driver, for your very 
fine and helpful statement. 

You know the code has not been revised to any marked degree since 
about 1875, and I believe and I think most of the committee members 
believe that, after all, the people are the rulers of this country. What 
we are trying to do in revamping this code and bringing it up to date 
is to get an expression of the best minds of this country, and that is 
what we feel we are doing when you and the other people come here 
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and testify. You are building up your own law for the health and 
vigor of our economy. 

T want to thank you. 

Mr. Driver. Thank you. 

The Cuairman, The next witness is Mr. Leonard Spacek of Arthur 
Andersen Co., Chicago, Ill. 

Mr. Spacek, we are very glad to have you here. 

Mr. Spacek. Thank you, Mr. Chairman. 


STATEMENT OF LEONARD SPACEK, MANAGING PARTNER OF 
ARTHUR ANDERSEN & CO., CHICAGO, ILL. 


Mr. Spacek. I am Leonard Spacek, managing partner of Arthur 
Andersen & Co., one of the larger national firms of independent pub- 
lic accountants. We operate out of 18 cities in the United States. In 
our capacity as independent public accountants we do tax work, sys- 
tems work, and make audits as a result of which we certify the fins un- 
cial statements of companies used in reporting to stockholders, regu- 
latory commissions, and for the sale of securities. We have also 
prepared reports used in ratemaking for utility companies, cities, and 
regulatory commissions. 

‘We do utility work for cities, municipalities, and authorities, and 
a large percentage of all privately owned utilities. This work repre- 
sents about 15 percent of our business, the balance represents work 
for industrial, merchandise, banks, oil, agricultural, and other 
businesses. 

I am here representing our firm and, in our opinion, an error exists 
in the present practice of computing depreciation on original cost in 
arriving at corporate taxable income, because of the drastic changes 
in the price level. 

The error in the taxable income varies with each industry according 
to the proportion of their assets invested in property and the life of 
that property. The error in short-lived property, say, 5 to 10 years, is 
not as material as that relating to long-lived property, say, 10 to 100 
years, that was built before the m: jor decline, or during the decline, 
in the purchasing power of the dollar. 

Therefore the greatest error exists in the case of those companies 
having the major part of their assets invested in long-lived property. 
The utilities fall in this vategory. 

I wish to emphasize emphatically to you five points: 

(1) It is proper and sound accounting to compute depreciation 
on the basis of cost adjusted for the changes in price level. The 
accounting concept of computing depreciation to recover the original 
cost of property was sound under a stable price level. It does not 
perform its function of maintaining the service capacity of property 
in rae of major changes in the purchasing power of the dollar. 

2) The computation of depreciation adjusted for the change in 
the price level since the property was built can be ¢ accomplished i in a 
simple manner so that it can be easily administered. 

(3) The principle of removing the inequities in the computation of 
depreciation resulting from varying price levels is not new. It is 
now recognized in the present tax law—by the use of March 1, 1913, 
value of all plant constructed prior to that date. 
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(4) If adjustment for depreciation due to the drastic price level 
changes is now allowed for tax purposes—such an adjustment will 
automatically be reduced and be eliminated as old property is replaced 
with new plant. Therefore the adjusted allowance for depreciation 
over orthodox cost depreciation would be transition allowance that 
will disappear as the price level becomes stabilized. The adjust- 
ment of depreciation would exist only until the low-price-level prop- 
erty is retired. 

(5) Such a depreciation adjustment is required if equitable treat- 
ment among taxpayers is to prevail. 

The Cuarrman. Thank you for your statement. 

Mr. Spacek. I would like to comment on one further point. In 
listening to the testimony this morning, several of the witnesses tes- 
tified to the optional method of taking aren That maybe 
would meet the requirements of industry that is not regulated and 
would meet the requirements of railroads who are not earning a 
fair rate of return, but in the case of electrical, gas, water, and tele- 
a utilities, particularly, that would not be a solution to their 
problem. 

A comparable solution to their problem would be such a suggestion 
that was made by Mr. Oates, chairman, People’s Gaslight & Coke 
Co., of Chicago, Ill., who was our preceding witness. 

Thank you very much. 

The Cuarrman. Thank you, sir, for your contribution. 

The next witness is Mr. R. A. Lumpkin, with the Illinois Consoli- 
dated Telephone Co. 

Mr. Lumpkin, we are glad to have you here, and if you will give 
your name and the capacity in which you appear, to the reporter, we 
will be glad to listen to you. 


STATEMENT OF R. A. LUMPKIN, PRESIDENT, ILLINOIS 
CONSOLIDATED TELEPHONE C0. 


Mr. Lumrxktn. I am R. A. Lumpkin, president of Illinois Con- 
solidated Telephone Co. with headquarters at Mattoon, Ill. Our com- 

any operates 33 telephone exchanges in central Illinois and serves, 
in total, approximately 40,000 telephones. Nearly one-fourth of our 
main-line telephones are located in rural areas serving farm establish- 
ments outside the cities and villages in which we operate. 

Our company is one of approximately 5,000 telephone companies in 
the United States, independent of and financially apart from the Bell 
System. In my opinion, our operations and problems are similar to 
those of the other independent telephone companies and particularly 
typical of the smaller members of that group. It is because of my con- 
cern over the future of such companies, as affected by Federal income 
taxes based on current accounting practices, that I have sought this 
appearance before your committee. 

Our company’s books of account, like other public utilities, are kept 
in accordance with the provisions of a uniform system of accounts for 
telephone companies prescribed by regulatory authorities. Under this 
system, property accounts are stated at original or historic cost with 
depreciation charges or expense based on those costs. It is my opinion 
that while accounting for depreciation in this manner may be emi- 
nently fair and satisfactory throughout a period of constant price 
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level, it results in ¢ serious distortion in the true costs of doing business 
in a period of substantial change in price levels such as we have been 
experiencing since the early 1940’s. The consequence of such account- 
ing, under the extensive inflation to which our economy has been sub- 
jected during this period, has been a gross understatement of expense 
and, collaterally, an overstatement of taxable income in the real eco- 
nomic sense. As a result, there has arisen a loss of real capital to the 
owner and the necessity for raising new capital funds for no other 
purpose than to maintain the service value of the property. This pre- 
sents a serious problem for those small telephone companies already 
hard put to raise 1:ew capital adequate for the improvement and exten- 
sion of service with which they are currently faced. 

As a telephone company our sole business is to provide the public 
with a service. It takes two things for us to produce that service: in 
the first instance, labor; in the second, plant and equipment. The 
‘ayes and equipment which we employ is nor aa long lived. But 

y the process of ordinary wear and tear it is gradually consumed in 
the course of our business, and when it is consumed we are obliged to 
replace it either in kind or its equivalent. This obligation to replace 
in kind or its equivalent is inherent in the operation of a public utility. 
It sets the public utility apart from other business enterprises in a 
number of respects and particularly so far as the application of a tax 
on income is concerned. 

The gradual consumption of our physical plant is what the account- 
ants term “depreciation” and recognize as an expense or one of the 
costs of doing business. Regulations of the Internal Revenue Bureau 
limit depreciation expense allowances for tax purposes to charges 
based on original cost which in total may not exceed that cost. 

Under such a strict accounting interpretation, it follows that when 
the time comes to replace a portion of our plant there is only available 
through depreciation accruals the original cost of the item being 
replaced, no more and no less. Because of our obligation to replace 
wornout plant in kind or its equivalent in order to continue service 
to our customers, the purchasing power of the dollars recovered be- 
comes a matter of vital concern to us. 

To illustrate what I mean, let us consider the problem arising from 
the current replacement of a typical item of telephone plant—lead- 
covered cable. Here we will treat with a mile of cable which has 
come to the end of its useful life through wear and tear or other 
physical deterioration. Assuming that it is a mile of lead-covered 
cable consisting of 100 pairs of 24-gage copper wire, its bare material 
cost was approximately $1,000 when placed in service some 20 years 
ago. Disregarding the effect of salvage in order to simplify the illus- 
tration, it is apparent that under present methods and allowances our 
depreciation reserve for that portion of our plant cannot exceed $1,000 
in amount—a sum equivalent to the cable’s original cost. But, mean- 
time, the bare material cost of like cable has risen to over $2,500 per 
mile. This means that we must now spend $2,500 to replace an item 
of plant that cost only $1,000 in the first instance. 

he ae of a $1,000 cable with a like cable costing $2,500 
adds nothing to the capacity of our plant. Nor will it add to the 
quantity or quality of our present service. Its sole purpose is to 
provide continued service of the present grade to the same number of 
87746—53—pt. 2—6 
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patrons served by the old cable. But our obligation as a public utility 
makes its replacement unavoidable. An investment in new cable, 24% 
timies the cost of our original installation, is necessary for no other 
purpose than to maintain the service value of our plant. The $1,000 
in our depreciation reserve is not adequate for the replacement, what 
is needed is $1,500 more than we have been able to accumulate in the 
reserve. The additional $1,500 is certainly a cost of doing business, 
it is even more than that, it is a cost of staying in business, 

The increased cost of the new cable must be met by some form 
of additional capital. If the debt ratio is not too high already, this 
additional capital might be borrowed and secured by ‘mortgage. But 
by such a method. the stockholders’ equity is certain to be reduced since 
in the process nothing has been added to the property as a whole. 
On the other hand, what has occurred is a mere repricing of the orig- 
inal plant when we measure it by capacity or service value. A reduc- 
tion of the stockholders’ equity clearly indicates a consumption of 

capital. It seems to follow that somewhere along the line, there has 
been an overstatement of true income, unquestion: nably brought about 
by an understatement of expense in the form of an inadequate de- 
preciation allowance. 

There is a second possible source of new capital. It is the stock- 
nolder himself. But most stockholders are reluctant to make an outlay 
of capital without something to show for it. Under the circumstances 
just outlined, the stockholder has nothing to show for his additional 
investment beyond the maintenance of his proportionate share in the 
business. It might be suggested that for this purpose the stock- 
holder reinvest dividends already received from the business. But 
if this becomes necessary merely in order to preserve his existing pro- 
portionate share of ownership, the stockholder will soon suspect that 
there was something unreal about what had been termed income and 
made the source of those dividends. Furthermore, the same stock- 
holder may show increasingly greater reluctance to put up capital 
when required to provide more plant necessary for increased capacity 
and greater service value. 

With service demands at an alltime high and the need for additional 
plant and equipment greater than ever before, financing is perhaps 
the major problem of all telephone companies today. This is par- 
ticularly true of the small independent company whose source of 

capital is oftentimes limited to investors within the area it serves. The 
problem to which I have referred here is certainly adding to the 
difficulties experienced by the small companies in obtaining capital so 
badly needed for replacement, rehabilitation, and expansion purposes. 

I have no specific cure to offer for this situation, but I do know that 
it presents real problems that are sure to become increasingly difficult 
to solve. However, it would appear that there is a realistic approach 
to solution along the lines of additional depreciation allowances for 
Federal income-tax determination. 

My conclusions in respect to this problem can be summed up as 
follows: 

1. During periods characterized by substantial changes in price 
levels, accounting for depreciation with charges based on original 
cost is inadequate for the determination of true income. 

2. Following a period of rising price levels such as we have expe- 
rienced since 1940, accounting of this kind understates expense from 
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the economic viewpoint and an overstatement of real income follows. 

3. Taxes collected on income so determined are ‘n effect capital levies 
since the final result is a loss of real capital when measured in terms 
of the investors’ equity. 

4. Depreciation allowances for all public utilities should permit the 
recovery, free from taxation, of the full economic or service value of 
all plant consumed. 

5. Without adequate recognition of this principle, utilities requiring 
capital for either purpose of replacement or additional plant capacity 
will encounter almost insurmountable difficulty marketing their secu- 
rities in competition with other capital-seeking business enterprises. 

Thank you, Mr. Chairman. 

Mr. Curtis of Missouri (acting chairman). Thank you very much 
for your statement. 

I would like to ask you just one question: Of course, if you do it 
that way, the increased cost in replacing the equipment is available 
for setting up your rates, is it not? You do get some benefit there 
also? 

Mr. Lumpkin. That istrue. In the State of Illinois, which I think 
we can say isa fair-value State, that value is already in before we make 
a replacement. 

Mr. Curtis of Missouri. So you do not get it based on your actual 
experience; you get it based upon an estimated replacement ? 

Mr. Lumrxin. That is right. The replacement will not add any 
capital for ratemaking purposes. 

Mr. Curtis of Missouri. It does not? 

Mr. Lumpxrin. No, sir; I do not think so because you have fair 
value to contend with in the first instance, because the equipment would 
have the same service value as it would have if it were replaced. 

Mr. Curtis of Missouri. If you replaced it at $2,500 instead of the 
original $1,000, does not the rate include that $2,500 as your capital 
investment ¢ 

Mr. Lumpxrin. Yes, sir. 

Mr. Curtis of Missouri. That is, for the extension of your rate? 

Mr. Lumrxin. Yes, sir; but I believe in a fair-value State it would 
be included prior to your repl: cement. 

Mr. Curtis of Missouri. That has no bearing on getting your addi- 
tional financing? 

Mr. Lumpkin. Yes, sir. 

Mr. Curtis of Missouri. Thank you very much for your statement. 

The next witness is Mr. Luther W. Hill of the Carolina Telephone 
& Telegraph Co., of Tarboro, N. C. 

Weare glad to have you, Mr. Hill, and you may proceed. 


STATEMENT OF LUTHER W. HILL, PRESIDENT, CAROLINA 
TELEPHONE & TELEGRAPH CO., TARBORO, N. C. 


Mr. Hitt. My name is Luther W. Hill. I am president of the 
Carolina Telephone & Telegraph Co., which operates in the eastern 
part of North Carolina, with headquarters at Tarboro, N. C., and 
of the Home Telephone & Telegraph Co., of Virginia, which operates 
in the southeastern part of Virginia, also with headquarters at Tarboro. 
J am the immediate past president of the United States Independent 
Telephone Association. 
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While it is not in my statement, I have been authorized as the — 
man yesterday for the United States Independent Telephone i 
ation and member companies. 

Mr. Curtis of Missouri. Do you have a list of those companies? 

Mr. Hitt. There is about 5,000—a little over 5,000 of them; I could 
get a list for you. 

Mr. Curtis of Missouri. No, that is not necessary. I did not realize 
there were that many. 

Mr. Hiwv. I appreciate this opportunity of presenting to you cer- 
tain facts regarding the present situation of the telephone companies 
from the standpoint of taxation. My testimony today will be limited 
to the effect of the present tax provisions with respect to the allowance 
for depreciation and amortization of capital investment consumed in 
operations. 

The impact of inflation on industry generally during the past several 
years has been great. Certain of its effects have been readily appar- 
ent. One illustration of this is the tremendous increase in wage costs. 
Certain other of its effects, however, have not been so spares but 


ily apparent, 


also are no less real. One such effect which is not so readi 
but just as real, is that involved with the amortization of capita] in- 
vestment in property consumed in operations and the resulting effect 
on the tax liability of the particular enterprise. 

Property being consumed in operations is as much a cost of doing 
business as are wages. The annual cost of such capital consumption 
is computed on the basis of the expected life of the particular property 
being consumed in order to spread such cost as evenly as may be over 
the useful life of such property. This annual cost is generally re- 
ferred to as depreciation and/or amortization expense. 

Under the Internal Revenue Bureau’s interpretation of the code 
relating to the determination of net taxable income telephone com- 
panies are allowed an expense deduction for depreciation of their 
property based on the original cost of such property. 

Due to the effects of inflation on price levels since 1940, this allow- 
ance for the depreciation and amortization of capital investment in 
property on the basis of its original cost falls far short of covering the 
full economic consumption of such capital investment. 

As an illustration, a telephone pole of a given height and class placed 
in service in 1939 at a cost of $20 is today performing the same function 
as another pole of the same height and class placed in service in 1952 
at a cost of $50. When these two poles were new they were identical, 
and the annual economic consumption of both poles is the same. How- 
ever, because the sole allowance for capital consumption is deprecia- 
tion expense based on original cost rather than on current value the 
allowance on the first pole is only about two-fifths as much as it 
should be. 

Under the present interpretation of the code essentially all revenues 
and expenses of telephone companies, except depreciation expense, 
are measured in dollars of current value. Since depreciation ex- 
pense is measured on the basis of yesterday’s dollars, this results 
in a serious overstatement in the net taxable incomes of the tele- 
phone companies, from an economic standpoint, in that only a portion 
of the economic value of property being currently consumed in supply- 
ing telephone service is deductible from income as a cost of operation 
for tax purposes, 
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This failure to recognize the full current consumption of the eco- 
nomic value of property for income-tax purposes affects all industry. 
However, it affects more severely those industries, such as the regulated 
utilities, having heavy capital investments in long-lived assets. Also, 
while manufacturing enterprises, with their large inventories and 
rapid turnover of capital, can protect themselves to a material de- 
gree under the present provisions of the code with respect to the 
use of the last-in, first-out method of determining their product 
costs, the utilities, with their relatively small inventories, can receive 
considerably less benefit from this provision. Further, in nonregu- 
lated industry, with prices of manufactured products fixed in a com- 
petitive market, the full cost of the current consumption of the eco- 
nomic value of property can be included in such prices to the extent 
that competition will allow. 

The ultimate result of the failure of the code to provide an allow- 
ance for depreciation and amortization of the full economic value 
of capital investment consumed in operations for tax purposes, is 
that, in effect, capital is being paid out in taxes. To offset this 
unwarranted depletion of capital, new capital must be obtained 
for use in the business without increasing, in any way, the produc- 
= capacity of the business. To me this is a very serious situation, 
indeed. 

This ultimate and unwarranted result occurs whether the property 
consumed in operations is replaced in kind or whether it is replaced 
at all, and it will continue to occur for an extended period of time 
even though prices should stabilize at their present levels. In fact, 
only severe deflation would end this uneconomic process in any reason- 
able period of time. Most economic authorities agree that this is 
highly improbable in the foreseeable future. 

I respectfully suggest that the provisions of the Internal Revenue 
Code be changed so as to allow the full amortization of the economic 
value of capital investment in property consumed in operations as 
an expense deduction in determining net taxable income. 

Thank you very much. 

Mr. Curtis of Missouri. Thank you very much for your very fine 
statement. 

We will deviate a little from the announced schedule, and will next 
hear from Mr. Samuel H. Hellenbrand, who will testify on behalf of 
the Commerce and Industry Association of New York, Inc. 

Mr. Hellenbrand, we would be very glad to hear from you. 


STATEMENT OF SAMUEL H. HELLENBRAND, COMMERCE AND 
INDUSTRY ASSOCIATION OF NEW YORK, INC. 


Mr. HeLtensranp. My name is Samuel H. Hellenbrand, and I am 
appearing in behalf of the Commerce and Industry Association of 

ew York, Inc. 

One of the most critical problems ne industry today is that of 
financing the cost of the replacement, modernization, and expansion 
of productive facilities. Many factors have contributed to the serious- 
ness and complexity of this problem. Inflation has threatened indus- 
try’s ability to continue to maintain an efficient, up-to-date industrial 
machine, as witnessed by the fact that since 1939 construction costs 
have increased about 150 percent and capital equipment costs have 
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doubled. Management’s problem of financing these costs is further in- 
creased by high rates of taxation and the threat of penalties for ac: 
cumulation of unreasonable surplus. 

In a period of high tax rates and inflation such as exists today and 
at a time when the replacement, modernization, and expansion of in- 
dustrial capacity is deemed to be of paramount importance to the wel- 
fare of our country, all sources of financing capital investments are 
necessary to foster economic growth and prosperity. In 1951 the 
average industry outlays for new plant and equipment exceeded funds 
available through internal sources of depreciation and retained earn- 
ings by 25 percent and in 1952 the excess was more than 30 percent. 
The insufficiency of internal funds during these years was caused not 
only by increased outlays for plant and equipment necessitated by 
defense needs, but was also due to the fact that depreciation rates and 
methods failed to furnish industry adequate recovery of capital in- 
vestment and to the fact that high Federal tax rates required that many 
corporations have net earnings in excess of $2 before Federal taxes in 
order to have $1 left for investment in productive facilities and, in 
some cases where excess-profits taxes were involved, even larger earn- 
ings were needed to have $1 left for this purpose. Due in substantial 
part to high levels of indebtedness already incurred by industry and 
to the fact that under existing conditions investors are not eager to 
»lace capital in risk-bearing corporate stocks, many business concerns 
have found it more difficult and expensive and in some cases impossi- 
ble particularly for the smaller-business man to finance capital im- 
provements through the external sources of debt and equity financing. 

The association believes that the liberalization of tax laws relating 
to depreci iation can go a long way toward alleviating the problem in- 
dustry faces in providing sufficient capital for replacement and mod- 
ernization of plant and facilities. It is of vital importance to our 
continued economic growth that the taxpayer not only be assured of 
complete recovery from taxable income of the cost of his plant and 
equipment, but also that he be allowed to recover a greater part of such 
cost during the earlier life of the depreciable assets comprising his 
business investment when it is of value in producing income and be- 
fore its earning utility becomes less, due to obsolescence, ete. Ac- 
cordingly, the association favors incorporation in the tax law of meth- 
ods which will permit the accomplishment of these two objectives. 

We have referred to the greatly increased costs for replacement, but 
the recommendations which follow do not ask that depreciation should 
be allowed on more than the cost of the assets being depreciated. Ac- 
cepting the + iple that depreciation should be allowed for recov- 
ery of cost of depreciable assets, our recommendations are intended 
first to give assurance that such cost shall be recoverable by deduc- 
tions from otherwise taxable income (with full application of the tax 
benefit rule) and that no arbitrary rules should be imposed to prevent 
the recovery of that cost by allowances which are reasonable against 
the probable earning life of the assets. 

Tax benefit rule: One of the means of assuring that a taxpayer 
will be permitted to recover the cost of his investment in capital expen- 
ditures as an offset against taxable income is by the application of the 
so-called tax-benefit rule to the determination of the adjusted basis of 
depreciable property. 
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Public Law 539, 82d Congress, amended section 113 (b) (1) (B) of 
the Internal Revenue Code (relating to adjustments to basis of prop- 
erty for depreciation, obsolescence, amortization, and depletion) to 
provide, in general, that the basis of property shall be adjusted by 
the amount of depreciation previously allowable, or by depreciation 
previously allowed, if that was more than the amount allowable, but 
only to the extent that the deduction of the excess amount reduced in- 
come or excess-profits taxes for any taxable year. 

The above-mentioned amendment to section 113 (b) (1) (B) does 
not remove, however, the inequitable requirement of that section that 
the basis of property shall be reduced by amounts of depreciation 
allowable whether or not any tax benefit is derived from the deduc- 
tion of such depreciation. Thus, for example, a taxpayer using the 
straight-line method of depreciation and owning a depreciable asset 
having a 5-year life and costing $500 is permitted a depreciation de- 
duction against taxable income of $100 per year for 5 successive years. 
If, in such case, the taxpayer has in each of those 5 years net income, 
computed without the $100 depreciation deduction, equal to or exceed- 
ing $100 he will have recovered the cost of the asset at the end of the 
5-year period, or in other words he will have received a tax benefit from 
the deduction of all of the depreciation charges. However, if the tax- 
payer has net losses in any of those 5 years he is nevertheless required 
to deduct the $100 of depreciation in each year and to reduce the 
recoverable cost basis of the asset by the same amount even though, 
due primarily to the arbitrary nature of the adjustments required 
by the net operating loss‘deduction provisions in our tax structure, 
he may have received no tax benefit from the depreciation deduction 
allowable for any loss year. As illustrated by this simple example, 
the taxpayer whose business operates at a profit from year to year 
recovers his capital expenditures as offsets against taxable income, 
whereas the taxpayer with profit and loss years interspered frequently 
does not. This inequity in the law should be corrected. 

In order to correct the inequitable results of the application of sec- 
tion 113 (b) (1) (B), as above discussed, it is proposed that this sec- 
tion be amended to provide that the basis of property shall be adjusted 
by the amount of depreciation previously allowable, or by the amount 
of depreciation previously allowed, if that was more than the amount 
allowable, but only to the extent that the deduction of any deprecia- 
ion, whether allowable or allowed, reduces income or excess-profits 
axes for any taxable year. 

Thus, if the tax-benefit rule for depreciation should be adopted the 
incentive to acquire new assets in. the modernization and expansion 
of business will not be dulled by the fear that the depreciation may 
be lost in a loss year. ; 

Accelerated depreciation: Not only is is important to our economy 
that the taxpayer be permitted to obtain a tax benefit for all de- 
preciation charges, but it is equally important that the taxpayer be 
permitted to recover the cost of his plant and equipment through 
depreciation deductions as soon as reasonably possible rather than, 
for example, by equal proration over the lives of the assets involved 
as permitted under the straight-line method. 

There should be greater latitude allowed to the taxpayer, both as 
to rates and methods in determining the amount of allowable deprecia- 











742 GENERAL REVENUE REVISION 


tion. The experience of a great many taxpayers seems to be that the 
rates of depreciation which they are allowed are based upon unduly 
extended lives upon the basis of possible physical life of the property 
which disregards obsolescence, improvement of the art, improvement 
of methods, and demands for product, 

The new policy announced by Commissioner Andrews (Internal 
Revenue Mimeograph 183 dated May 11, 1953) effective May 12, 
1953, may be helpful if properly interpreted and applied in the field. 
But we think a clear and definite policy establishe statute would 
be more effective. 

By holding industry to long-term amortization of investment, Gov- 
ernment effectively cuts down not only the incentive to renew and 
modernize which is so essential to our economy but also industry’s 
ability to do so. If more of investment cost were recovered in the 
earlier yon of investment life, through greater depreciation deduc- 
tions, the taxpayer would be provided the wherewithal to replace, 
modernize, and expand sooner than he otherwise would be. 

The taxpayer owning equipment costing $1,000 which has a 10-year 
life is presently permitted under the straight-line method of deprecia- 
tion to recover his investment at the rate of only 10 percent per year. 
Thus, in each year the taxpayer (provided he receives a tax benefit 
from each depreciation deduction) will recover $100 which presum- 
ably will be available for reinvestment in replacement of or improve- 
ment to plant or equipment. It is readily apparent that if this tax- 
payer were permitted to recover his $1,000 investment over a shorter 
period than 10 years or if he were permitted to recover a higher per- 
centage of his investment than in the later years of its life, that more 
funds would be available sooner to renew or modernize the productive 
capacity of his business. 

everal methods of accelerating capital recovery have been sug- 
gested. For example, approval of the declining balance method of 
computing the depreciation on more liberal terms than now approved 
by the Bureau of Internal Revenue has considerable support amon 
taxpayers. We favor the approval whether by legislative or ad- 
ministrative action of the declining balance method at rates higher 
than those now approved by the Bureau and sufficiently attractive to 
provide an incentive for the taxpayer to adopt this method of deprecia- 
tion accounting. For the declining balance method to be attractive, 
provision should be made for maximum rates of at least 200 percent 
of the straight-line rates, computed on the basis of the normal life 
expectancy without adjustment for salvage. 

Another method of accomplishing this objective would permit the 
taxpayer to recover the cost of depreciable assets at any rate up to 
20 percent per year, regardless of the life of the assets involved. This 
method, which is understood to be having remarkable success in in- 
creasing industrial production in Sweden, is also endorsed by the asso- 
ciation. 

Still another method which the association recommends would 
enable the taxpayer to recover a higher percentage of the cost of his 
investment in the first year of its life, say 25 percent, and then to 
depreciate the unrecovered cost normally over its remaining life. 

The proposals referred to above are but a few examples of accel- 
erated depreciation which facilitate early recovery of capital invest- 
ment. We believe this method would go far in solving the current 
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capital investment financing problem with no ultimate loss to the 
Government in taxes. On the contrary, it is quite probable that the 
net result would be an increase in tax receipts. The higher deprecia- 
tion rates allowed would provide an incentive to invest in new and 
modern facilities. It is believed that this stimulus to industry would 
soon build up production and business income sufficiently to add to tax 
collection rather than reduce revenues. 

Amortization: Under present provisions for amortization of facili- 
ties for which emergency certificates are granted because they are 
deemed necessary in the interest of national defense, there is endeavor 
to determine what part of the cost of the facility should be considered 
as attributable to defense purposes. 

Insofar as this may relate to the determination of some part of the 
total cost of plant and equipment which is to be considered as neces- 
sary for national defense as distinguished from some part which is not 
considered necessary for that purpose, there is probably ground for 
allocation. For example, if only a certain part of construction and 

uipment is deemed necessary in the interest of national defense, 
whereas the taxpayer in connection therewith wishes to install addi- 
tional plant and equipment to provide for a greater capacity which is 
not deemed necessary for national defense, there would seem ground 
for allocation, so the certificate of necessity would only be issued for 
such part or such capacity as was deemed in the interest of national 
defense. 

However, if plant or equipment in its entirety is deemed necessary 
for national defense, there should be no attempt at some percentage 
allocation based on an estimate of the extent to which during its ex- 
pected future life it might be devoted to defense activities as distin- 
guished from any later period after the defense emergency had passed. 

Furthermore, the present law adopts the 5-year period which was 
provided for in the World War IT statute but does not provide for the 
shortening of that period if the period of emergency chould prove to 
be less than 5 years. The law should provide for a shorter period of 
amortization if the emergency ends before the close of the 60-month 
— or if the certifying authority determines the facility is no 
onger necessary in the interest of national defense. 

The Cratrman. We thank you very much for your fine presenta- 
tion and your views on the subject. 

Mr. Hr. Thank you. 

The Cuareman. The next witness is Mr. George Terborgh, research 
director, Machinery and Allied Products Institute. 

Mr. Terborgh, we are very glad to have you here. Please give your 
name and the capacity in which you appear. 


STATEMENT OF GEORGE TERBORGH, RESEARCH DIRECTOR, 
MACHINERY AND ALLIED PRODUCTS INSTITUTE 


Mr. TersorcH. My name is George Terborgh. I am research di- 
rector of the Machinery and Allied Products Institute of Washington 
and Chicago. 

My organization is just completing a very exhaustive study of tax 
depreciation, and I have done my best to summarize it in the prepared 
statement which I have filed with you. Witk your permission, I 
would like to have that entered in the record. 
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The Cuarrman. Without objection, it is so ordered. 
(The matter above referred to is as follows :) 


RerorM oF TAx DEPRECIATION—STATEMENT OF MACHINERY AND ALLIED PropUcts 
INSTITUTE, PRESENTED BY GEORGE TERBORGH, RESEARCH DIRECTOR 


Mr. Chairman and gentlemen of the committee, as national spokesman of the 
capital-goods industries, the Machinery and Allied Products Institute is, of 
course, keenly interested in the subject now before this committee, the reform of 
tax depreciation. So great is its interest, indeed, that it undertook some time ago, 
and has now brought almost to completion, a major study of present practice, 
and possible alternatives thereto, which it expects to publish in book form under 
the title “Realistic Depreciation Policy.” Some of the findings of this study I 
shall be happy to present here, and for the opportunity to do so, I wish to express 
the cordial appreciation of the institute. 


Importance of reform 


Few provisions of the Internal Revenue Code are of greater importance to the 
health and progress of the economy than those governing depreciation allowances. 
Even on their present inadequate basis, these allowances—or, more accurately, 
the funds they make available when earned—finance about half of the fixed cap- 
ital expenditures of American industry. We are dealing with an enormous 
source of investment funds. The reform of tax depreciation has, accordingly, 
enormous potentialities for expanding production capital formation and acceler- 
ating technological progress, For this reason it deserves the most earnest con- 
sideration by this committee. 

The problem of reform is much the more urgent by the fact that we have at 
present the worst tax-depreciation system of any important industrial country. 
It is at once a paradox and a disgrace that this Government, which stands before 
the world as the exponent of private enterprise, should lag behind even Socialist 
governments in this aspect of tax policy. 


I. BACKGROUND OF PRESENT POLICY 


In view of our incongruous position, it may be appropriate to review briefly 
how we got that way. 

Prior to 1984, the Bureau of Internal Revenue followed a fairly reasonable 
policy in the allowance of tax deductions for the depreciation of wasting assets. 
For the most part the decision on rates of depreciation rested with business man- 
agement. Asa matter of administrative practice, the burden of proof was on the 
Treasury to establish the unreasonableness of rates, and it disallowed them, as a 
rule, on!y when they were manifestly extravagant. 

For the most part the rates taken by industry were not closely geared to the 
prospective service lives of the assets concerned. They were more likely to be 
simply conventional. Thus it was a widespread practice to take a 10-percent 
rate on productive equipment notwithstanding the fact that much of it had a 
life expectancy well in excess of 10 years. Similarly, the rates taken on buildings 
and structures were generally higher than a strict actuarial reckoning would 
warrant. It was in fact deemed sound and conservative management to write off 
eapital as3ets over a period considerably shorter than their productive lives, and 
so long es this foreshortening was within the limits of accepted practice the 
Bureau a peared willing to go along. 

This pclicy had the double advantage of giving reasonable discretion to busi- 
ness management in setting depreciation rates and of minimizing controversy 
and litigation between the Bureau and taxpayers. On the whole, it represented 
a generally fair and sensible solution of a difficult problem. But it was not per- 
mitted to continue, In 1934 came a new order. 

In 1934, as the committee will recall, there was before Congress a proposal 
to_effect by statute a flat 25-nercent reduction for 3 vers in denreciation rates 
then being allowed. As an alternative, the Secretary of the Treasury offered to 
effect a comparable reduction by administration means. His offer was accepted: 
The result was the announcement of a new Treasury policy (in T. D. 4422 and 
Mimeograph 4170). This required taxpayers to review their property accounts, 
to estimate the remaining useful lives of the assets therein, and to revise their 
depreciation rates so as to write off undepreciated halances over these estimated 
remaining lives. Further, and more important, it reversed the burden of proof, 
placing squarely on the taxpayer the responsibility for justifying whatever 


GENERAL REVENUE REVISION 745 


rates of depreciation were claimed either as a result of this special review of 
property accounts or in the future. 
Application of T. D. 4422 

Having promised Congress to effect a drastic reduction of depreciation 
charges, the Treasury proceeded to pare them down with vigor and persistence. 
It has taken the position throughout that the prospective useful lives of de- 
preciable assets must he determined with as much exactitude as possible. 
Where the taxpayer's available records have been insufficient to establish satis- 
factorily the probable service lives of assets in use, the Treasury has frequently 
imposed lower depreciation rates arbitrarily, by reference either to a manual 
(Bulletin F) purporting to reflect average experience, or to the rates allowed 
other taxpayers in the same line of business, or to some other criterion. Not 
uncommonly the final determination has been the result simply of “horse trading” 
between the taxpayer and the Treasury, often in deals involving issues other 
than depreciation rates. 

As a result of nearly 20 years of this campaign, the overall weighted average 
of the rates allowed on the depreciable fixed assets of American corporations 
is now between 4 and 5 percent per year, exclusive of assets subject to spreial 
amortization. But this has not been the only result of the new order. In adidi- 
tion to spreading the writeoff over full estimated service lives, the Burean has 
tightened up on other aspects of depreciation accounting. Here the most impor- 
tant change has heen an insistence on “group” accounting wherever feasible, with 
a consequent denial of current deductibility for losses on partially depreciated 
retirements. This has aggravated the effect of reducing the depreciation rates 
themselves. 


Stimulus to controversy 


One incidental consequence of the Bureau's campaign has been almost 20 years 
of. haggling over depreciation deductions, a process that has consumed untold 
amounts of time both of corporation officials and revenue agents. Many financial 
executives consider controversies over depreciation rates to be the most trouble- 
some aspect of Federal tax administration. Their troublesomeness on the other 
side of the conference table is of course commensurate. The subject has become 
a headache for all concerned, 

The injurious effects. of present Bureau policy go far beyond the waste of time, 
however; What is really inyolved is the substitution of the judgment of revenue 
agents for the judgment of responsible business executives as to what deprecia- 
tion policy should be. True, corporations and other taxpayers do not have to 
use in their own books ofsaccount the same rates of depreciation taken for tax 
purposes. They can, if they wish, keep two sets of property accounts, while 
continuing to pay the taxes required by the Treasury rates. But most enter- 
prises, particularly the smaller ones, are unwilling to do this, and in conse- 
quence the rates allowable taxwise usually become the rates used in the adminis- 
tration of the business. Thus the Bureau has come to dominate the depreciation 
policy of American industry. 

Pseudoscientific precision 

If the rates of depreciation insisted on by the Bureau reflected in any scien- 
tific sense the actual depreciation of the assets concerned, they would have 
something to recommend them. But they do not. Revenue agents are scrupu- 
lous in attempting to determine the probable life expectancies of assets—it is 
this punctiliousness that consumes.so much of the taxpayer’s time—but having 
made a finding they use it ordinarily for the computation of rates for application 
by the straight-line method, a notoriously unscientific, though practically con- 
venient, expedient. 

It is readily demonstrable, as we shall show in Realistic Depreciation Policy, 
that straight-line. depreciation typically understates the consumption of capital 
goods in the early years of their lives and overstates it during the later years. 
The result is not only a serious maldistribution of depreciation charges over the 
life span; the cumulated sum of such charges typically lags behind the cumulated 
capital consumption throughout. To be so meticulous in estimating the service 
life of assets, while relying on the straight-line method of distributing depre- 
ciation over that life, is therefore completely incongruous. 

Since straight-line depreciation is typically too low in the early years of asset 
life and too high later, it fellows that when applied to a group of assets in which 
relatively young items predominate it yields too small a current accrual on the 
group as a whole. Since a predominance of relatively young assets is a charac- 
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teristic of a growing economy like ours, this writeoff method yields a continuing 
deficiency in the aggregate charge. But this is not all. It is also demonstrable 
that fhe combination of the straight-line writeoff with group accounting, to 
which we referred a moment ago, piles one deficiency on another. It compounds 
the error. The result is a doubly inadequate allowance for the recovery of 
capital. 

The present system is pseudoscientific. Its appearance of accuracy and preci- 
sion is an illusion. In the pursuit of a specious exactitude, it has not only 
deprived business management of reasonable discretion in the fixing of depre- 
ciation rates, and precipitated a welter of controversy and litigation to which 
we have referred; it has yielded results almost certainly less realistic, by and 
large, than those obtained under the more liberal policy in effect prior to T. D. 
4422. It has given us what we described earlier as the worst tax-depreciation 
system of any important industrial country in the world. 

Depreciation policy and capital formation 

We have recounted the evolution of tax-depreciation policy at this length, not 
only because tax requirements have come to dominate depreciation policy for 
managerial and accounting purposes, but also because at the high-tax rates now 
in effect and in prospect tax depreciation has become a matter of paramount 
national importance. It is so, as we indicated earlier, because of its impact on 
the supply of funds available for business capital formation. 

Inadequate depreciation charges mean understated costs and overstated profits. 
In the absence of income taxes, this distortion of the accounts might lead, of 
eourse, to poor pricing policies and excessive dividends. Insofar as it did so, 
it would occasion a reduction in the interna] capital funds of business. But this 
reduction would be much less than it now is under heavy taxation. At a corpo- 
rate rate of 50 percent, every dollar of overstatement of taxable income costs 
industry 50 cents in taxes. If then it distributes to stoekholders a part of the 
remaining 50 cents, which appears as an overstatement of after-tax income, or 
profits, the net drain of capital funds is necessarily very large in relation to the 
underdepreciation. Particularly is this true if dividends are heavily taxed in 
the hands of stockholders, thus reducing their savings from dividend income. 

While the primary impact of underdepreciation on capital formation is through 
a reduction of the capital funds of industry, there is a secondary effect that 
deserves mention in passing. It is a common complaint of equipment salesmen 
that many of their customers are reluctant to retire assets with substantial 
remaining book value. They do not like to take a loss on their disposal, and 
the replacement of the assets is handicapped accordingly. Resistance to re- 
mechanization from this source is, of course, intensified by the lagged writeoff 
prevailing under the present system of depreciation. How widely this attitude 
prevails, and how important it is for equipment policy in general, it is impossi- 
ble to say, but certainly it is a factor of considerable significance. It follows 
that one of the incidental benefits of depreciation reform would be a substantial 
abatement of this obstacle to reequipment. 


The problem of reform 


Needless to say, reform of present depreciation policy is highly desirable, both 
for tax purposes and for management and accounting purposes. Since this 
policy has been developed, as we have seen, largely at the insistence of the 
Bureau of Internal Revenue, the place to begin would appear to be the Bureau 
itself. 

One obvious question presents itself at once: If the pre-1934 arrangement was 
reasonably satisfactory, why not simply revoke T. D. 4422 and go back to the 
status quo ante? The question gains force from the fact that the proposed 
statutory cut in depreciation rates, for which T. D. 4422 was an administrative 
substitute, was to have been effective only for the 3 years 1934-36. From this it 
may be argued that the Bureau was under no mandate to tighten up per- 
manently, and has long since been at liberty to restore the earlier system at its 
discretion. 

What ever the merits of this argument, the fact is that the Bureau has little 
desire to restore the earlier arrangement. On the contrary, it associates it with 
the dark ages of tax administration, when it lacked the staff, the resources, and 
the experience to enforce a correct depreciation policy on taxpayers. It thinks 
of its former practice, not as a system, but rather as a lack of system, a return 
to which would throw away the progress of 20 years toward a scientific solution 
of the depreciation problem. Unless so directed by Congress, it seems unlikely, 
therefore, to attempt to revive the old order. 
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Even if Congress were desirous of having the Bureau return to its pre-1934 
practice—the essence of which, as we have seen, was the acceptance of deprecia- 
tion rates that wrote off assets over less than their full service lives—it could 
hardly achieve this end simply by ordering the revccation of T. D. 4422. The 
Bureau would probably want, and should have, a more definite and affirmative 
directive. 

This conclusion is reinforced by the fact that present tax rates are far higher 
than they were before T. D. 4422, and offer taxpayers a much more powerful 
incentive to accelerate their depreciation deductions. The rather lax and casual 
administrative supervision that prevailed prior to 1934 may have been adequate 
at the rates then prevailing (less than 15 percent on corporate income) but would 
hardly suffice at rates of 50 percent or over. Even apart from this consideration, 
however, we believe there is a better solution than merely trying to go back to the 
status quo ante. 


Underdepreciation from inflation 


The desirability of a new approach is greatly enhanced by a condition to which 
we have not yet alluded, the shrinkage in the size of the dollar over the past 
couple of decades. In terms of purchasing power, the dollar is now only half 
as large as before World War II. This is a fact of the greatest consequence 
for depreciation policy. For even if present practice were reformed to yield 
a more timely recovery of historical cost, this recovery would still be grossly 
inadequate to offset capital consumption in real terms. The problem of deprecia- 
tion reform is therefore broader than the discussion has thus far indicated. There 
are really 2 problems, not 1. Both should be carefully considered in any 
comprehensive program of reform. 


TI. LAGS FROM PRESENT WRITEOFF AND ACCOUNTING PROCEDURES 


I have already sketched in outline the two basic defects of the present system : 
(1) The lags inherent in existing writeoff and accounting procedures; (2) the 
deficiency of original-cost depreciation itself because of the shrinkage of the 
dollar. I should like now to fill in the outline a littie further, beginning with 
the first of these defects. 


Lag of the straight-line writeoff 


It is a matter of common observation that the services of capital assets tend 
to become less and less valuable as time goes on. There is, of course, no mystery 
about this phenomenon. The majority of such assets require during their 
service lives a flow of maintenance expenditures, which as a rule rises irregularly 
with age and use. Most of them suffer a progressive deterioration in the quality 
or the adequacy of their service. Moreover, in a dynamic technology such as 
ours they are subject to the competition of improved substitutes, so that the 
quality of their service declines relative to the availuble alternatives even when 
it does not deteriorate absolutely. All of these factors—trising operating costs, 
impaired service quality or adequacy, and improved alternatives—combine to 
reduce the value of the service as the assets age. 

It must be obvious that since the most valuable services are used up first, 
the decline in the value of assets to their owners is normally more rapid in the 
early years of life than later on. While space does not permit the reproduction 
here of the investigation of this phenomenon in the forthcoming book to which 
I have referred, I can report its findings by saying that both theory and ob- 
servation agree that it is normal for productive equipment to lose at least 
two-thirds of its value to the owner in the first half of its service life. The 
relative loss in the case of buildings and structures may be a little slower, but the 
normal expectation even here should be a loss of at least 60 percent in the first 


if. 

It is perfectly obvious, of course, that the method of allocating depreciation 
cannot reflect, and should not attempt to reflect, changes in the value of indi- 
vidual capital assets over their service lives. The periodic appraisals that would 
be required to trace these changes are clearly impracticable; moreover they 
would not yield a usable result anyway. The decline in the value of individual 
assets with time is likely to be jerky and uneven, due in part to irregularity 
in the accumulation of deterioration and obsolescence, in part to the impact of 
sporadic and accidental influences unrelated to this accumulation. But the 
allocation method should reflect in its general contour and time distribution the 
typical or representative pattern of declining value. It should represent, in 
other words, a generalized projection of value erosion. 
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By this test, the straight-line, or level, writeoff is woefully retarded. .As-we 
have said, it yields too little depreciation on young assets, too much on old 
ones, and in a growing economy in which young assets predominate, too little 
in the aggregate. 

Lag from the use of average-life rates 

The full effect of using a retarded writeoff method such as this one cannot 
be measured apart from the accounting system with which it is associated. 
For this system can either reinforce or diminish the lag inherent in the writeoff 
pattern itself. 

Since depreciation is accrued during the period of service and, as a rule, be- 
fore its duration is known, the accrual is based, necessarily, on estimates of aver- 
age life expectancy. Not only are such estimates rarely correct even as aver- 
ages; in view of the dispersion of individual service lives around the average, 
it must be obvious that they are correct even less frequently as forecasts lor 
particular assets. There is almost sure to be a disparity in each case between 
the actual service life and the period employed for depreciation purposes. 

It is commonly supposed that if the average life expectancy of a group of 
assets is correctly estimated the deviations of individual lives from this average 
are offsetting or compensatory in their effect on depreciation. Given a sufficient 
number of cases, in other words, they wash out. This assumption is quite mis- 
taken. If we depreciate say 1,000 items having the same average life 
expectancy, by applying to all the rate appropriate to that average, the accrual 
will be quite different in timing and pattern from the sum of the correctly 
computed accruals on the separate items, that is to say, the accruals obtained 
by depreciating each item in accordance with its own correct service life. 

This is a proposition of the utmost importance for the understanding of depre- 
ciation policy. It means that when depreciation is based, as it must be, on 
average-life estimates, and when actual lives are dispersed around the average, 
there is a bias in the result over and above the bias, already discussed, in the 
straight-line writeoff itself. This bias from the use of average-life rates rein- 
forces and aggravates the retardation inherent in the writeoff method. 


Lag from group accounting 


The aggravation just referred to, for which the Bureau of Internal Revenue 
is certainly not responsible, is compounded by a policy for which it is respon- 
sible. I refer to its insistence on group depreciation accounting wherever 
possible. 

Under this method of accounting, as you probably know, all items in the 
account (necessarily a group) are depreciated at the average-life rate as long 
as they survive, regardless of whether their indivitual lives are shorter or longer 
than the average. No disposal losses are taken on premature (subaverage) 
retirements, the theory being that the underdepreciation of the short-lived assets 
is compensated by the overdepreciation of the long-lived. The method is dis- 
tinguished from item accounting, which discontinues depreciation on all items 
reaching the average life and writes off currently as a terminal loss the undepre- 
ciated balance on all items retired before that point is reached. 

Prior to 1934 a considerable part of American industry—no one knows just 
what part—followed the item method or some variant of it, and did so with the 
approval, or, at least, the passive assent, of the Bureau of Internal Revenue. 
But with the tightening up of tax-depreciation policy beginning at that time, to 
which we referred earlier, the Bureau moved to restrict the use of item account- 
ing. This position it reaffirmed in Bulletin F (1942), from which we quote 
the following: 

“Accounting losses from the normal retirement of assets are not allowable 
under any method of depreciation accounting, unless, in the case of classified or 
group accounting, the depreciation rate is based on the expected life of the 
longest-lived asset in the group, and in item accounting only when the maximum 
expected life of the asset is used. * * *” 

This statement makes it quite clear that if the depreciation rate is based on 
the average life expectancy of an asset or a group of assets no disposal losses 
will be allowed except the loss, if any, realized when the depreciation account 
is finally closed.’ Current deductibility of such losses is permissible only when 
the rate is based, not on the average but on the maximum life expectancy. 

We do not mean to imply that actual practice everywhere conforms to the 
official regulations. On the contrary, it is common knowledge that there is great 





1 An exception is made in the case of abnormal retirements, that is to say, retirements of 
a kind, or for reasons, not contemplated in the determination of the average life 
expectancy. 
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diversity of practice, even for tax purposes, especially among taxpayers too small 
to be regularly audited. Not only do many of these small fry follow the prin- 
ciples of item rather than group accounting, notwithstanding the regulations; 
they frequently resort to hybrid arrangements that partake of the characteristics 
of both systems. Nevertheless, the persistent pressure of the Bureau for the 
adoption of group accounting has had a cumulative effect. 

I come now to the point of this discussion : Group accounting further aggravates 
the retardation incident to the use of average-life rates, and compounds further 
the inherent lag of the straight-line writeoff method. 


Pertent of the lags 


Having reviewed the three lags in the present tax-depreciation system, we may 
now inquire what they amount to quantitatively. What is their combined effect? 

Limitations of space again exclude presentation of the detailed analysis in 
realistic depreciation policy, and again I shall come directly to the findings. 
These findings exclude all institutional and residential property, and all busi- 
ness assets written off by special amortization. They relate, therefore, only to 
business assets subject to normal depreciation for tax purposes. For these assets 
the current annual deficiency of the regular allowances is in excess of $2.5 million. 


III, DEFICIENCY DUE TO THE SHRINKAGE OF THE DOLLAR 


This figure of over $2.5 billion a year, it should be emphasized, represents the 
deficiency of present tax depreciation as a recovery of original cost. It reflects 
the effect of lagged writeoff and accounting procedures as applied to this cost. 
We have now to consider another form of underdepreciation, which arises from 
inflation. 

Ordinarily, depreciation recovers simply the number of dollars originally com- 
mitted to a capital asset, regardless of differences in their purchasing power, 
This recovery is satisfactory enough in periods of relative stability in the price 
level, but can be seriously, or even ruinously, inadequate during and after pe- 
riods of inflation. Under such conditions we cannot assume that “a dollar is a 
dollar.” If a company invests 100-cent dollars and recovers later only an equal 
number of 50-cent dollars, it has lost ene half of its real capital, whatever the 
books may show. To hold otherwise is to take the shadow for the substance. 


Hypothetical case 


Consider an example. A machine costs $10,000, and is given a life for depre- 
ciation purposes of 10 years. Shortly after it is acquired, however, the price level 
starts rising, eventually doubling, so that subsequent annual recoveries represent 
a diminishing purchasing power. Assuming the correct writeoff, apart from 
price-level changes, to be as indicated, and considering the dollars originally 
invested as par or 100 cents, we can describe the developments as follows: 


Effect of rising price level on depreciation of a $10,000 machine with a 10-year 
service life 
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2For previous publications of the institute on this subject, see Depreciation Policy and 
the Postwar Price Level (1947) Inflation and Postwar Profits (1949), MAPI Accounting 
Manual (rev. ed.), ch. X (1951), and Capital Goods Review, No. 12 (1952). 
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The company owning this machine is likely to assume that it has made full 
provision for recovery of the capital consumed during each year, yet if it looks 
behind the fiction that a dollar is a dollar it finds at the end of the service life 
that the total of depreciation, measured in purchasing power at the time of the 
charge, is only 65 percent of the original investment. It may or may not have 
recovered the balance from net earnings, but certainly it has not recovered it via 
depreciation. So far as that reliance is concerned, it has dissipated over one- 
third of its original real capital. In the meantime it has understated custs of 
operation over the life of the asset by the equivalent of 3,543 origina! dollars or 
6,300 current dollars and has overstated net income by a like amount. Moreover, 
it has probably paid income taxes on this overstatement. 

To protect its real capital the company must recover each year sufficient num- 
ber of current dollars to equal that year’s capital consumption in term of original 
dollars. This number of current dollars is necessary, given the time distribution 
of capital consumption and the price changes in the case, to recover a purchasing 
power equal (at the time of recovery) to the $10,000 originally invested. Super- 
ficially it looks like overdepreciation, but it is not. It yields a result in real 
terms identical with that accomplished by aggregate charges of $10,000 in a 
period of stable prices. 


Present annual purchasing-power deficiency 

While the immediate object of the depreciation deduction for tax purposes is, 
of course, to give the owner of capital assets a tax-free recovery of his capital, 
it has a broader purpose. That purpose is to provide industry as a whole with 
a flow of untaxed recoveries sufficient, when reinvested in new capital assets, to 
offset the current consumption of existing assets. In other words, it is to provide 
for the maintenance of the productive facilities of the Nation. While the indi- 
vidual taxpayer is not directly concerned with this second purpose, no responsible 
government can consider the aggregate of depreciation allowances sufficient if it 
fails to achieve it. 

Clearly, the aggregate of historical cost allowances cannot achieve this objec- 
tive after a period of inflation such as we have had in this country. These allow- 
ances must be blown up to their equivalent in the shrunken dollars of today, 
According to the estimates developed in realistic depreciation policy, such a blow- 
up would involve an increase over historical cost depreciation of around $4 billion 
a year at present. Here is a deficiency even larger than the one resulting from 
lags in the historical cost recovery itself, which we have found to be roughly 
$2.5 billion a year. 


Future purchasing-power deficiency 

Obviously, the inadequacy of original cost depreciation from a purchasing- 
power standpoint is not going to end with 1953. Obviously, also, no estimate of 
future deficiencies can be made without some assumption as to the future trend 
of the price level. Suppose we assume, for the sake of simplicity, that it will 
remain unchanged from here out. In this case there will be no purchasing-power 
deficiency on hereafter-acquired assets and we have only to calculate it for the 
remaining lives of assets now existing. 

This calculation requires (1) an estimate of present undepreciated original cost 
balances on these assets; (2) a restatement of these balances in terms of their 
purchasing-power equivalent in present (1953) dollars. The excess of the re- 
stated balances over their present amount is, of course, the sum by which future 
depreciation will be deficient. Our calculations indicate a future deficiency of 
something like $70 billion. 

Opinions will differ, of course, as to the future trend of the price level, but if 
past history is any guide, the assumption that it will not advance further is, to 
say the least, a conservative one. Certainly it provides for a minimum estimate 
of the prospective deficiency. Even if the estimate is sufficient, however, a defi- 
ciency of $70 billion is amply large to be a matter of grave public concern. 


IV. REFORM OF WRITEOFF AND ACCOUNTING METHODS 


I come now to the question of reform proposals, considering first the reform 
of writeoff and accounting methods. 

What are the practical substitutes for present depreciation? In our judg- 
ment there are only two that merit examination: (1) The straight-line writeoff 
applied over some fraction of the estimated average life, rather than over the 
full life; (2) the declining-balance, or net-account, writeoff applied at an ap- 
propriate rate. Suppose we consider these in order. 
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Accelerated straight-line depreciation 


On previous occasions the institute has recommended to this committee a 
rough-and-ready correction for the defects of existing tax depreciation by short- 
ening the period over which the straight-line writeoff is applied. Specifically, 
we proposed that permission should be given to write off productive facilities 
by the straight-line method or its equivalent in not less than two-thirds of 
their estimated service life. 

This solution deserves to be examined, if for no other reason, because of its 
historical significance. As we pointed out, it was the prevailing practice of 
American industry prior to T. D, 4422 (1934) to write off its assets by straight- 
line method over considerably less than their full service life. While there 
was no set two-thirds-of-life minimum such as we proposed, the average write- 
off period was probably not far from that ratio. The two-thirds rule was in- 
tended, in facet, to restore substantially the degree of latitude prevailing before 
T, D. 4422. 

In suggesting this solution we recognized clearly its crude, rough-and-ready 
character: 

“Granted that the straight-line method cannot be correct theoretically how- 
ever applied, it certainly comes closer to reflecting the typical course of capital 
consumption when applied over say two-thirds of the full life of an asset than 
when applied, according to Treasury requirements, over the entire life span.” * 

The proposal was simply a practical expedient to meet an urgent problem. 

After further study of this proposal, we have decided, for reasons that will 
be set forth at length in realistic depreciation policy, that there is a better 
solution, namely, to permit the use of declining-balance or net-account, depre- 
ciation at twice the applicable straight-line rate. Let me outline the reasons 
for this decision. 


Declining-balance depreciation 


Although widely prevalent in Great Britain and in British Commonwealth 
countries, declining-balance depreciation has had thus far very limited cur- 
rency in the United States. In part this is due to American accounting tradi- 
tion, in part to restrictions imposed by the Bureau of Internal Revenue on the 
use of this method for tax purposes. The Bureau has consistently refused to 
allow a declining-balance rate of more than 1.5 times the corresponding straight- 
line rate (1.5 times the reciprocal of the average service life). With this limi- 
tation, the declining-balance method is an unattractive alternative to the con- 
ventional straight-line writeoff, except for taxpayers expecting to dispose of 
their assets in the early years of life. To make it attractive generally, it must 
be used at approximately twice the straight-line rate. 

Used at a double rate, this writeoff method gets rid of roughly two-thirds 
of cost in the first half of the asset life, thus conforming closely to the standard 
laid down earlier in this presentation. The degree of acceleration, in other 
words, is about right. Moreover, the writeoff is acceptable in pattern or con- 
tour as well as in acceleration, It declines continuously, as it should, in each 
successive year of application. 

In the last respect the method is definitely superior to the accelerated straight- 
line writeoff, While the overall degree of acceleration, or average time distance, 
of the latter can be regulated by adjusting the fraction of the service life over 
which the writeoff is spread, the pattern or contour of the writeoff is incurably 
bad. Applied to an original group of assets with a normal retirement dispersion, 
the method yields an accrual too low in the early years, too high in the middle 
period, and zero thereafter. 

Another advantage of the declining-balance writeoff is its applicability to any 
type of depreciation account—a single unit, a year-of-origin group, or an open- 
end, age-heterogeneous group. The application, moreover, can follow the rules 
of either group or item accounting.’ In contract, the accelerated straight-line 
method is not usable with open-end accounts, either by group or item rules. 

To sum up, double-rate, declining-balance depreciation has not only a good 
time pattern and about the right degree of acceleration; it is simple to apply 


At the time it was recommended, the two.thirds rule was our best guess as to the 
shortening of the writeoff period required to make straight-line depreciation reasonably 
realistic. If, however, we accept the standard developed in realistic depreciation policy, it 
appears that three-quarters of the service life is a better overall ratio (considering both 
plant and equipment) than two-thirds 

1xes and Economic Progress, p. 34. 
‘With some difficulty, in one case only, when item accounting is applied to open-end 


groups. 


37746—53—pt. 2 
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and highly flexible accountingwise. We believe it to be the best available 
remedy for the lags inherent in present methods, and we recommend, therefore, 
that it be made available to taxpayers as an elective method, with free choice 
of either group or item accounting. 

It is interesting to note in passing that the outstanding advantages of this 
system have led Canada to substitute it completely for the traditional straight- 
line writeoff. It is now the only system allowed for tax purposes in that country, 


Vv. PURCHASING-POWER ADJUSTMENT 


Runaway inflations have occurred often enough in the past few decades to 
provide numerous examples of the adjustment of tax depreciation to a current 
basis. Sometimes it has coincided with the introduction of a new currency 
after the old one has “exploded.” In these cases the book values of capital 
assets have been restated in terms of the successor currency, the restated 
values being, of course, tax depreciable. In other cases, not involving a cur- 
rency substitution, taxpayers have been authorized at some point to reappraise 
their assets at current value and to depreciate thereafter the amounts so 
arrived at. In still other cases they have been empowered to write up their 
assets, or a part of them, by some officially prescribed ratio. A more sophis- 
ticated variant of this last procedure authorizes taxpayers to group their 
assets by year of acquisition and to apply to the book value of each annual group 
an official multiplier for the year in question. This involves, of course, a whole 
series of annual multipliers, rather than a single blowup ratio. 

Obviously we have no concern in this country with depreciation adjustments 
incident to the substitution of a new for an old currency. Nor need we dwell 
long on two of the devices used by other countries which have retained their 
original currency after inflation—restatement of book values through self- 
appraisals by taxpayers, and a blowup of book values by a single official factor 
or multiplier. The first puts too much reliance on the judgment of the parties 
at interest; the second is too crude. The best technique, indeed the only one 
that deserves serious consideration, is adjustment by a series of official multi- 
pilers, each applicable to the net survivals from the acquisitions of a particular 
prior year or group of years, these multipliers reflecting approximately the 
number of current dollars required to equal a dollar of the acquisition period. 


How it is done 

Given an official set of multipliers for past years, the adjustment of future 
depreciation accruals on existing assets is not difficult. certainly not prohibitively 
so. It does, of course, require taxpayers to classify their remaining book values 
by year of origin and to blow them up by the appropriate multipliers. While 
this requirement presents a problem of reserve allocation in the case of group 
accounts, with reasonable administration this can be handled. Once the 
classification and blowup are accomplished, the future depreciation of the 
expanded balances is routine. 

We can illustrate by a hypothetical case. A company has, let us say, $1,000,000 
of original cost book value which it breaks down into year-of-acquisition groups 
as follows: 
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The application of the official multipliers writes up the net account of this 
company from $1 million to $1,350,000, or by 35 percent.© This adjustment 
necessarily entails a break in the continuity of the previous property accounts, 
but, unless inflation continues, bringing other like adjustments in the future, 
the accounts, once restated, can be carried forward without further discontinuity, 
and in routine fashion." 

Adjustment for continued inflation 

Adjustments of tax depreciation to a current-price basis are invariably de- 
signed to catch up with the inflation that has occurred up to the time of cor- 
rection; in no case, so far as we are aware, has any procedure been established 
for a continuing adjustment to future inflation. Where substantial inflation 
has continued after the first correction, other adjustments have eventually been 
made by the promulgation of new sets of multipliers. Thus in France there have 
been three such promulgations since World War II. 

How far an adjustment should be allowed to lag behind subsequent changes 
in the price level is a matter of judgment. The same considerations that dictate 
the initial correction, of course, argue for recorrection whenever underdeprecia- 
tion becomes serious. There is no point to insisting on perfection, however, and 
in ordinary circumstances an adjustment, once made, can stand for a consider- 
able period of time. Certainly any adjustment made presently in the United 
States could safely be regarded as of indefinite duration. Barring a war or a 
grave new defense emergency, there is little likelihood that a second one would 
be justifiable, if ever, within a period of many years. 


Alleged discrimination 


It is sometimes objected that putting depreciation on a purchasing-power 
basis singles it out for special treatment in a tax structure left otherwise on 
a historical-dollar basis, and that this is discriminatory and inequitable. What- 
ever the merits of this argument under other circumstances, it carries little 
weight under today’s conditions. 

There has been no appreciable inflation in this country since early 1951. 
This means that the recovery hereafter of dollars invested since that time will 
show no appreciable purchasing-power deficiency (assuming, as we do, stability 
from here on out). As a matter of fact, the inflation since 1948 has been 
so modest that we could reasonably ignore any deficiency in the recovery of 
funds committed since that year. This situation automatically removes the 
need for any adjustment in the case of inventories, trade credit, short-term 
loans, and other current items where recoveries are from commitments of 
recent origin. As a practical matter, any serious need for adjustment is con- 
fined to recoveries of commitments made more than 5 years ago. This nar- 
rows very considerably the scope of any possible discrimination from the adjust- 
ment of depreciation. 

If this adjustment is discriminatory today, it must be because of failure 
to adjust similarly other forms of capital recovery which involve long-standing 
(say pre-1948) commitments. What are these other long-term recoveries? 
They arise principally from the sale of nondepreciable assets (including the 
collection of the loan assets) acquired before 1948.°. To put these recoveries 
on a par with adjusted depreciation, it would be necessary to blow up to its 
purchasing-power equivalent in present dollars the basis for computing realized 
capital gains and losses for tax purposes.’ 

We do not question that theoretically, or in principle, capital gains and losses 
should be computed by use of an adjusted basis. Indeed we have emphasized the 
point in previous testimony before this committee. But while it should be pos- 


*The same result may be obtained, of course, by writing up both the original cost (the 
gross account) of each year-of-origin group, and the accumulated depreciation reserve for 
the group, by the appropriate multiplier and subtracting the blown-up reserve from the 
blown-up cost for each group. In either case there is an increase of $350,000 in the 
aggregate amount of depreciation to be taken in the future. 

— and losses on retirement of assets are then figured, of course, on the written-up 
vainesr. 

8 We refer to “nondepreciable” assets because, as indicated earlier, the proposed deprecia- 
tion adjustment would automatically raise to a purchasing-power equivalent the basis for 
computing taxable recoveries from the sale of depreciable assets. 

*It should be pointed out that a similar blow-up would apply to debtors who repay 
earlier borrowings in shrunken dollars. This would develop capital gains from such 
repayments equal to the capital losses realized by their creditors, 
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sible, by the use of the same official multipliers suggested earlier, to adjust gains 
and losses on pre-1948 commitments, we believe the adjustment of deprecia- 
tion should go forward whether this is done or not. Any incidental discrimina- 
tion involved in a unilateral correction is inconsequential compared with the 


potential damage to the economy from a future deficiency of $70 billion in depre- 
ciation allowances. 


VI. CONCLUSION AND RECOMMENDATIONS 


Our program for the reform of tax depreciation can now be summarized in two 
recommendations: (1) Authorize taxpayers to elect a double-rate declining- 
balance writeoff (with either group or item accounting) as an alternative to their 
present system. (2) Authorize them to blow up their remaining original-cost 
book values to their equivalent in current dollars, providing for this purpose 
an Official set of multipliers. 

Increase in depreciation involved 

I stated earlier that present methods of depreciating original cost yield a cur- 
rent deficiency of about $2.5 billion a year on business assets alone, I stated 
also that present original-cost depreciation is short of its purchasing-power equi- 
valent by around $4 billion annually. It may appear, therefore, that a realistic 
current accrual is higher than the present one by $6 billion to $7 billion a year, 
This is not quite correct, however. Tor reasons that need not be discussed here, 
the two figures are not strictly cumulative or additive. The combined effect of 
both adjustments would not be over $6 billion a year. 

There is another factor to be considered, however. Even if the increase of $6 
billion a year yielded an adequate correction for the deficiency in currently accru- 
in depreciation, it would make no contribution toward offsetitng, or catching up 
With, past underaccruals. Because of the lags in the depreciation system used since 
1934, the cumulative total of such underaccruals, even on assets now in existence, 
is very large—around $50 billion in present (1953) dollars, This is the amount 
by which the now remaining undepreciated balances of such assets exceed what 
they would have been if depreciation had been correctly computed and allowed 
from the beginning. 

It is obvious that any depreciation reform that merely corrects current accruals 
is going to leave this $50 billion backlog to be taken over a long period of years 
in the form of retirement losses, The alternative is to work off the backlog 
gradually by the allowance of additional depreciation over the remaining lives of 
the assets. Since the entire backlog is in a sense due and payable now, this alter- 
native seems decidedly the better of the two. In any event, that is what the 
proposed double-rate declining-balance writeoff would do. It would superimpose 
on the currently accruing depreciation a fractional reduction of this backlog. 

Because it adds this ¢lement of backlog reduction, our program would raise 
the present total of depreciation allowances by more than the $6 billion a year 
by which it would increase current accruals. Our studies have not yet progressed 
to the point where we can offer a close estimate of this increase, but it appears 
that the figure would be around $10 billion for the first year. After the first 
year, the increase (as compared, of course, with a continuation of the present 
system) would decline steadily 


The problem of taz loss 


While not all of the $10 billion of extra deductions would be taken tax- 
beneficially, we recognize that the amount so taken would be large enough to 
prevent an immediate all-out adoption of the program. We suggest, therefore, 
that it be put into effect gradually over a transition period of 5 years. This 
could be done by authorizing taxpayers to compute their depreciation in each of 
these years by the proposed method and by the existing method, adding to the 
latter calculation one-fifth of the difference between the two results in the 
first year, two-fifths in the second year, three-fifths in the third year, and so on. 

Another way to implement the program in proyressive stages would be to make 
the doub'e-rate declining-balance elective immediately available, but to defer 
the purchasing-power adjustment until later. If even this partial reform is 
deemed to involve too serious a blow to the revenue all at once, the transition 
to declining-balance depreciation could itself be spread over say 2 or 3 years. 

However the transfer to the new system is arranged, the inyportant thing is to 
start moving now toward a rational objective. That objective can never be less 
than a realistic allowance for depreciation, in dollars equivalent to those origi- 
nally invested. 
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Let me add one observation in closing. While depreciation reform will cost 
revenue at the outset, the net loss is almost certain to be less than appears. 
For the usual calculations reckon without the stimulus to the economy, and the 
consequent expansion of the tax base, resulting from the reform itself. As time 
goes on even the computed loss from realistic depreciation will progressively 
diminish, while the indirect gains will amount cumulatively. In the long run 
the revenue is bound to reap a net benetit from reform. 

Mr. Tersorcu. This statement obviously is too long for me to 
cover here verbatim, and I propose to give as brief a summary as 
possible, and to organize my remarks I will present them as a dis- 
cussion of three questions: First, is this subject important; second, 
what is wrong with the present system; third, what should we do 
about it ? 

I believe very few of the subjects involved in this revision of the 
code are as important as this matter of depreciation. It gets its 
importance from the fact that the depreciation, or rather, the funds 
that are made available by depreciation when earned finance ap- 
proximately one-half of all business capital expenditures. And that 
is on the present very inadequate measure of depreciation. 

Our conclusion is that the present tax depreciation is not much 
more than two-thirds of what it should be and that a proper cal- 
culation would yield annual accruals of at least $6 billion in excess 
of those that now prevail; $6 billion was a very minimum estimate 
of the capital consumption of American industry that is being taxed 
as income. You can well conceive the stimulative effect that it would 
have upon investment, modernization, and improvement if that $6 
billion were made available as additional tax-free deductions, 

I do not think the proposition is subject to serious challenge that 
we have the worst tax-depreciation system of any major country in 
the world. 

Let me come now to my second question—what is it that is wrong 
with the present system? It combines two basic defects. First. it 
uses a method of writing off original cost which is grievously retarded. 
Secondly, the original cost itself is an inadequate measure that is 
based on capital consumption. 

As these gentlemen who have preceded me have emphasized, our 
practice since T. ]). 4422 has been to apply a straight line writeoff 
as nearly as possible over the full service life of assets—a step that 
is inherently a lag writeoff of capital and a lag method of capital 
consumption. 

Both experience, observation, and periodic analysis confirm the 
proposition that the loss of capital value is typically much greater 
in the earlier years of asset life than it is later on, and any realistic 
method of writeoff of depreciation must have a considerable measure 
of acceleration; that is to say the forward concentration of any asset 
life. 

Our studies indicate that a good system should write off at least 
two-thirds of cost in the first half of the service life and the other 
third in the seeond half. 

If we accept that criterion for the purpose of testing present tax- 
depreciation deductions, we find that even on an historical cost basis 
they are currently deficient by about $2.5 billion. Not only are they 
deficient currently, but they have an accumulated past deficiency 
since T, D, 4422 was put into effect of practically $30 billion. That 
much represents, so to speak, a backlog that is in principle due and 
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payable today. We do not ask, of course, that it be paid in a lump 
to taxpayers. I shall come to that matter later. 

The second defect is the inadequacy of original cost writeoff after 
a period of inflation such as we had in the last 10 or 15 years in this 
country. Our estimates again indicate that if depreciation were on 
a current cost basis or a current value basis rather than the historical 
cost basis, it would add at least $4 billion a year to the present 
accruals. 

I will offer one more figure. If the present price level holds 
indefinitely in the future, we will realize from here on out a total 
deficiency of about $70 billion over the remaining lives of now exist- 
ing assets, due to the difference between the dollars of acquisition and 
the dollars of recovery. That is a colossal sum, and it is hard for 
me to see how any responsible government can knowingly tax $70 
billion of real capital consumption under the guise of income. That, 
in a nutshell, is what is wrong with the system. 

My third question is what we should do about it. As you have 
heard, there is a considerable variety of proposals for improving the 
method of writing off the cost of assets. In the end, we come to the 
matter of preference. There is no clear right or wrong. We our- 
selves, however, have definitely settled upon the use of “declining bal- 
ance” depreciation at approximately twice the corresponding straight- 
line rate. That conforms very closely indeed to the theoretical stipu- 
lation of writedown, that it should write off two-thirds of the cost in 
the first half of the asset life. It has the great advantage that it is 
an overall plan; that it can be adapted to practically all forms of 
depreciation accounting and does not require the taxpayers to re- 
classify their assets or accounts; it can be superimposed on the pres- 
ent structure. That is reform No. 1. 

The second is to authorize the adjustment of asset values for depre- 
ciation purposes to reflect the shrinkage in the dollar since the assets 
were acquired. That should be done, in our opinion, by the use of a 
special index or set of multipliers promulgated by the Government for 
that purpose, each figure relating to the cost acquisition year. 

The procedure would simply be to have the taxpayers classify their 
net book values by the year of origin of the assets to which they relate 
and to adjust those remaining balances to restate them in current or 
1953 dollars. It is a one-time operation. It would not be prohibitively 
difficult and, once made, would require no further adjustment in the 
accounts. It would, of course, interrupt the cortinuity of the ac- 
counts on the “before and after” correction basis, but postcorrection of 
future depreciation could be routine. 

We are not insensible of the revenue angle here, and we have no 
thought of proposing an impossible bill of goods. Weare quite frank 
to say that if both of those recommendations were implemented im- 
mediately, the revenue loss would probably be prohibitive. In com- 
bination, they would add something like $10 billion a year for the 
first year, although the amount would diminish quite r apidly there- 
after; but the first year it would add about $10 billion to the present 
level of tax allowances. 

That $10 billion figure may puzzle you a little, but it reflects the 
fact that the application of “declining balance’ ’ depreciation would 
not only give a reasonably correct method of computing currently 
accurate depreci iation, but it would make an installment payment, so 
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to speak, on the catching up of the accumulated backlog of under- 
depreciation to which I referred earlier as a consequence of our past 
policy Vy. 

There are various w ays to ease into this reform. I can suggest a 
number of them, but I shall refer merely to three. 

One is to set a 5-year transition period. Let the taxpayers com- 
pute their depreciation by the existing and proposed method and take 
20 percent of the difference between the two computations the first 
year, 40 percent the second year, 60 percent the third, and soon. An- 
other possibility would be to correct the historical cost writeoff as an 
additional purchasing-power adjustment for that when completed. 
The third possibility would be to limit the reform of the writeoff 
method to hereafter acquired assets. That would, of course, start 
the revenue loss on a very small scale the first year or two and build it 
up gradually with the passage of time. But however the transition 
period is effected, we believe the goal ought to be kept clearly in 
mind and that nothing less than substantially what we have suggested 
can be accepted as a reasonable goal. And those goals, mind you, are 
anol strictly to a realistic—justifiably realistic—recovery of capi- 
tal; they have nothing to do with incentive depreciation, bonus, or 
subsidy ; they are simply what the taxpayers are honestly and reason- 
ably entitled to. 

I think I have said enough. 

The Cuamrman. Thank you for your statement. 

Are there any questions ? 

Mr. Urr. Mr. Terborgh, I just want to invite your attention to the 
problem that rev aluation would lead us into not only in machinery but 
in everything else. If we revalue the utilities on the 1953 dollar and 
not on the historical value, we would automatically increase their 6- 
percent allowable income rate and would practically have to double 
the rates to the consumer in order to give a proper return on their 
revaluation. Is not that correct? 

Mr. Trerrorew. I think I would like to comment on two aspects of 
your question. 

In the first place, I believe you exaggerate very greatly the blowup 
ratio. It would be true if all utility assets dated from prewar World 
War IT, that that blowup ratio would be approximately double, but 
actually the average utilities made such heavy installations in the 
postwar period at price levels that are not too different from what they 
are today, so that the blowup ratios range generally between 30 and 40 
percent. ‘That would be the general level of increase in the rate base 
and in the allowable depreciation. 

Of course, this does not prejudge the rights of State regulatory 
commissions to handle this adjustment for Federal income-tax pur- 
poses in a variety of ways. I should certainly hope they would go 
along with it for regulatory purposes, but what we are proposing is, 
first and foremost, the allowability for Federal tax purposes of a 
realistic depreci iation deduction, not just for utilities but for all busi- 
nesses. That will, if adopted, present certain problems to regulatory 
bodies—there is no question of that—and they will solve the problem 
in different ways and not all of them alike; but I am just calling atten- 
tion to the fact that (a) the blowup ratio is much lower than you im- 
ply, and (6) this would not be coercive in any respect on State regu- 
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latory commissions. They would have to solve the problem as their 
own conscience and judgment dictated. 

Mr. Urr. But it would present a terrific problem. To carry it fur- 
ther, let us put in the farmer. If you are entitled on machinery and 
equipment to revalue it in order to replace your equipment at the same 
figure—their historical value based on the 1953 dollar—say I am a 
farmer and I bought a piece of land for $500 an acre and today it is 
worth $1,000 an acre because of the depreciated dollar and I sell that 
piece of land for $1,000 an acre and want to buy another piece of land 
of exactly the same kind at the same price. I would have to pay a 
capital-gains tax on the $500 or $125. SoIam penalized. And the 
farmer is going to ask for exactly the same relief that the machine- 
tool people, the equipment people, and the utility people ask for, and 
so the thing spreads out to where it becomes a terrific problem. 

Then, if "I am allowed and permitted to double my value and there 
is simply a reassessment and I sell at the historical cost today, I would 
not pay any capital- gains tax, but on that revaluation theory I would 
take a capital loss of 25 perce ent, and it would cost the Government a 
considerable amount of money. 

It is much larger than just depreciation, because if we adopt that 
theory we are going to have to carry it out on all capital investments 
on the value of 1953. 

Mr. Tersorcn. I pointed out in my formal statement but did not 
have time to allude to it orally that the logic does require the restate- 
ment of the basis of property value for computation of the long-term 
capital gains and losses. There is no question about that. It is a 
practical question whether this is feasible. I do not believe it is too 
difficult, following the same technique we propose for blowing up 
depreciable property, namely, one set of official multipliers promul- 
gated by the Government for everybody’s use. It would not be any 
more difficult to rec ompute, based on the capital-gains calculation, 
than the blowup depreciation would. 

When you get to the short-term items, rapid-turnover items, there 
the problem vets more complex. You deal with that in part on the 
inventory LIFO assumption. But at the present time I do not think 
you have any problem except as to very long life positions, because 
we have had no significant inflation in the United States since 1948. 
We had a little but not enough to gag any. 

We could, if we wish, very readily confine the blowup adjustments 
to positions that were taken prior to 1948, for example, and that would 
automatically wash out the adjustment problem for all short-turnover 
items, short-term inventory, short-term liabilities, and so forth, and 
it would limit the problem at the present time to the depreciable prop- 
erty and adjustment for capital-gains purposes on nondepreciable 
property. 

I should add if you blow up depreciable property for depreciation 
purposes, you also ‘by the same act are blowing it up for capital gains 
calculation purposes. The only thing to round it out practically and 
eliminate any possible charge of discrimination in respect to the use 
of depreciable property solution would be to permit long positions— 
let us say pre-1948 positions—in connection with depreciable property 
to be blown up for capital gain or loss calculation by the same set 
of multipliers that are available to industry for depreciation adjust- 
ment. 
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Mr. Urr. I think the position is right so far as the taxpayer is con- 
cerned, but I was wondering what immediate effect it would have on 
revenue. 

Mr. Trrsoren. As I said, if you bought the whole bill of goods 
simultaneously, the adjustment for the lag writeoff method and the 
change in price level, if you did it by the double declining balance 
method of writeoff calculation, it would cost a lot of revenue the first 
reer The deductions, as I said, would probably increase by $10 
billion the first year, although they would be less after that. But we 
are suggesting, if it is prohibitive to put this reform in instantane- 
ously, let us fix upon a reasonable transition period and ease into it 
by degrees, 

Mr. Urr. Would you believe it would also increase the alienability 
of real arial ¢ 

Mr. Trersoreu. I beg pardon? 

Mr. Urr. Do you believe it would increase the alienability or the 
liquidi ity of real property, so much of which is frozen because they 
do not want to pay the capital-gains tax, because they cannot replace 
the property § f 

Mr. Trernoren. Yes; I think very much so. I do not need to am- 

plify the tremendous number of frozen-in positions which it would be 
advi antageous from the social and economic standpoint to have trans- 
ferred but which it would not be feasible to transfer at the present 
time because the change in the size of the dollar has deve loped fictitious 
c apital g rains which are, nonetheless, taxable because they are fictitious, 
and a base adjustment would pry the whole situation loose. 

The CHairman. Thank you very much. 

The next witness is Mr. Craig Smith, vice president, American Cot- 
ton Manufacturers Institute. 

Mr. Smith, we are glad to see you here, and if you will give your 
name and address and the capacity in which you appear to the reporter 
we shall be glad to hear from you. 


STATEMENT OF CRAIG SMITH, VICE PRESIDENT, AMERICAN 
COTTON MANUFACTURERS INSTITUTE 


Mr. Smiru. My name is Craig Smith, Mr. Chairman, and I am 
representing the American Cotton Manufacturers Institute. 

I have here a statement on which a number of my associates in the 
industry have collaborated with me, and we have condensed it con- 

siderably from what we originally had it. It will only take me about 
12 minutes to read it and with your permission I will proceed. 

The Cuarrman. That will be all right, and you m: Ly proceed. 

Mr. Smirn. I would also like to put in the record that Mr. Charlie 
Cable has contributed more than anyone else to the preparation of 
this statement. 

[ am president of Avondale Mills, located at Sylacauga, Ala. My 
appearance before the committee is on behalf of the American Cotton 
Manufacturers Institute, whose headquarters are in Charlotte, N. C. 
[ am first vice president of the institute, a trade association including 
in its membership about 85 percent of the total spindleage of the 
cotton-textile industry. 

My statement to this committee concerns the subject of depreciation 
and amortization. The solution of the depreciation problem involves 
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the future well-being of all the American people. It involves their 
ability to produce more, to earn more, to enjoy more of the countless 
material items which endow America with the world’s most bountiful 
living scale. Moreover, this subject directly concerns the security 
of the American people, as it affects the vitality of those basic indus- 
tries which produce guns, military vehicles, aircraft, and battleships. 

What we are all interested in is the long-range condition of Amer- 
ica’s economy. Of course, we hope to avoid a depression or serious 
recession. Further, we seek the creation of incentives which will keep 
the economy dynamically alive and moving forward, for the greater 
good and lasting benefit of everyone. 

Economic progress in the United States has always been related 
to industrial growth. The foundations for such growth have been 
distorted during the past decade by abnormal conditions of wars and 
emergencies. Today we are concerned with the problem of buttress- 
ing these foundations as the economy gradually makes the shift from 
a wartime to peacetime basis. American business urgently needs to be 
placed in a position to take advantage of technological improvements 
in the tools of production at the earliest possible moment. 

The United States Government itself, in World War II and the 
present Korean emergency, recognized the great incentive created by 
accelerated depreciation. As a matter of fact, Government records 

show that the expansion of defense plants since 1940 will create by 
1955, through provisions for accelerated depreciation, a doubling of 
America’s total industrial capacity. 

The immensity of the tasks imposed on American industry by World 
War II required widespread construction of defense plants by the 
Government itself. However, from September 1940 through July 
1945, some 28,000 certificates of necessity were issued. Through this 
necessity certificate program, $6.7 billion in new defense production 
facilities were added to the capital assets of all corporations, which 
totaled $100.2 billion as of December 31, 1939. Thus the growth in 
industrial capacity resulting directly from this program during the 
World War II period amounted to 6.7 percent. 

As of December 31, 1949, the capital assets of all United States 
corporations totaled $134.6 billion. A few months thereafter, the 
South Korean invasion was the signal for mobilization. Over the 
intervening months since then, some 17,000 certificates of necessity 
have been granted to firms engaged in the manufacture of armaments 
and military material. By December 31, 1952, authorizations under 
the necessity certificate program totaled $24.2 billion, roughly an 18- 
percent growth in capital assets during that part of the Korean war 
period. 

This country’s vast defense mobilization programs were developed 
by application of the principle of rapid depreciation deductions as 
the most effective means of attaining necessary industrial expansion. 

Generally speaking, section 23 (1) of the Internal Revenue Code 
presently permits a reasonable allowance for the exhaustion, wear 
and tear of property used in trade or business (including reasonable 
allowance for obsolescence). Before 1934, the administration of this 
provision of the Internal Revenue Code permitted business consider- 
able leeway in the determination of what constituted reasonable allow- 
ances. “Reasonable” was interpreted as being pretty much in accord 
with general practice. In 1934, the Treasury ‘promulgated T. D. 4422 
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and introduced the Bureau of Internal Revenue’s Bulletin F, which 
spells out in detail the useful life of machinery, equipment, and build- 
ings as a basis for business to figure depreciation. 

The result of the Treasury’s administration of depreciation deduc- 
tions from 1934 to the present time has been to extend the depreciable 
lives of capital assets, thereby greatly delaying reinvestments in new 
plant and newer types of equipment by American business everywhere. 
Over this period of time its cumulative effect has been to curtail in- 
centive and reduce the otherwise attainable standard of living of 
the American worker. It is our view that this policy should be aban- 
doned immediately for one which should authorize the taxpayer, 
within certain limitations, to recover the cost of depreciable property 
in accordance with his own judgment as to its useful and competitive 
life. We believe that legislation providing flexible depreciation allow- 
ances pursuant to the taxpayer’s judgment computed in a consistent 
manner would provide American industry with the incentives to guard 
against the threat of future depressions. 

It is our understanding that the Treasury Department and the 
Bureau of Internal Revenue basically agree with our proposal. In- 
structions regarding liberalized depreciation allowances issued by 
Internal Revenue Commissioner T. Coleman Andrews on May 12, 
1953, clearly indicate their desire to reverse the previous rigid policy 
regarding depreciation allowances by regulation immediately, to 
whatever extent possible. Nevertheless, to improve our competitive 
efficiency, to provide incentives for greater effort, to encourage private 
saving, and to continue to raise the standard of living of the American 
worker, amendatory legislation is still needed. 

New, improved types of productive equipment can reduce consumer 
prices while supporting higher wage levels for skilled labor and at 
the same time this increased productivity can provide the margin for 
much higher depreciation charges than those presently permitted. 
The experience of the textile industry in World War II with new 
plants built under necessity certificates definitely supports this fact. 
Further, America’s experience at that time clearly indicates that if 
productive facilities are needed by a nation, such measures provide the 
incentive for their construction. 

The following recommendation has been unanimously approved by 
the American Cotton Manufacturers Institute at its annual meeting 
held in Palm Beach, Fla., during March 195: 


OUR RECOMMENDATION 


That the Internal Revenue Code be amended to permit taxpayers 
to elect to depreciate productive equipment on the basis of its useful 
life as determined by them. However, the useful life of buildings 
shall be determined to be not less than 10 years; in the case of ma- 
chinery, it shall be not less than 5 years, except that short-lived per- 
sonalty such as automobiles shall be limited to a useful life of not less 
than 2 years. ‘There is no restriction as to maximum life in this pro- 
posal. 

We wish to emphasize that this recommendation provides a sound 
safeguard ag'ainst future economic depressions for the following 
reasons : 
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(1) Such incentives will stimulate industry to purchase new ma- 
chinery sooner and thus lead to greater production of better quality 
products at lower costs. 

(2) More goods at lower costs will, in turn, bring about further 
increases in the Nation’s living standard. Wage earners will be helped 
all along the line from those who produce the raw materials through 
those who install the equipment or erect the buildings, as well as the 
employees of the purchasers who operate the mac hiner y. Add to this, 
the ability of consumers of the product to get it at a lower price. 

(3) Accelerated recovery of plant investment through elective de- 
preciation rates would soon bring manufacturers who make such elec- 
tions to the point where they had charged off the entire cost of exist- 
ing plant, with consequent high tax liabilities. This would create 
additional incentives to build new plants, so that depreciation de- 
ductions would again be available to them. 

(4) This cycle would maintain the machine and machine-tool indus- 
tries at a high production level. This result would occur regardless 
of whether or not Government orders were available to the durable 
goods manufacturers. It is obvious that this sequence of events tends 
to check economic depressions, 

(5) Accelerated depreciation would be a great boon to small busi- 
ness, Which has terrific difficulty under present conditions in financing 
7 required expansion. 

6) This plan should have the effect of increasing Government reve- 
a over the long period, because cost reductions mean more profits 
to be taxed. Even in the first year of the operation of such a plan, it 
is contended that the revenue loss, if any, should not be great. Al- 
though some taxpayers will pay less taxes in that first year, because 
of accelerated depreciation on productive equipment, this revenue loss, 
if any, will be largely offset by the increased earning power gener: ated 
by this legislation. 

(7) Our economic goal for the long term should be to maintain the 
productive capacity of our Nation in better shape than that of any 
potential enemy. One of the best ways to accomplish this is to create 
incentives for the businessmen of the Nation to _— their plants as 
modern and efficient as improvement in the Nation’s technology 
permits. 

The American Cotton Manufacturers Institute submits that the gen- 
eral program for flexible depreciation allowances at the election of 
the taxpayer provides the entire industrial structure of the Nation 
with a stronger basis for sustained economic development. More 
liberal depreciation rates have the effect of attracting investment 
funds, thereby encouraging increased production of plant and equip- 
ment, which is a major stimulus to prosperity. 

Granting of the election to taxpayers recommended herein does not 
involve any subsidy or special privilege to business. Elective depre- 
ciation only postpones tax; it does not exempt from tax. Only the 
cost of depreciable facilities may be deducted over a shorter or longer 
period. The shorter period, however, encourages business initiative 
to the fullest extent, especially in the case of small business. 

Although we do not pretend to be legislative draftsmen, we have 
attached to the copies of this statement the rough draft of a bill for 
submission to Congress. In developing these tax recommendations, 
we have tried to face the facts of our current national situation and to 
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formulate a depreciation program that will serve the interests of all 
the American people. 


A BILL To stimulate the continued growth of American business and further improve the 
living standard of the American worker 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, 

Secrion 1. That section 23 (1) of the Internal Revenue Code (relating to 
deductions from gross income for depreciation of certain property) is amended 
by inserting after clause (1) (2) the following: “Provided, however, in com- 
puting with respect to any property, its period of useful life may be determined 
at the election of the taxpayer but, in the case of real property, such elected 
determination shall be not less than ten years, and, in the case of personal 
property, such elected determination shall be not less than five years except in 
the case of automobiles, trucks, small tools, and short-lived personalty in which 
case such elected determination shall be not less than two years. The taxpayer 
shall, in such manner as the Secretary shall prescribe, notify the Secretary of 
the period of useful life elected by him with respect to each property, at the 
time his first return claiming such elected depreciation rates for each property 
is filed, and the period so determined shall be binding with respect to such 
property for all succeeding taxable years, unless the Secretary consents to a 
determination by the taxpayer of a different period of useful life with respect 
to such property.” 

Sec. 2. The amendment to the Internal Revenue Code made by this Act shall 
be applicable to all taxable years ending after the date of the enactment of this 
amendment. 


Mr. Chairman, I came 900 miles to read that statement and I thank 
you very much. 

The Cuarrman, All right, sir; we thank you. 

The next witness is Mr. A. M. Freeman, chairman, taxation com- 
mittee, Radio-Television Manufacturers Association. 

Mr. Freeman, we are glad to have you here and if you will give your 
name and the capacity in which you appear to the reporter, you may 
proceed. 


STATEMENT OF A. M. FREEMAN, CHAIRMAN, TAX COMMITTEE, 
RADIO-TELEVISION MANUFACTURERS ASSOCIATION 


















Mr. Freeman. My name is A. M. Freeman, and I am manager of 
the tax division of RCA Victor division of Radio Corporation of 
America. 

I appear here today as chairman of the tax committee of Radio- 
Television Manufacturers Association, 

Mr. Chairman, I came to Washington today behind the train wreck 
on the railroad, and as a result we have been unable to complete the 
written statement and request permission to file that at a later date. 

The Cuatrman. Without objection, it is so ordered. 

Mr. Freeman. Thank you, sir. 

(The prepared statement is as follows :) 


STATEMENT ON DEPRECIATION BY A. M. FREEMAN, CHAIRMAN, Tax COMMITTER, 
RaApI0-TELEVISION MANUFACTURERS ASSOCIATION 





The Radio-Television Manufacturers Association is composed of most of the 
manufacturers of radio and television equipment in the United States. Because 
of the rapid technological advances which have been made in recent years, these 
manufacturers have more than the usual interest in the statutory provisions and 
Treasury policies relating to depreciation of plant and equipment. These com- 
panies are particularly affected by extraordinary obsolescence caused by these 
rapid changes and for which there is no provision made by the code or Treasury 
policies. 
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The statutory language providing a depreciation deduction for exhaustion, 
wear and tear, including a reasonable allowance for obsolescence, has remained 
unchanged for many years. In the early years of the Federal income-tax system, 
very littke emphasis was placed upon the size of the charges allowed for the 
exhaustion, wear and tear, and obsolescence of the property and equipment used 
in manufacturing or otherwise producing income. In 1934, however, the need 
for revenue became acute because of the decrease in income-tax receipts caused 
by the depression and various plans were advanced for increasing Federal in- 
come. One of these was a straight percentage reduction in the then permitted 
deduction for depreciation. This was a rather arbitrary approach to the revenue 
problem, and in order to avoid it, the Treasury suggested that a “useful life” 
concept be used as a standard for depreciation. This proposal would gage de- 
preciation deductions by the number of years the property could be used for 
the production of income and would require that, in case of a dispute, the tax- 
payer have the burden of proof to show the correctness of his “useful life” 
estimate. The Treasury suggestion was adopted and the useful life concept has 
been with us ever since. 

In implementing this policy, bulletin F, which sets out the Treasury’s estimate 
of the useful life of most depreciable articles, was revised and, other than an 
additional revision in 1942, has remained substantially unchanged. As a result, 
the useful life concept has become very rigidly based upon determinations made 
in 1942, which are obsolete for determining the useful life of modern productive 
equipment. While bulletin F is not binding on the taxpayer, it sets a standard 
from which revenue agents are reluctant to deviate. 

This rigid approach caused by bulletin F when combined with the requirement 
that the taxpayer have the burden of proof of showing that his depreciation rate 
is correct gives rise to most of the depreciation tax problems that taxpayers have 
today. In determining a depreciation deduction, our manufacturers generally 
are concerned with three considerations, all of which are complicated by the 
present rigidity and obsolescence of bulletin F. 

First, there is the physical aspect, for it is necessary for the taxpayer to fore- 
see how the particular machine will wear. Whether it will last 5 years, 10 
years, or longer, will depend a great deal upon how it is maintained and its work- 
load requirements. It is possible, of course, to look at past experiences with 
similar property as well as past production records to determine with reasonable 
accuracy what production demands will be made upon a particular machine for 
a foreseeable future period. If this was the only consideration, the useful life 
theory might be workable. 

Next, there is the efficiency aspect for which the taxpayer must predict how 
long a machine will produce within the tolerances required by that particular 
manufacturer. For 1 manufacturer, a lathe may be unable to meet the exacting 
tolerances required after only 5 years of use, while the same lathe may be used 
by another manufacturer for a different process and may meet the tolerances 
there required for a 10- or 12-year period. Both manufacturers have valid 
vases for different depreciation rates, but bulletin F will require that they use 
substantially the same rate. Obviously, the useful life for each manufacturer 
is different, and his tax rate should refiect the useful life to him rather than an 
objective useful life determined by the Treasury Department. 

These two considerations alone would be sufficient to argue effectively against 
a hard-and-fast useful-life approach to depreciation such as taken by bulletin F, 
but there is a third factor which is almost impossible of prediction and to which 
the present depreciation policies for tax purposes fails to give more than passing 
consideration—that factor is extraordinary obsolescence. Not the predictable 
obsolescence arising after a long period of years wherein a number of improve- 
ments gradually have been made so that a new machine is developed to perform 
the same function, but obsolescence purely because of rapid technical improve- 
ments either in the productive capacity of a particular machine or because the 
item produced by the machine is no longer desired by the consuming public. 
A clear case of this arose in recent years in our industry. The initial television 
sets had 7- to 10-inch picture tubes and various manufacturers purchased ma- 
chines capable of producing this type picture tube. Now, after-little more than 
6 years, the emphasis is on picture tubes of the 24- to 27-inch variety. Under 
the useful-life theory, the 7- to 10-inch productive equipment would still be 
useful and is not at all worn out, but as a practical matter it has little economic 
value to the tube manufacturer because he is unable to sell this type tube. Con- 
sider this with the productive needs that color television will bring and the 
financial problems caused by this depreciation policy are even more apparent. 
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It is in this area that the useful-life theory as implemented by bulletin F fails 
completely because it is impossible to predict in cur dynamic economy how soon 
a highly complex piece of machinery will be obsolete, not because it is worn out 
but because it was designed to produce an item the public no longer desires. 

The result of this Treasury policy to base depreciation only upon a rigidly 
determined useful life of the article concerned works to deter the replacement 
by manufacturers of machinery which is no longer efficient. More and more 
corporations have on hand machinery and other equipment which they would 

ke to replace because of improvements which have been made in recent years, 
but they find it impossible to do so because of the huge losses they would have 
to sustain in order to dispose of the old equipment not yet fully depreciated. In 
effect, this tax consideration is causing our productive plants to age uneconom- 

ally and in this way reduce the efficiency of our production 

To meet this problem, the rigid builetin F should be discarded and a plan 
adopted with greater emphasis on the current earning power of the property 
being depreciated. This would not insure against an entrepeneur facing equip- 
ment losses because of new developments in machinery or in the market place 
but it would permit the manufacturer to recover his investment from the earnings 
lerived from the property itself 

This approach to the depreciation problem could be worked out administra- 
tively in several ways, but to avoid the situation that has developed under 
bulletin F, where an advisory standard has become the controlling one, it 
would seem more desirable to have the taxpayer, at the time of the acquisition 
of the depreciable property, set a depreciation schedule for the recovery of his 
investment. Such a determination by the taxpayer, of course, could not be 
arbitrary or capricious, and if such was the case, the Commissioner could 
require that a more realistic rate be used. The taxpayer being in the business 
would know better than anyone else how long a machine would last and what 
the chances were of its being replaced either because of improvements in mapn- 
ufacturing techniques or by a change in consumer demand. 

Che first reaction to this suggestion is that most taxpayers would immediately 
deduct as an expense in the year in which purchased the total cost of the 
depreciable property. Under the association’s proposal, this would not be 
possible other than in very exceptional cases, because any depreciation rate 
which the Commissioner thought arbitrary or capricious could be upset by him 
and the taxpayer required te present the reasons for his adontio f the rat 
Since a 1-year writeoff in most cases would be very, very unusual, it would 
seem apparent that complete deduction in the first year would almost never 
be possible, This recommendation, if adopted, would permit increased deduc- 
tions in depreciation in some areas and cause some revenue loss during the 
early years of this plan. Of course, when the actual productive life of an asset 
has equaled the taxpayer's original estimate, there will be no subsequent deduc- 
tion for depreciation, and if the asset is continued in use the taxpayer will have 
to pay tax on a greater net income, 

While revenue demands are of great importance today, consideration should 
be given to the needs of the economy in the constant replacement of machines, 
and therefore, revenue requirements should not be such an important factor in 
governing equipment replacement. It should be the aim of the Treasury, as well 
as of the Congress, to adopt a policy that will give due weight to both these 
considerations. It is our recommendation that the taxpayer be permitted to set 
his own depreciation rate subject to the limitation that it be neither arbitrary 
nor capricious. This new program should apply to all depreciable property, 
presently held and subsequently acquired, although if revenue considerations 
require it the change to this plan could be subject to some time limitation. 


Mr. Freeman. The Radio-Television Manufacturers’ Association is 
composed of most of the manufacturers of radio and television equip- 
ment in the United States. Because of the rapid technological ad- 
vances which have been made in recent years, these manufacturers 
have more than the usual interest in the statutory provisions and 
Treasury policies relating to depreciation of plant and equipment. 

Historically, the provision in the Internal Revenue Code, and prior 
revenue acts for the allowance of a deduction for depreciation—that 
is a reasonable allowance for exhaustion, wear and tear, and includ- 
ing a reasonable allowance for obsolescence, have remained virtually 
unchanged throughout the years. 
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In the early years of the Federal income-tax system very little 
emphasis was placed upon the size of the charges of depreciation. 

In 1934, with the acute need for revenue because of a decrease in 
income-tax receipts during the depression, the Treasury Department 
developed the policy of restricting the depreciation deductions. This 
was done by establishing the theory of useful life of an asset as the 
basis for computing the allowable depreciation deduction. The Treas- 
ury Department also brought out bulletin F which was intended as 
a guide to the useful life of various types and classes of assets. Bul- 
letin F also states the suggested life. However, over the years, bulletin 
F has become recognized, particularly by revenue agents, as a stand- 
ard guide. 

We do not take particular exception to the useful-life theory of 
determining depreciation deductions, but what we do not like is 
the nonrecognition of the taxpayer’s own determination of the prob- 
able useful life, which determination the taxpayer must make at the 
beginning when he acquires the asset. This determination is com- 
monly upset by the recognition that is given to bulletin F as a stand- 
ard and by the retrospective viewpoint of the revenue agents in later 
years. 

In an industry such as ours with rapid technological advances in- 
sufficient recognition is given to the extraordinary obsolescence of 
assets. 

A clear case of this arose in recent years in our industry. The 
initial television sets which were produced had 7- and 10-inch picture 
tubes. Various manufacturers purchased machines capable of pro- 
ducing this type of picture tube, and now after only the passage of 
6 years, the emphasis is on picture tubes of 24-inch and 27-inch size. 

Under the useful-life theory the 7- to 10-inch productive equipment 
would still be useful, and it is not all worn out, but as a practical 
matter it has little economic value to the television manufacturer 
because he is unable to sell this type tube. 

With the productive needs that color television will bring and the 
financial problems caused by this depreciation policy, and the inequi- 
ties thereunder are even more apparent. 

It is in this area that the useful-life theory fails completely, because 
it is impossible to predict in our dynamic economy how soon a highly 
complex piece of machinery will be obsolete, not because it was worn 
out, but because it was designed to produce an item that the public 
no longer desires. 

Some 2 or 3 months ago the Commissioner of Internal Revenue an- 
nounced the current policy with regard to the allowance and review 
of the deductions claimed by taxpayers for depreciation. This policy 
is that the taxpayer’s determinations shall be given much greater 
weight and are not to be upset or disallowed except for substantial 
evidence—evidence of substantial error. This action by the Commis- 
sioner was well received by our members, but the action also shows 
that the depreciation allowance, for which statutory provisions have 
not been changed in many years, is still at the mercy of the policy of 
the administrators. 

We feel that congressional action should be taken to eliminate this 
situation and that due recognition should be given to the determina- 
tions made by the taxpayers. 
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We recommend that an appropriate change be made in section 23 (1) 
of the code whereby the taxpayers would determine the life of the asset, 
with the Bureau having the power to overrule only if the determina- 
tion by the taxpayer w as arbitrar ily fixed or capricious. 

Thank you, sir. 

The CuarrMan. Thank you very much for your statement. 

The next witness is Robert E. Freer of Washington, D. C. 

Mr. Freer, we are glad to see you and if you will give your name 
and the capacity in which you appear to the reporter, we will be glad 
to hear your statement. 


STATEMENT OF ROBERT E. FREER, WASHINGTON, D. C. 


Mr. Freer. My name is Robert E. Freer and I am a lawyer and 
partner in the firm of Freer & Galvin in Washington, D. C. 

I appear here in support of the Dondero bills, H. R. 421 and H. R. 
426, both proposing amendments to section 124 of the Internal Revenue 
Code. Representative Dondero has been here and has spoken for his 
bills this morning. 

I appear on behalf of my client, Mr. Charles A. Pipenhagen of the 
Capson Manufacturing Co., of Chicago, who will also ask for a little 
time here this morning. 

We are very pleased to be able to be here. Representative Dondero 
has introduced a similar bill to H. R. 426 in, I think, 2 or 3 previous 
Congresses, but there have been no hearings held on the bill at any time 
either during the last session or this session as there has yet been no 
reports made by the executive department. 

The CHarman. We have been awaiting those reports. 

Mr. Freer. I understand that because of the lack of reports the 
committee has been unable to set a hearing on the bill. 

The CuatrMan. That is right. 

Mr. Freer. I understand now that those matters are pending with 
the Bureau of the Budget—at least the Office of Defense Mobilization 
has told Congressman Dondero that they have prepared a report, but 
it is pending with the Bureau of the Budget. 

I assume the Treasury report must be in the same situation. 

All previous suggestions that were made at any previous time when 
reports were rec eived to earlier versions of this bill, have been made by 
Representative Dondero in the present bills which are before you. 

I may say that his preference and my preference and that of Mr. 
Pipenhagen is for H. R. 421 rather than H. R. 426, although they 
have the same objective. The difference lies mainly in the method 
of certification and the necessity of the product that is manufactured 
for the war effort. 

H. R. 421 provides that the Secretary in the Defense Department 
shall certify to it, and the other puts it on the taxpayer to show what 
he made was necessary for the defense effort, which brings me to the 
dramatic problem to which these bills are addressed. 

There were a number of small-business men—Mr. Pipenhagen is 
only one of them—who put their own money and their wives’ money 
and borrowed money into acquiring machines, tools, dies, jigs, and 
other things to do a job for our Government during World War IT, 
and who at the end of the war found themselves with less money 
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than they started with, but who still received presentations of awards 
for the services which they had magnificently performed and met 
deadlines -o provided materiel for war. Mr. Pipenhagen worked 
on a very portant gun and he was presented along with these 
awards a bill tor a tax deficiency based on the fact that. the machin- 
ery that was no longer useful to him must be depreciated over 25 
vears or 20 years or other periods and could not be written off, and 
there was his property sitting out there in the backyard or in the 
ware ‘house. The property was still there but it was no longer useful 
machinery. 

yw, Congress had the extraordinary foresight provided in section 

a) that a man who was faced with that problem could go out 
and could get a certificate which would permit him to amortize the 
property over 5 years, but a great many of these small-business men 
did not have the k ind of help or means or other facilities to let them 
know of it, and when the y found out about it, it was too late as Presi- 
dent vical had declared the end of hostilities. While in many 
instances the tax collectors were very sympathetic, there was nothing 
they could do about it. 

I have represented Mr. Pipenhagen before the Tax a of the 
United States, and we have settled claims for 1 year, but there are 
ome other years open in his case. I had pre pared for him last year 
i little statement regarding the previous version of this bill, which I 
would like to ask the reporter to include in the record. 

The CuarrmMan. Without objection it will be included. 

(The matter referred to is as follows:) 


STATEMENT OF Rospert FE, FREER UPon BEHALF oF C. A. PIPENHAGEN REGARDING 
H. R. 421 anp H. R. 426, 88p CoNGress 


Small-business concerns manufacturing civilian items at the outbreak of 
World War II often received invitations to bid on war work. During the war, 
speed of production was essential and requirements of prompt delivery in their 
prime or subcontracts made it necessary that these small business concerns buy 
tools, machinery and equipment specifically adapted to performance of such 
contracts within days, sometimes within hours, after the contract was received. 

Very often it was necessary in securing this special equipment to buy machin- 
ery, tools, jigs, dies, etc., which, while 10 to 20 years old at the time, were adapt- 
ed to the purposes for which secured, and for which wartime prices had to be 
paid. 

As an inducement to such manufacturers to buy tools and machinery instead 
of waiting on the Government to provide them, Congress with extraordinary 
foresight permitted all such manufacturers to apply for and obtain a certificate 
of necessity permitting the amortization over a 60-month period of such special 
machinery bought under these circumstances. Because Congress recognized 
that such equipment would have no use or very little use on the cessation of 
hostilities, and yet often had to be acquired at wartime scarcity costs far in 
excess of postwar normal replacement costs, section 124 of the Internal Revenue 
Code provided that war-production manufacturers securing certificates of neces 
sity might employ such specia) (5-vear) amortization rates rather than normal 
(generally 10 years) depreciation rates in writing off the cost of such wartime 
machinery. 

Many small-business men however were without qualified administrative per- 
sonnel and were themselves so busily engaged in producing the materials by 
which the United States was able to emerge victorious in the war that they failed 
to learn about or to procure such certificates prior to the end of hostilities. 
Then, along wih thanks from the services for whom they had performed so 
admirably, they received also notices of tax deficiencies from the Bureau of 
Internal Revenue. 

Many of these small businesses with prewar and postwar annual net incomes 
limited to $25,000 to $100,000 achieved annual net incomes during the war years 
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of $300,000 to $500,000 and above, a great part, sometimes almost all, of which 
was invested in special machinery useful only to do the wartime job. 

For small businesses who either went uninformed or failed to understand or 
appreciate the importance of obtaining certificates of necessity only the passage 
of H. R. 421 or H. R. 426 can now avert the consequent loss resulting from taxa- 
tion as income of earnings reinvested in machinery useless except for war produc- 
tion. 

H. R. 421 and H. R. 426 both propose to allow relief to small-business men in 
this position by permitting a taxpayer who had not heretofore elected to take an 
amortization deduction under section 124 to apply for the proper certificate 
retroactively. To take advantage of this provision of H. R. 426, the taxpayer 
must show that the machinery or equipment he bought during the war period 
was in fact necessary in the interest of national defense. 

Section 124A recently added to the Internal Revenue Code permits present 
defense work manufacturers to currently apply for similar certificates of neces- 
sity permitting similar amortization of such machinery acquired for present 
defense contracts. The appropriate administrative machinery set up to admin- 
ister section 124A is, therefore, available to the Bureau of Internal Revenue to 
make a retroactive determination of the factual claiming of necessity required 
for the administration of H. R. 426. 

Under H. R. 421 and 426 the cost of machinery bought under priority at, let 
us say, $5,000 early in 1942 and junked at $500 late in 1945 could be amortized 
retroactively over the years 1942-46, inclusive, thus making the tax-accounting 
consistent with the actualities of its useful life in the specialized use for which 
it was acquired (and in which generally it was used 24 hours a day instead of 
6 or 8) and consistent also with the intent of sections 124 and 124A of the 
Internal Revenue Code relating to certificates of necessity permitting amortiza- 
tion of such limited-use machinery. 

It appears to be greatly in the interest of small business to enact one of these 
bills in order that those smaller manufacturers who served their country so well 
during World War II’s hostilities will not now be forced into bankruptcy through 
imposition of taxes on wartime net incomes which are inflated by inclusion 
therein of the undepreciated half or more of the cost of now useless or wornout 
special tools and machinery acquired to do the wartime job. All income spent 
for equipment useful or lasting only 5 years should be charged off during its 
useful life—not one-half only charged off. 


Mr. Freer. I would like to ask that you hear Mr. Pipenhagen, who 
can tell you completely the situation that he and other small- -business 
men are faced with. 

The CHairman. We thank you very much for your observations. 

The next witness is Mr. Charles A. Pipenhagen, manager of the 
Capson Manufacturing Co., of Chicago, Il. 

We are glad to see you here, Mr. Pipenhagen, and if you will give 
your name and the capacity in which you appear to the reporter, we 
will be glad to hear you. 


STATEMENT OF CHARLES A. PIPENHAGEN, MANAGER, CAPSON 
MANUFACTURING CO., CHICAGO, ILL. 


Mr. Pirennacen. My name is Charles A. Pipenhagen and I am 
manager and a partner in a small-manufacturing business known as 
the Capson Manufacturing Co., in Chicago. 

I am attending this session in the hopes of contributing a few 
thoughts in connection with H. R. 421. 

I would like to read this very brief statement, with the chairman’s 
permission. 

The Cuarrman. You may proceed. 

Mr. Prrennacen. In the all-out emergency of World War I, it was 
frequently necessary for the procurement agencies to urge manufac- 
turers to greatly expand their plants and equipment to produce an ever- 
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widening variety of emergency facilities, in many instances foreign to 
anything regularly being “made. 

As an inducement to manufacturers to use their own money in 
acquiring the equipment needed Congress had enacted section 15 4 of 
the Internal Revenue Code which prov vided for issuance of a certificate 
of necessity which permitted amortization of the cost of such equip- 
ment over the period of the war or 60 months. 

Great publicity was given to the certificate of necessity and the 
amortization provisions, but we have not been able to find one word 
as to when, where, or how to apply for such certificate. This explains 
why many small manufacturers were caught by the sudden ending of 
the war and the termination of issuance of all certificates of necessity. 

Now, nearly 8 years after the war there are still many smal] manu- 
facturers who are in trouble. They purchased a lot of equipment 
(often at the demand of Government expediters) which they have 
been unable to sell because it was used and frequently old when pur- 
chased and have not been able to use since the war. 

The sale by the Government of much high grade and virtually new 
equipment at bargain prices, killed any market there might have been 
for used prewar machinery. 

Ever since V—J Day and the sudden termination of the issuance of 
the certificates of necessity, there have been bills before Congress to 
give those who did such a splendid job in meeting the war emergencies 
an opportunity to settle their accounts with the tax collector as though 
they had received the certificate to which they were entitled. 

All objections to the early bills that it w ould be costly to set up an 
organization to pass upon questions that might be raised has been met 
by the tax law of . 0 which again provided for the certificate of 
necessity and under which there is now a complete organization trained 
to pass upon all questions involved. 

H. R. 421 now before the House Ways and Means Committee puts it 
up to the Secretary of War or the Secretary of the Navy, as the case 
may be, to certify that such facility was necessary in the interest of 

national defense dtiring the emergency period. They surely know 
whether items they ordered were necessary in the national defense. 
This bill definitely limits the right to the amortization deductions to 
equipment used for production of actual war items produced during 
the period after December 31, 1939, and before September 30, 1945, the 
same as though the taxpayer had applied for and received the certifi- 
cate as originally intended. 

There are still cases pending in the tax collector’s offices which could 
be quickly disposed of if the law permitted amortization deductions 
of 20 percent instead of the 5 to 10 percent allowed by the revenue 
agents. 

Enactment of H. R. 421 will quickly dispose of these cases to the 
equity of all concerned. 

It seems hard to believe that in this great country of ours men 
could be put out of business because they spent too much of their own 
money and too soon to produce the equipment so urgently needed by 
our fighting forces to win the war. 

Ear rly enactment of H. R. 421 is sincerely urged. 

Mr. Dondero suggested that I make a brief statement to this com- 
mittee of our own experience. I will take only a few minutes of your 
time. 
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I was operating in 1942 a small plant employing four men manu- 
facturing garden tools and metal items. We were called upon by 
representatives from the Naval Ordnance Plant at Detroit to quote 
prices on eight numbers of special-service tools required for the manu- 
facture of a particular antiaircraft gun, which had just been put into 
production. 

As a result of that quotation, we were asked to come to Detroit and 
go into the situation. I went with these men to Detroit and, as a result 
of it, we were given orders to make 14 different tools. 

From the beginning in June of 1942 to the end of the war, we 
produced in excess of $1 million worth of gun parts and service tools 
for this antiaircraft gun. 

We purchased approximately $96,000 worth of machinery, and 
much of this machinery was old. Some of it was more than 40 years 
old, and in fact it was so old that no machinery dealer would put it on 
his floor. It was purchased from small shops who were practically out 
of business because of the war and who were willing to sell the machin- 
ery at fancy prices 

We tried during the progress of the war to get information regard- 
ing the certificates of necessity. Our bookkeeping was done by an 
outside auditor, to whom that problem was assigned, and we subscribed 
to several services well known for information, but in the high pressure 
of daily production, I was unable personally to follow through, with 
the result that before I could realize it the V-J Day had arrived and 
the President had announced the ending of the emergency period and 
the termination of the issuance of certificates of necessity. 

The revenue agents did not visit our establishment until 1946, 

During the war we had paid taxes of $180,000. We had left for our 
own use no money, no cash, but a lot of used machinery for which there 
was no market, and for which we have found very little work. 

It has taken us 7 years to turn that overexpanded plant back to a 
basis where it iain a profit. 

I am very happy to state that at the beginning of this year we sent 
the revenue agents a check for $2,500 as the obligation we expect will 
develop from this year’s operations. 

We still have our case pending in the tax office. At the present time 
they are asking the payment of $65,000. This is in addition to all] that 
we have already paid. 

Our plant was recently appraised. ‘lhe machinery was valued at 
slightly over $15,000 at today’s price, if we could find buyers. 

There are a few of the machines that could be sold, but many of 
them are so old that machinery dealers will not pay the expense of 
moving them from our shop to their stores. 

If If. R. 421 is enacted we, and a great many other small operators 
who were caught as we were caught, can very quickly settle their tax 
cases in an equitable way. Some of us may even be able again to 
build up a business that can show a profit and pay taxes. 

Gentlemen, I thenk you very much for this privilege. 

The Cuamman,. Thank you very much for your appearance and for 
the appearance of your attorney and for the information you have 
given us. 

Mr. Prrennacen. Thank you. 

The Cuatrman. The committee will now stand adjourned until 10 
o'clock tomorrow morning. 
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(The following material was submitted for the record on topic 20:) 


STATEMENT OF AMERICAN FEDERATION OF LABOR RE Topic 20, DEPRECIATION AND 
AMORTIZATION 


The American Federation of Labor is opposed to any amendment in provisions 
governing depreciation allowance that would permit increased tax avoidance. 
Current proposals to allow depreciation deductions to be taken 20 percent yearly 
over a period of 5 years regardless of the length of the useful life of the capital 
asset would certainly be contrary to tax equity and the best interest of the 
Government and taxpayers generally. 

Revenue loss under such proposals would be considerable since it would usually 
occur in periods of high income and inflation when tax collections should remain 
high, not only for their deflationary effect but also to permit reduction of Govern- 
ment debt. 

Increase of depreciation allowances as proposed would afford tax reductions 
to those businesses which employ physical assets at the very time there should 
be no tax reduction. Such reduction would be inequitable since it would dis- 
criminate against those whose business might require considerable capital and 
very little in the way of physical assets. 


STATEMENT SUBMITTED BY JOHN E, LAUGHLIN, JR., COUNSEL, oF NATIONAL STEEL 
Corp., Re Topic 20 


National Steel Corp. is an integrated, basic steel producer; in terms of ingot 
capacity, it is the fifth largest company in the industry. Its executive offices are 
at Pittsburgh, Pa., and it has steel manufacturing plants on the Ohio River below 
Pittsburgh, at Weirton, W. Va., and Steubenville, Ohio. A subsidiary, Great 
Lakes Steel Corp., has comparable steel manufacturing plants on the Detroit 
River at Ecourse, in the vicinity of Detroit, Mich. 

There have been brought before this committee a number of proposals to 
amend the Internal Revenue Code to permit the rapid amortization, for Federal 
income-tax purposes, of the cost of facilities constructed or installed by industry 
to comply with governmental programs for the elimination of stream pollution. 
These proposals recognize the following essential facts : 

1. The public is determined to eliminate the pollution of streams and rivers 
by public sewage, industrial sewage, and industrial waste materials; 

2. The goal of the program is eminently desirable but it cannot be attained 
without the expenditure of substantial sums of money and, unfortunately, the 
ultimate amounts of expense cannot be presently estimated beyond the hap- 
hazard reckoning that it will cost billions of dollars; 

3. The persons who will pay for the program, i. e., municipalities and indus- 
tries, will derive little or no benefit from its achievement ; and 

4. While such persons now derive some advantage from their “privilege” of 
contaminating the waterways, they have in effect already paid for this privi- 
lege in the benefits which they have brought to areas in which they are located. 
To express this thought somewhat differently, industries have invested large 
sums in developments along the waterways because the waterways were avail- 
able for water transportation, for the large quantities of water required in manu- 
facturing operations, and for disposal of wastes. 'The public has encouraged this 
investment because it has benefited the public in general; now, however, the 
public has decided that industry should pay a price for its use of the waterways 
in the form of assessments for the cost of the elimination of stream pollution. 

It should be added that the problem thus outlined is not a narrow local or 
regional issue. It exists whenever there is a waterway. It happens that it 
is now acute in the States of Illinois, Indiana, Kentucky, New York, Ohio, Penn- 
sylvania, Virginia, and West Virginia, which have already undertaken a control 
program pursuant to an interstate compact with respect to the Ohio River system 
and which are all important industrial areas, but it can become equally serious 
in any other area which includes or borders upon a waterway. 

Industry recognizes the need for pollution control and is willing to pay its 
share. However, it believes that since such a program is primarily for the 
benefit of the public in general and will provide little or no advantage to industry, 
the public should pay its share of the cost. This can be conveniently achieved 
by permitting the rapid amortization for tax purposes of the cost of facilities 
installed for the prevention of stream pollution. 
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Under normal conditions, the average depreciation life, taxwise, of manufactur- 
ing facilities is about 25 years, yielding a depreciation rate of 4 percent. On the 
other hand, a very logical argument can be made for the principle that expendi 
tures made by a manufacturer to comply with pollution-control regulations and 
which are not in any way beneficial to the manufacturer’s business should be 
expensed or currently deducted from taxable income. The current proposals 
before the committee represent a reasonable compromise between these extremes 
in that they suggest a 5-year amortization program. This protects the public 
against sudden and large losses of revenue; on the other hand, it gives industry 
a reasonable incentive for cooperation with pollution-control programs. Begin- 
ning January 1, 1954, with the lapse of excess-profits taxes, a Federal income-tax 
rate for corporations of about 50 percent seems to be indicated. If such rate 
continues for several years and business is reasonably prosperous, the 5-year 
amortization program should distribute the cost of pollution control between 
industry and the general public, the latter represented by Government, in a 
fairly equal manner. 

However, there is one defect in the current proposals in that they do nut accord 
similar treatment to expenditures made by industry to comply with air-pollution- 
control requirements. Stream-pollution problems have been emphasized because 
of Federal statutes and interstate compacts dealing with the subject. but the 
question of the prevention of air pollution has as vet received little public atten- 
tion except in local areas where a critical situation has developed, as, for 
example, Los Angeles, Pittsburgh, St. Louis, and Charleston, W. Va. From a 
practical point of view, however, air pollution is a more immediate problem than 
stream pollution. Moreover, it cannot be planned and controlled over a reason- 
able period of time to the same extent as a stream program. When the public 
demants air-pollution control, it wants immediate action, as in the case of Los 
Angeles, and in a great many cases, as, for example, in Charleston, W. Va., 
industry is required to take such action even though it may not actually be the 
chief offender. It is, therefore, respectfully suggested that legislation on this 
subject should cover facilities to prevent air pollution as well as stream pollution. 


STATEMENT By AppIson B. CLoHOSsEY, Es@., ON BEHALF OF RESEARCH INSTITUTE 
or AMERICA, NEW YorK, N. Y., RE Topic 20 


There is no doubt that the taxpayer is better qualified than the revenue agent 
in determining what rates of depreciation or amortization should be used. We 
believe that the law should provide a minimum and maximum life and leave 
it up to the taxpayer to choose his rate between these two. 

For quite a number of years, we were permitted to use a 10 percent deprecia- 
tion charge which we understand is common in the asbestos textile industry. 
We were prohibited in one of the years from a continued use of 10 percent and 
this was reduced in both buildings and equipment. 

With restrictions on profits through taxation, thereby curtailing surplus 
buildup for replacement of obsolete and worn out equipment, it is our opinion 
that this would be the proper starting place for the Government to liberalize 
depreciation rates that would enable manufacturers to reserve sufficient profit 
to replace worn out and obsolete machinery and equipment, as well as buildings. 

We have always thought-it more or less unfair where large manufacturing 
companies are permitted by special governmental regulations to depreciate en- 
tire plants in 4 years while smaller organizations such as our own were denied 
what we believe adequate depreciation rates to build up suitable funds or 
reserves for replacement. 

Depreciation and amortization should be based on the taxpayer’s policy unless 
it is out of line with accounting and engineering principles. 
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AMERICAN HOSPITAL ASSOCIATION, 
CoUNCIL ON GOVERNMENT RELATIONS, 
Washington, D. C., August 10, 1958. 


Re Tax Revision Problems—Topic 20—Accelerated tax amortization. 


Hon. DANIEL A. ReeEp, 
Chairman, Ways and Means Committee, 
United States House of Representatives, Washington, D. C. 

DeArR Mr. CHAIRMAN: We make this statement on behalf of certain of our 
institutional members which are proprietary hospitals. Of the nearly 7,000 
hospitals in the Nation, approximately 1,300 are proprietary institutions. These 
contain about 51,000 of the Nation’s 1,500,000 beds. In fact, there are only 
75 proprietary hospitals that exceed 100 beds in size. Approximately 4 percent 
of the patient days of care of the 1952 patient days of care were rendered in 
proprietary hospitals. 

These proprietary hospitals are usually small community institutions render- 
ing general medical and surgical care. They perform a very definite function in 
the community, and in many cases, these proprietary hospitals represent the 
expanded service of a doctor or group of doctors, practicing medicine in the 
community. At other times, proprietary institutions may be small institutions 
which would be nursing homes except for their somewhat wider range of 
facilities and services. 

Section 124—A of the Internal Revenue Code permits the Defense Production 
Administration to certify that capital expenditures are essential to our national 
defense effort. Expenditures so certified are given the privilege of amortiza- 
tion over a period of 5 years instead of the usual 20-year period of amortization 
ordinarily permitted under the Internal Revenue Code. 

The purpose of this section, of course, is to encourage construction of facili- 
ties essential to the Nation’s defense by reducing the income tax on their owners 
in the early years of the facilities’ existence. 

It has been brought to our attention that the Defense Production Adminis- 
tration has restricted its certification to facilities that actually produce goods 
and materials essential to defense. Capital expenditures for service industries 
such as hospitals have been refused certification as a matter of policy. 

We believe that this policy of the Defense Production Administration is dis- 
criminatory. We believe it is contrary to congressional intent and that it is 
unwise. 

We believe that a hospital may be as essential to the defense effort as a fac- 
tory. We believe that the health of our Nation’s people and the means of safe- 
guarding that health are vitally important. 

Hospitals are essential to civil defense. This is particularly true in defense 
areas which are susceptible to military attack. Inadequate hospital facilities 
in these areas might cost the Nation needless loss of many lives. It is particu- 
larly in these defense areas that hospital construction needs to be encouraged. 

Hospital facilities are customarily provided through local tax funds or by 
organized voluntary effort. But in some communities, the use of private capital 
may be an additional way of providing hospital facilities. It would be as de- 
sirable to encourage private capital to build hospital facilities as any other type 
of construction in defense areas through extension of the tax-amortization privi- 
ege under section 124-A. The health of our Nation’s people contributes directly 
to its defense. 

We suggest that this section be amended or that the committee issue a diree- 
tive to the Defense Production Administration to provide for tax amortization 
of hospitals on the same basis as other defense industries. 

Respectfully, 
Wma. S. McNary, 
Chairman, Council on Government Relations. 


STATEMENT OF Det R. PAIGE, CHATRMAN, TAXATION COMMITTEE, GEORGIA STATE 
CHAMBER OF COMMERCE, ATLANTA, GA., RE Topic 20, DEPRECIATION AND 
AMORTIZATION 


Business management can best determine the propriety of the particular 
method of depreciation and obsolescence and should be allowed to exercise its 
discretion in choice of method and rate of depreciation and obsolescence. 
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STATEMENT BY THOMAS A. MONAHAN, Executive Director, RHopE ISLAND 
DEVELOPMENT CoUNCIL, Re Topic 20 


As executive director of the Rhode Island Development Council, I join with 
the governors and representatives of development groups in other States in 
recommending amendment of the Internal Revenue Code in order to permit 
more rapid amortization and accelerated rates of depreciation and obsolescence 
for industrial plants. 

It is the feeling of the Governor of Rhode Island and of the agency that I 
direct that industrial development, including both modernization of existing 
plant and construction of new factory space, is properly a function of private 
enterprise; whereas it is the obligation of government to provide the framework 
and environment best calculated to encourage that industrial and economic 
growth upon which the future well-being of our people depend. Rhode Island, 
like other States, has problems of its own, but we do not feel that the question 
at issue is peculiar to any one State or section of this country. 

The past 12 years have witnessed tremendous industrial changes and growth 
throughout the Nation. Modern industry, to maintain maximum productivity, 
must keep abreast of current changes in technology and management methods. 
The effect of this situation has been to increase greatly the rate of obsolescence 
on manufacturing plants, regardless of age, particularly in plants designed for a 
specific type of production. It is our position that the Internal Revenue Code, 
and the administrative regulations issued thereunder, should take more adequate 
cognizance of this fact by liberalizing allowances for depreciation and 
obsolescence. 

Rhode Island has a particular interest in this matter for two reasons. First, 
the State is engaged in an intensive campaign to stimulate industrial develop- 
ment; and second, as a pioneering industrial State, we have industrial plants 
which require renovation or replacement if Rhode Island industry is to operate 
at maximum efficiency. 

I should like to stress again, however, that it is not merely a question of plant 
age. Some of Rhode Island’s older textile plants are out of date even for 
textile production, not because of age, as such, but because of recent improve- 
ments in production methods and layout in newer plants. The change in indus- 
trial patterns resulting from growth of new types of industry in Rhode Island 
has contributed fully as much as technological changes in textiles to the 
acceleration of obsolescence in the State’s textile plants, from the standpoint 
of market or resale value. The net result of the continued elimination of 
marginal textile producers and the growth of new industries in Rhode Island 
over the years since 1919 has been an increase in manufacturing other than 
textiles from 45 percent to 65 percent of the manufacturing total. Even in 
the most recently industrialized sections of the country, the same factors of 
technological change and shifting patterns of industry can create a substantial 
degree of plant obsolescence in the space of 5 or 10 years under modern conditions. 

Rhode Island has a relatively large pool of available labor, amounting in 
June to over 5 percent of the total civilian labor force, as against a national 
average of less than 2% percent. While our present labor surplus is not as large 
as it has been in recent years, further industrial expansion is needed to absorb 
the excess. It is our considered opinion that more liberal allowances for de- 
preciation and obsolescence on manufacturing plant investment would provide 
a needed stimulus to plant modernization and expansion, while the present 
relatively low allowances tend to discourage plant improvement except where 
certificate of necessity or other special inducements are offered. Such special 
inducements are no doubt necessary and appropriate in times of national 
emergency, but it would appear that we are coming into a period in which 
a more general and balanced industrial development is needed to hold the 
Nation’s economy on an even keel. It is our feeling that more liberal and 
realistic allowances for plant depreciation and obsolescence under the Internal 
Revenue Code would be one of the most fair and effective methods for promoting 
a general and well-balanced program of plant modernization and expansion by 
private enterprise, not merely in Rhode Island but throughout the United 
States. 
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STATEMENT OF AMERICAN FARM BUREAU FEDERATION Re Toprc 20, DEPRECIATION 
AND AMORTIZATION 


The following resolution of the American Farm Bureau Federation, adopted 
in December 1952, is related to subject matter under this heading: 

“The accelerated amortization program, under which the Government has 
allowed industry a rapid tax writeoff on part or all of the cost of new facilities, 
appears largely to have served its purpose of encouraging a rapid expansion of 
our productive capacity. We therefore urge that the program be terminated as 
soon as possible. As a longtime policy, any encouragement that may be found to 
be necessary to bring about the Construction of new facilities should be provided 
through generally applicable provisions of law rather than by programs which 
require that the Government pass on individual projects.” 

As a result of the inflation of the past decade, as well as the notable shift 
toward mechanization of American agriculture, the problems relative to depre- 
ciation are of concern to all farmers. 

We urge upon the committee the desirability of approaching such problems in 
terms of legislation having general applicability rather than special legislation 
under which the agencies of Government will have authority to pass on indi- 
vidual projects. 


STATEMENT OF PHulip A. HERSHEY, CERTIFIED PUBLIC ACCOUNTANT, SAN FRANCISCO, 
Cauir., Re Topic 20, DEPRECIATION AND AMORTIZATION 


It is with added hope and respect that we in the accounting profession have 
read the statement of Commissioner Andrews relative to treatment of deprecia- 
tion and amortization problems arising under income taxes. I have long felt 
that the easiest way to handle this problem would have been to say very simply 
“Depreciation and amortization may be taken on any property of the taxpayer 
at an amount not to exceed its original cost and at such times and in such amounts 
as the taxpayer shall determine except that once having determined the amount 
in any fiscal period this amount shall be declared to be final and shall not under 
any circumstance be reopened.” I do believe that leaving the gate wide open to 
the taxpayer you would have a more equitable distribution of the depreciation 
charge over the useful life of the property rather than having depreciation being 
taken at the greatest amount which the taxpayer or his representative believes 
he can get away with. 


STATEMENT OF THE AMERICAN INSTITUTE OF ACCOUNTANTS, New York, N. Y., 
Re Topic 20, DEPRECIATION 


The Bureau of Internal Revenue should accept reasonable allowances for 
depreciation as determined by taxpayers in accordance with sound accounting 
practice. 

kor some years repeated adjustments in depreciation rates have been a major 
source of irritation in contacts between taxpayers and the Bureau of Internal 
Revenue, leading either to troublesome litigation or to unsatisfactory compro- 
mise to avoid the expense of litigation. Precision has been sought where even 
the best result is but an estimate. In the long run these adjustments yield no 
tax revenue because all that they accomplish is to shift deductions between years. 
In order to clearly reflect income, so far as depreciation is concerned, consistency 
in rates from year to year is more important than the precise rates employed as 
long as the rates are not out of all reason. Room should be allowed for flexibility 
of judgment on the part of the management in selecting depreciation rates, for 
tax as well as for general accounting purposes, consistent with generally accepted 
accounting principles and sound accounting practice. 

During 1953 the new administration of the Bureau of Internal Revenue has 
recently taken steps to reduce controversies with respect to depreciation. In 
I. R.—Mimeograph 183, dated May 11, 1953, the Commissioner of Internal Reve- 
nue announced that it would be the policy of the Bureau not te disturb deprecia- 
tion deductions unless there is a clear and convincing basis for a change. That 
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statement of policy is a step in the right direction and it is hoped that it will be 
administered by the field organization of the Bureau in the spirit in which it 
was intended. 

If the field organization of the Bureau does not adopt a more liberal attitude 
in accepting reasonable allowances for depreciation as determined by taxpayers 
in accordance with sound accounting practice, then legislation to accomplish this 
result may be required. 


(Thereupon, at 2:05 p. m., the committee adjourned until tomorrow, 
Thursday, July 23, 1953, at 10 a.m.) 
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THURSDAY, JULY 23, 1953 


House or REPRESENTATIVES, 
CoMMITTEE ON Ways anv Means, 
Washington, D. C. 

The committee met at 10 a. m., Hon. Daniel A. Reed (chairman) 
presiding. 

The Cuamman. The committee will come to order, 

The committee will continue to hear testimony this morning on 
topic 20, depreciation and amortization. 

Without objection, I should like to offer for the record statements 
from Hon. John E. Fogarty, a Member of Congress, from the State 
of Rhode Island, in support of his bill, H. R. 4824. Also, a state- 
ment from Hon. Carl Elliott, a Member of Congress from the State 
of Alabama; a telegram from Hon. Jack Willard, mayor of Lyn- 
wood, Calif.; a letter from Hon. Thomas J. McDermott, mayor of 
Santa Monica, Calif.; a letter from Mr. John H. Rice, executive 
secretary of the citizens committee on air pollution, Los Angeles, 
Calif.; a letter from Mr. A. W. Keating, secretary of the chambers 
of commerce, San Dimas, Calif.; a statement of the National As- 
sociation of Cotton Manufacturers; one by the New England Inter- 
state Water Pollution Control Commission; the Reynolds Metals Co., 
Richmond, Va.; and the National Association of Real Estate Boards. 

I hear no objection and they will be made a part of the record. 

(The matter referred to is as follows :) 


STATEMENT OF Hon. JoHN E. FoGArty, Memrer or Concress, CONGRESSMAN 
From Seconp District or RHOpE ISLAND, IN Support oF His Biiw (H. R. 4824) 
ProvipIng FoR More LIBERAL DEPRECIATION ALLOWANCES ON MACHINE TOOLS, 
TexTILE MACHINERY, AND OTHER INDUSTRIAL MACHINERY 


Mr. Chairman, on April 23 of this year, I introduced a bill in the Congress 
which would provide for a more generous tax allowance on the depreciation of 
machine tools, textile machinery, and other industrial production machinery. 
This bill, H. R. 4824, was referred to the Committee on Ways and Menns and 
I understand that it is presently under study and review by your committee. 
It amends the Internal Revenue Code by providing that the deduction for de- 
preciation shall be based on replacement cost or original cost, whichever is 
higher. 

The historic purpose of depreciation is to permit the replacement of physical 
assets when worn out or made obsolete by new technological developments. 
The present Internal Revenue Code requires most companies to depreciate their 
equipment over a long period even though these small annual allowances cannot 
possibly pay for the investment that is necessary to keep a plant up to date 
and efficiently operating. 

It thus becomes necessary for a concern to add to the amount that has heen 
set aside, a very substantial sum, often many times greater than that charged 
as depreciation, to permit the purchase of replacement equipment. This added 
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amount must be supplied out of profits after taxes and to cover it a company 
has to earn several times the cost of the replacement machine. 

The only allowance presently made by the Government for rapid deprecia- 
tion is that which is authorized for certain types of plants during the defense 
emergency. Industries such as steel, chemicals, and oil products have been 
given such relief as an encouragement to build facilities required for the 
national defense. But most of the companies engaged in the production of 
machinery and machine tools as well as textiles have little opportunity to bene- 
fit by this provision for accelerated depreciation. 

I believe that enactment of a bill similar to the one I have introduced would 
more equitably and intelligently place all industries on an equal footing. Many 
small companies now find themselves in the position of facing higher costs of 
operation and unable to rectify the situation by the purchase of equipment which 
would help to make costs more competitive. 

| know that this committee has before it many proposals to allow faster depre- 
ciation for the average firm. I fully realize that the bill which I have introduced 
may not meet with the full approbation of all members of the committee. The 
point I shonld like to stress, however, is that the depreciation clauses of the 
Internal Revenue Code are in urgent need of some type of remedial action. Any 
such action, if it will take care of the present inequities, will, in my opinion, 
sustain the prosperity of our Nation by providing new avenues of investment 
and new jobs on which our prosperity depends. 

While I feel that the bill which I have introduced is the best approach to the 
problem, I shall heartily endorse any action which the committee takes correcting 
the present depreciation inequities. I sincerely hope that some form of correc- 
tive action is taken before this session of Congress adjourns and urge this com- 
mittee to do everything they can to liberalize the Internal Revenue Code at the 
earliest opportunity. 


STATEMENT OF CARL ELLtort, MEMBER OF CONGRESS FROM THE SEVENTH DISTRICT 
OF ALABAMA, IN Support or H. R. 2535 


Mr. Chairman and members of the committee, it is a privilege to be afforded 
this opportunity to present testimony in support of my bill, H. R. 2535, to encour- 
age the prevention of water pollution by allowing amounts paid for industrial 
waste-treatment works to be amortized at an accelerated rate for income-tax 
purposes. 

The bill would allow any taxpayer who constructs an industrial waste- 
treatment works to make amortization deductions based on a period of 60 months. 
The amount of the adjusted basis of such treatment works would be certified by 
the State water-pollution agency after it was determined that the construction 
in question was in keeping with the State law for the prevention and abatement 
of water pollution. Approval must also be given by the Surgeon General in 
authorizing the works to be a means of furthering a comprehensive program 
developed or adopted under the Water Pollution Control Act. 

Certification could also be made by the Secretary of Health, Education, and 
Welfare after proper engineering surveys had established the possibility of a 
suit brought by the United States to secure abatement of pollution as provided 
for under the Water Pollution Control Act. 

The problem of stream pollution is one we have been attempting to solve for 
many years as it continues to grow more serious in its proportions. H. R. 2585 
would offer an incentive for an industrial plant owner to construct a waste- 
treatment works for combatting pollution. Thus the pollution problem would 
be taken care of at its source. 

It is very often the case, of course, that a stream-pollution problem is attacked 
only after it reaches such a point of seriousness that public sentiment demands 
and insists something be done. This type of legislation would encourage anti- 
pollution measures to be taken before pollution reaches this critical stage. 

I believe that it is entirely fair to grant this tax deduction for individuals who 
build waste-treatment works. Such works not only benefit the persons construct- 
ing them, but profit as well the property owners and general public located in 
downstream areas. Thus, the construction of treatment works has a widespread 
and beneficial effect which merits special encouragement. 

Favorable action on H. R. 2535 by this committee would serve as an important 
step toward furthering a vital part of our natural-resource conservation program 
through encouraging the fight against stream pollution. 





GENERAL REVENUE REVISION 781 


LYNwWoOop, CauiF., May 15, 1958. 
Hon, Dante. A. REED, 
House of Representatives: 
Earnestly urge the passage of bill H. R. 2720 now pending before your com- 
mittee. Very vital to southern California. 
J. JacK WILLARD, Mayor of Lynwood. 


Santa Monica, Cauir., May 13, 1953. 
Hon. DANIEL A. REED, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 

Dear Mr. Reep: The cities of Los Angeles County are vitally interested in 
H. R. 2720, a bill sponsored by the American Municipal Association and intro- 
duced by Representative Hinshaw. This bill calls for a 5-year amortization 
program for facilities used in air-pollution control. 

Los Angeles County has been engaged for several years past in attempting to 
reduce atmospheric pollutants, and over this period of time, certain progress has 
been made in ameliorating the smog menace. 

The passage of this bill would furnish an added incentive to industries in 
constructing facilities for smog control. The one reason that more progress 
has not been made is the fact that these facilities call for huge expenditures of 
funds. 

As mayor of one of the cities in this county, I respectfully urge an early hearing 
on this bill and its subsequent passage. 

Very truly yours, 
THoMaAs J. McDerMort, Mayor. 


CITIZENS’ COMMITTEE ON AIR POLLUTION, 
Los Angeles, Calif., May 20, 1958. 
Hon. Dante. A. ReEp, 
Chairman, Ways and Means Committee, 
Washington, D. C. 

Dear ConGRESSMAN REED: Our committee is composed of representatives from 
over 50 communities in southern California, and we are organized for the 
purpose of assisting the local air-pollution authorities in the abatement of smog, 
which has become a critical problem in our area. 

Our committee has carefully considered H. R, 2720, introduced by Congress- 
man Carl Hinshaw, and we give this bill our complete endorsement. 

As businessmen we appreciate the efforts now being made to economize in 
Government expenditures and to maintain existing taxes until our national 
budget can be balanced. We submit, however, that H. R. 2720 should not be 
viewed in the light of a possible loss of revenue to the Federal Government. 

Fer a period of many years, the Federal Government has stimulated indus- 
trial expansion in many sections of our country and this growth of industry 
has, of course, been in the national interest. However, it has produced problems 
for local governments requiring the exercise of police powers. The solution 
of the air-pollution problem, for example, requires that industry control the 
emission of pollutants to the air at their source, and the type of equipment 
prescribed by local police authorities for the capture of such pollutants is 
nonproductive. 

It is our view that where a company is required by law to spend money for 
the installation of equipment to prevent the escape of contaminants into the 
atmosphere, the national interest is served by improving public health. The 
excellent survey of the Donora, Pa., tragedy by the United States Bureau of 
Public Health supports the soundness of this position. 

A member of our executive committee, Mr. Paul L. Burkhard, former mayor 
of Glendale, Calif., is now en route to Washington. Mr. Burkhard hopes to be 
able to appear before your committee on behalf of H. R. 2720, and any courtesies 
which you can extend to him will be very much appreciated. 

Very truly yours, 
JoHN H. Rice, Brecutive Secretary. 
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PoMONA VALLEY (CLAREMONT, LA VERNE, Pomona, 
San Dimas, WALNUT) CHAMBERS OF COMMERCE, 
San Dimas, Calif., May 18, 1958. 
Hon. Danret A. REEp, 
Chairman of the Ways and Means Committee, 
House of Representatives, Washington, D. C. 


Dear Mr. Reep: I am writing this letter in regard to bill H. R. 2720, to amend 
the Federal income-tax law. 
I am very much in favor of this bill, and urge you to do everything in your 
power to get the bill passed. 
Sincerely yours, 
A. W. Keatinoe, Secretary-Treasurer. 


STATEMENT OF THE NEW ENGLAND INTERSTATE WATER POLLUTION CONTROL 
COMMISSION RELATIVE To ALLOWING AMOUNTS PAID FOR INDUSTRIAL WASTE 
TREATMENT WorkKsS To Be AMORTIZED AT AN ACCELERATED RATE FOR INCOME- 
Tax Purposes (H., R. 234, H. R. 606, H. R. 2435) 


(New England Interstate Water Pollution Control Commission, Joseph C. Knox, 
secretary, Boston 8, Mass.) 


The pollution of our waters has justifiably been termed a crime against nature 
and society. Pollution endangers our health and adversely affects our fishing, 
bathing, boating, and other recreational water uses. It impairs the use of water 
for innumerable industrial purposes and destroys shellfish and commercial 
fishing areas. It reduces property values and creates offensive conditions. 

The need to reclaim and protect our waters is gaining general recognition, 
for stream pollution today is everyone’s concern. Due to the popular demand 
for action, the States, in the past few years, have enacted effective pollution- 
control laws, and interstate-compact agencies, such as the New England Inter- 
state Water Pollution Control Commission, have been established where inter- 
state waters make cooperative action by the States necessary. (The New England 
compact area includes the New England States and those sections of New York 
State having waterways common with New England.) On the Federal level, 
Congress enacted a law in 1948 aimed at stimulating a broad national program 
of pollution prevention and control. 

Pollution enters our waters from two major sources: (1) Communities 
which discharge domestic sewage containing all the waste products of buman 
life; and (2) industrial establishments which discharge acids, chemicals, animal 
and vegetable matter, and other objectionable substances. 

Largely attributable to its water resources, New England has become one 
of the most densely populated and highly industrialized areas in the Nation. 
Its economy rests on the base of 24,000 manufacturing plants, their $15 billion 
output, and the $5 billion annual payroll. The industries are diversified, with 
textiles, metal products, paper, and leather goods being the leading products 
manufactured. There are over 1,900 plants producing industrial wastes, and 
the total pollution load from organic industrial wastes discharged untreated into 
the waters of the area is equivalent to the wastes from 4,500,000 persons. In addi- 
tion, there is further degradation of water quality from inorganic and toxic 
wastes from metal, chemical, and other manufacturing plants. It has been 
estimated that some 750 industrial sources of pollution in the New England 
compact area will require treatment plants totaling in cost over $50 million. 

The progress during the past few years in the construction of municipal 
sewage treatment plants has been gratifying and commendable. Since 1949 
there have been constructed or are now under construction in the New England 
Interstate water pollution control compact area municipal-sewage works costing 
$75 million. These works include 32 new sewage-treatment plants with a total 
capacity of 270 million gallons per day for treating the wastes dischurged into 
rivers, lakes, and tidal waters from about 1,650,000 persons. 

The picture of industrial waste pollution control, however, is not as encourag- 
ing because industry has not yet assumed its rightful role in the program. ‘The 
textile industry is the largest contributor of wastes and its financial difficulties 
in the New England compact area have already been brought to the attention of 
Congress. Many other types of industry are also in the position where financing 
the cost of effective waste-treatment works presents a serious problem. Con- 
gress in the passage of the Federal Water Pollution Control Act of 1948 recognized 





GENERAL REVENUE REVISION 783 


the problems of industrial-waste treatment and for s2veral years provided Federal 
grants for conducting industrial-waste research to determine effective and eco- 
nomic methods of treatment. The time has now arrived under the water- 
pollution-control programs of the States and the New England luterstate Water 
Pollution Coutrol Commission, when positive action 1nust be taken by the waste- 
producing industries with a view to the installation of adequate treatment 
works, and every assistance both technical and financiai should be made available. 

It is the opinion of this Commission and industrizi interests in the area that 
the enactment of legislation embodying the principles as set forth in H. Rh. 234, 
H. R. 606, and H. Kh. 2535 would be an effective aid and stimulus to industry in 
providing the waste-treatment installations required to insure a balanced use of 
the area’s waters for their most beneticial purposes. Accordingly, the New 
England Interstate Water Pollution Control Commission on March 11, 1953, 
voted unanimously to endorse these bills in principle and to be so recorded with 
your committee and the Members of Congress from the New England compact area. 

The Commission requests and importunes that your committee consider favor- 
ably the proposed legislation as an in:portant adjunct to the pollution-control pro- 
gram, for only by the proper conservtion of our waters cau they continue to 
bring us progress and prosperity. 


STATEMENT OF WILLIAM F. SULLIVAN, I’RESIDENT, NATIONAL ASSOCIATION OF COT- 
TON MANUFACTURERS AND NORTIIERN TEXTILE ASSOCIATION 


The National Association of Cotton Manufacturers and the Northern Textile 
Association represent textile manufacturers, principally cotton and synthetic 
fiber mills, located in the Northeastern States. 

The associations endorse the principle of flexible depreciation and urge that 
appropriate legislation be enacted to amend the Internal Revenue Code 
to permit the taxpayer to elect to depreciate productive equipment on the basis 
of its useful life as determined by the taxpayer. The useful life of buildings, 
however, shall be determined to be not less than 10 years; in the case of machinery, 
it shall be not less than 5 years, except that short-lived personalty such as auto- 
mobiles, trucks, and small tools shall be limited to a useful life of not less 
than 2 years. There is no limit on the maximum life. 

Prior to 1934, the provisions of the Internal Kevenue Code, which permit a 
reasonable allowance for exhaustion and wear and tear of property used in trade 
or business (including obsolescence) were interpreted in such a way as to give 
considerable leeway and to accord with general business practices. As a result 
of regulations promulgated at that time, however, the depreciable life of 
machinery and equipment has been extended. During the same period, im- 
portant and rapid technological developments have taken place in the textile 
industry and are continuing without abatement. Although this development in 
this highly volatile and competitive industry might not have been foreseen in 
1934, the result has been to burden many mills with a tax depreciation policy which 
does not accord with the realities of fiber and technological development in the 
industry. 

We earnestly submit that the following reasons should be persuasive in consid- 
ering the adoption of a flexible depreciation tax policy: 

1. It will encourage the replacement of obsolete facilities and equipment with 
new facilities and equipment. 

2. It will tend to stimulate further technological improvements thereby in- 
creasing productivity and improving the competitive position of American in- 
dustry. 

8. The technological advances and changes which are taking place to meet 
the consumer demand for new types of fabrics and fibers require mills to replace 
present machinery and equipment with new equipment and processes to meet 
this demand. Failure to do this may result in the liquidation of many older 
mills with the consequent losses and hardships. 

4. In the textile industry where labor costs represent a high proportion of 
the total cost of production, the use of new and improved machinery should 
tend to lower production costs. 

5. Increased investment in new machinery and equipment will help maintain 
a high level of employment with a consequent increase in the demand for con- 
sumer goods. This condition will tend to maintain the generally prosperous 
condition in our economy. 
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6. In a highly competitive industry, certificates of necessity for the purpose 
of expanding facilities, granted to those mills in position to secure Government 
contracts, constitute an advantage to such mills. <A flexible depreciation policy 
applicable to each of the twelve hundred units in the textile industry whether or 
not eligible for such certificates would stimulate replacement and investment at 
times when there is less inflationary pressure and fewer shortages of materials, 

7. A policy of encouraging the greater use of improved machinery, processes, 
equipment, and building offers relatively greater incentive to industrial areas 
where buildings and equipment are older as well as to those areas which have 
relatively higher labor costs. Such a policy would therefore tend to stabilize 
older industrial areas, and speed the transition to new production methods and 
products, thus protecting the earnings and skills of workers and managements, 
acquired through years of experience. 


STATEMENT OF REYNOLDS METALS Co. 


Reynolds Metals Co. appreciates this opportunity to present its views to the 
House Committee on Ways and Means concerning several of the topics scheduled 
fur consideration in the pending revision of the Internal Revenue Code. 

With the committee’s permission, Reynolds Metals Co. files herewith its 
statement on each of the following topics: 

16. Pension and profit-sharing treatment provided by sections 165 an@ 
23 (p). 

19, LIFO inventory accounting. 

20. Depreciation and amortization. 

21. Research and development expenditures, 

22. Capital gains and losses including problems relating to basis, 

24. The net operating loss. 

26. Consolidated returns and intercorporate dividends. 

30. The various provisions relating to income derived from foreign sources. 

35. Excise-tax problems (exclusive of those relating to rates, to new taxes, 
or to removal of existing taxes). 

38. Depletion and exploration expenditures, 

Respectfully submitted. 
REYNOLDS METALS Co., 
By C. E. CoguHiLt, 7 reasurer. 


(16) PENSION AND Profit SHARING TREATMENT PROVIDED BY SECTIONS 
165 AND 23 (P) 


The need for finding ways of providing adequate compensation for corporate 
management has become steadily more important. There hus been increasing 
talk in the past decade about the need for writing incentive into the tax laws, 
The present revision of the code presents the opportunity for accomplishing 
what has been so long discussed. 

During recent years some improvement has come about through the enact- 
ment of sections 1304, 165, and 23 (p) of the Internal Revenue Code, dealing 
with stock options, pension plans, and profit-sharing trusts. Under these sections 
the tax on the added compensation is generally deferred, though not avoided, 
so that the tax is collected at a time and under circumstances less burdensome 
to the employee. The Congress, by the enactment of these provisions, has done 
much to help solve the problem of assuring management of compensation com- 
mensurate with its contribution to our economy. The present provisions should 
be amended so as to allow greater freedom on the part of the employer to pro- 
vide further financial benefits to the employee with the assurance of current 
deductibility to the employer and of deferred taxation to the employee. The 
recommended changes should take the following general form: 

(1) Section 165 should be amended so that contributions made by the 
employer to a nonqualified pension or profit-sharing trust may be fully 
deductible when made, and taxable to the employee only upon actual distri- 
bution. 

(2) Section 23 (p) (1) (A) (iii) should be amended by increasing the 
credit for past service contributions from “an amount not in excess of 10 
per centum” to “an amount not in excess of 25 per centum.” 

Recommendation (1) suggests that an amendment be made by the provisions 
of section 165 in order that contributions made by an employer to a nonqualified 
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pension or profit-sharing plan may be deducted in full by the employer when 
made, and taxed as income only upon actual distribution to the empioyee. 

The presnt law provides for tax benefits to covered employees if a qualifi d 
trust is created by the employer pursuant to the provisions of section 165 (a) of 
the code. The benetits to key personnel, however, are allowed only to a limited 
extent since the qualified trust cannot be “discriminatory” in favor of highly 
compensated employees. Although the benefits granted in the case of a trust 
which qualifies under section 165 are substantial, these nondiscrimination pro- 
visions prevent the full use of such a trust in solving the problem of how to 
obtain and maintain top management through financial incentive. 

Unfortunately, however, no other type plan may be set up for key personnel 
which would be acceptable both to the employer and the employee. Under the 
present provisions of the code the contributions by an employer to a nonqualified 
trust are deductible by the employer only if they are nonforfeitable; but if the 
contributions are nonforfeitable, the amounts paid into the trust will be taxable 
to the employee at the time of payment into the trust, and prior to any distribu- 
tion to the employee. 

Ia order to provide a means whereby key personnel may be adequately com- 
pensated and assured of security in the future, the code should be amended to 
allow the employer to set up a trust, or purchase annuities, for its key personnel 
with the following tax consequences: deduction allowable to the employer in the 
year in which the contributions are made, and deferral of taxation to the em- 
ployee until distribution is actually made. The total amount of the deductions 
taken by the employer would, of course, always be subject to the test of “reason- 
ab.eness” under section 23 (a). 

Such a change in the present law would not give to such a nonqualified trust 
the same benefits obtained under a qualified trust, since income to the nonqualified 
trust would be taxable. 

These suggestions call for the following amendment to section 165 of the code: 

Section 165 (c) of the code should be stricken and the following should be 
enacted in its place: 

“(¢@) TREATMENT OF BENEFICTARY OF PLAN NOT EXEMPT UNDER SUBSECTION (a).— 
Any amount contributed by the employer and deductible under section 23 (p) 
(1) (D) shall be included in the income of the distributee in the year in which it 
is actually distributed, and shall be taxable to such distributee under section 
22 (b) (2) as if it were an annuity the consideration for which is the amount 
contributed by the employee, except that if the total distributions made with 
respect to any employee are paid to the distributee within one taxable year of 
the distributee, the amount of such distribution, to the extent it exceeds the 
amount contributed by the employee, shall be considered a gain from the sale or 
exchange of a capital asset held for more than six months.” 

Recommendation (2) suggests that section 23 (p) be amended to permit greater 
flexibility in taking the deduction for contributions necessary to fund past service 
credits under a qualified pension trust. 

The present 10 percent limitation contained in section 23 (p) (1) (A) (iii) 
should be increased to 25 percent to allow an employer with fluctuating profits to 
fund the past service credits of its pension trust during the good years and pay 
only current charges during depressed years. It would also serve the beneficial 
purpose of hastening the complete funding of pension trusts now in existence. and 
of contributing to the inducement for the creation of new trusts. The net effect 
would be to make private pension systems sounder, and at no long-range loss to 
the Treasury. 

Recommendation (2) calls for the following amendment to section 23 (p) of 
the code: 

Section 23 (p) (1) (A) (iii) shall be amended as follows: 

“(iii) in lieu of the amounts allowable under (i) and (ii) above, an amount 
equal to the normal cost of the plan, as determined under regulations prescribed 
by the Commissioner with the approval of the Secretary, plus, if past service or 
other supplementary pension or annuity credits are provided by the plan, an 
amount not in excess of [10] 25 per centum of the cost which would be required 
to completely fund or purchase such pension or annuity credits as of the date 
when they are included in the plan, as determined under regulations prescribed 
by the Commissioner with the approval of the Secretary, except that in no case 
shall a deduction be allowed for any amount (other than the normal cost) paid 
in after such pension or annuity credits are completely funded or purchased.” 
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(19) LIFO Inventory ACCOUNTING 


Section 22 (d) of the Internal Revenue Code should be liberalized in order to 
allow the taxpayer the privilege of choosing between “cost” and “the lower of 
cost or market” in pricing its inventory under the LIFO method. Also, the 
provisions of that section which grant relief in the event of an involuntary liqui- 
dation and replacement of inventory should be amended in order to extend the 
time within which an involuntary liquidation may be deemed to have occurred, 
and to simplify the procedure to be followed in choosing to come within these 
provisions. 

The principal barrier to further adoption of the LIFO method is the ever- 
present fear of a price decline, Under section 22 (d) (1) (A), LIFO inventory 
pricing must be made on the basis of cost. During the period of a rising market 
this requirement calls for conservative accounting since the inventory value of 
the goods will generally be lower than their replacement price. But the situa- 
tion is reversed when prices are plummeting. A sharp decline in the market dur- 
ing the vear may create an exaggerated income picture to the extent of the excess 
of LIFO cost over market values, Under the present law if market value is below 
cost, the taxpayer must increase the value of its closing inventory to LIFO cost. 
This will result in an overstatement of the true profit or an understatement of 
the true loss. An amendment should be made to section 22 which would allow the 
taxpayer to value its closing inventory at LIFO cost or the lower of LIFO cost or 
market. This would allow taxpayers using the LIFO method the same privilege 
long granted to taxpayers using other acceptable methods of inventory pricing, 

The following amendment to section 22 (d) (similar in substance to H. R. 
5295, introduced by Mr. Lbyrnes of Wisconsin, May 20, 1953, and referred to this 
committee heretofore) is proposed: 

Section 22 (d) (1) should be amended as follows: 

“(d) [| MetTHop Usep In INVENTOKYING Goops ]— 

“(1) A taxpayer may use the following method (whether or not such a method 
has been prescribed under subsection (c)) in inventorying goods specified in 
the application required under paragraph (2): 

“(A) Inventory them— 

“(i) at cost, or 
“(ii) at cost or market, whichever is lower. 

“(B) Treat those remaining on hand at the close of the taxable year as being: 
First, those included in the opening inventory of the taxable year (in the order 
of acquisition) to the extent thereof, and second, those acquired in the taxable 
year; and 

“(C) Treat those included in the opening inventory of the taxable year in 

which such method is first used as having [been acquired at the same time 
and determine their cost by the average cost method.] a value equal to the aver- 
age value at which they were included in the closing inventory of the preceding 
year. 
; “(D) The value of any goods determined under this paragraph by reference 
to market shall be the value of such goods on any subsequent inventory date 
on which the then current market price is not lower, in which case the then 
current market price shall apply.” 

Technical conforming amendments should be made to each of the other 
paragraphs of section 22 (d) in order to remove the reference to only one 
method of inventory pricing. 

Section 22 (d) (4) should be stricken from the code. 

In addition to granting the taxpayer the privilege of pricing inventory at 
LIFO cost or the lower of LIFO cost or market, the amendment strikes out 
entirely the provisions of section 22 (d) (4). Under the present provisions 
of section 22 (d) (4), if the taxpayer, exercising the privilege of pricing inven- 
tories at the lower of cost or market under a different pricing method, decides 
to change to the LIFO method, it must value its closing inventory at cost for 
the year next preceding the switch. If the taxpayer had used market for that 
year, it would have to increase its inventory value to cost and pay an added 
tax because of the increase, The amendment removes the possibility of such 
a penalty by repealing section 22 (d) (4). 

Section 22 (d) (6) (F) should be amended so as to extend the time within 
which an involuntary liquidation may occur, and to specify how and when the 
taxpayer may choose the benefits of that section. 

The present provisions of section 22 (d) (6) (F) are operative only as to 
involuntary liquidations occurring between June 30, 1950, and January 1, 1954. 
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These provisions were enacted as a result of the outbreak of hostilities in 
Korea. Because it is clear that the present emergency will not end by January 
1, 1954, the period should be extended at least to January 1, 1056. 

Section 22 (d) (6) (F) requires an election on the part of the taxpayers 
choosing to come within the provisions of that section, and delegates to the 
Commissioner the power to prescribe how and when the election must be 
exercised. Under the present regulations such rigid technical compliance is 
required in making the election that there is real danger the privilege may be 
lost. In addition, the time within which to make the chuice is much too short 
a period to permit a well-reasoned decision. Because the simplest form of 
election would be the filing of an amended return, the section should expressly 
state that the election is made when the amended return is filed; and the time 
within which the election must be made should be the same 3-year period now 
applicable to the statute of limitations. This would allow the tuxpayer a. 
adequate period within which to determine the advantage or disudvantage 
of having the section made applicable to it. 

The following amendments are offered to accomplish the foregoing: 

Section 22 (d) (6) (F) should be amended to read as follows: 

“(F) Years ending after June 30, 1950, and prior to Jannary 1, [1954] 1953. 

“(i) Adjustment of net income and resulting tax.—If, for any taxuble yeur 
ending after June 30, 1950, and prior to January 1, [1954] /956, the closing 
inventory of a taxpayer inventorying goods under the method provided in 
this subsection reflects a decrease from the opening inventory of such goods 
for such year, and if the taxpayer elects, by filing a statement within a period 
of three years after his return for the year of liquidation, [at such time and 
in such manner and subject tuo such regulations as the Commissioner with 
the approval of the Secretary may prescribe,J to have the provisions of 
this paragraph apply, and if it is established to the satisfaction of the Com- 
missioner, in accordance with such regulations as the Commissioner with 
the approval of the Secretury may prescribe, that such decrease is attrib- 
utable to the involuntary liquidation of such inventory as defined in sub- 
paragraph (B) (as modified by clause (ii) of this subparagraph), and if 
the closing inventory of a subsequent taxable yeur, ending prior to January 
1, [1956] 1958, reflects a replacement in whole or in part, of the goods so 
previously liquidated, the net income of the taxpayer otherwise determined 
for the year of such involuntary liquidations shall be increased by an amount 
equal to the excess, if any, of the aggregute cost of snch goods reflected in 
the opening inventory of the year of involuntary liquidation over the aggre- 
gate replacement cost, or decreased by an amount equal to the excess, if 
any, of the aggregate replacement cost of such goods over the aggregate 
cost thereof reflected in the opening inventory of the year of the involuntary 
liquidation.” ete. * * * etc, * * * 


(20) DEPRECIATION AND AMORTIZATION 


Section 124A of the code allows a taxpayer who has constructed or acquired 
facilities which have been certified as necessary in the interest of national 
defense, to amortize, for income-tax purposes, the percentage of the cost of the 
facilities covered by certificates of necessity over a period of 5 years rather than 
the generally longer regular depreciation period. 

The purpose of the accelerated amortization deduction, both now and during 
the period of World War II, has been to encourage business to build facilities 
needed for our defense program. The deduction is allowed as an incentive to 
business to risk its capital to meet the need for the expanded facilities required 
by the present defense program. Accelerated amortization operates as a partial 
guarantee against the loss of useful value when the facilities are no longer re- 
quired for defense production. 

Section 117 (g) (3) of the present law imposes the following serious qualifica- 
tion on accelerated amortization: 

“Sec. 117 (g) GarIns aNp Losses From SuHort Sares, Erc.—For the purpose of 
this chapter— 


7 ° * a * * + 


“(3) gain from the sale or exchange of property, to the extent that the 
adjusted basis of such property is less than its adjusted basis determined 
without regard to section 124A (relating to amortization deduction), shall 
be considered as gain from the sale or exchange of property which is neither 
a capital asset nor property described in subsection (j).” 
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The accelerated amortization law of World War II was free from this quali- 
fication and we believe that it should be eliminated from the present law. 

When a gain is realized on the sale of a capital asset which is subject to normal 
depreciation, that gain is taxed under the capital gains provision of the code, 
and we see no justification for differentiating between accelerated amortization 
and normal depreciation. 

A gain realized on the sale of an asset subject to normal depreciation may be 
the result of a rise in general price level. The same is true with respect’ to a 
gain realized on the sale of an asset subject to accelerated amortization. A 
gain, in either case, may be the result of technological developments affecting 
the facility, or the discovery of new methods related to the facility, or new 
products that can be produced or a shift in the current of market demand. The 
gain, in any of these events, or for that matter whatever the cause, is a capital 
gain and should be taxable under the capital gains provision of the law. 

Increasingly it is reecgnized that wide discretion should be given the tax- 
payer with respect to depreciation, even in normal times and without regard to 
circumstances justifying certificates of necessity. Certainly, facilities which are 
subiect to accelerated amortization, because of the hazards of rapid expansion 
in the time of national emergency, should not be treated any less favorably when 
a gain is realized on their sale than are ordinary facilities which are subject 
to normal depreciation. In either case, a capita] gain is a capital gain and should 
be so taxed 

There is yet another reason for the suggested amendment. The effect of section 
117 (g) (3) is to enrb the free transferability of certified defense facilities until 
they have been held by the taxpayer throughout their normal period of economic 
usefulness. This section thus stands as a deterrent to the best economic useful- 
ness of important defense facilities since it discourages the sale of such facilities 
until they have become fully depreciated over the normal period. Such a re- 
straint in the economy is unhealthy and undesirable. 

Section 117 should, therefore, be amended by eliminating paragraph (3) of 
subsection (g) This amendment would assure those persons who construct 
or acquire certified defense facilities the same treatment that was accorded them 
during World War II. 


(21) ReSEARCH AND DEVELOPMENT EXPENDITURES 


Specific amendments to section 23 of the code should be enacted to allow the 
taypayer a choice between the deduction of research and development expeniti- 
tures when paid or incurred and the deduction ratably over a period of years. 

Expenditures for research and development have generally been allowed as 
ordinary and necessary business expenses, but the importance to our national 
economy of certainty in the tax treatment of research and development expendi- 
ifies a clear-cut statutory expression. 

The taxpayer s | be given the express statutory privilege of choosing the 
method most suit »to it in light of its own circumstances. 

Industry should be encouraged by all possible means to maintain its present 
research and development activities. Our present high standard of living is 
attributable in no small part to such expenditures in the past, and the continued 
rise in this standard of living depends largely on present and future innovation 
and deve opment. 

There are many instances in which business enterprises have made substan- 
tial expenditures for research and development without being able to point to 
any specific resulting benefit. Should the taypayer have no choice but to capi- 
talize these expenditures, and deduct them in later years, it runs the risk of 
being unable to establish a period of useful life over which to schedule the 
amortization, and consequently the risk of loss of a valid deduction. 

rhe problem is not a new one. In fact this committee, during the period of 
hearings prior to the enactment of the Revenue Act of 1948, appointed a Special 
Tax Study Committee, headed by Chairman Roswell F. Magill, who is now with 
the Treasury Department, to make a study of this particular problem along 
with other suggestions then made for changes in the tax structure. The special 

ommittee’s report contained the following recommendation: 

“If the Bureau continues this tendency, there is danger that taxpayers will 
be required to “capitalize” substantial amounts on the ground that they benefit 
periods beyond the current year. Once this is done, the only chance of recovery 
h amortization. The taxpayer is likely, however, to lose this chance 
unless he can definitely establish a period of useful life over which to schedule 


tures just 


is throug 
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the amortization. This is often impossible in the case of expenditures for 
research or for sales promotion. 

“It is recommended that there be a clear-cut code provision specifically per- 
mitting the current deductibility of research, development, and sales-promotion 
expenditures to the extent that such expenditures are classified as current 
expenses by the taxpayer in accordance with reasonable accounting procedures 
adopted and consistently followed.” 

In line with the above recommendation, the following amendments are offered. 
Section 23 of the Internal Revenue Code should be amended by adding a new 
subsection, 23 (gg). 


“23 (gg) RESEARCH AND DEVELOPMENT EXPENDITURES. 

“Sec. 23. DepucTIons From Gross INCOME. 
“In computing net income there shall be allowed as deductions: 
“(gg) RESEARCH AND DEVELOPMENT EXPENDITURES. 


““(1) IN GENERAL.—Except as provided in paragraph (2), all expenditures 
for research and development paid or incurred during the taxable year. 

““(2) ELECTION OF TAXPAYER.—If the taxpayer in his return for the taxable 
year treats as deferred expense any portion of the amount deductible for 
the taxable year under paragraph (1), such portion shall not be deductible 
under paragraph (1), but shall be deductible in subsequent taxable years 
on a ratable basis over the period, not to exceed seventeen years, during 
which the results of the expenditures will be beneficial to the taxpayer.” 

These amendments allow the taxpayer to choose the method most suitable to 
its particular circumstances. The choice offered to the taxpayer is similar to 
that presently available to it under sections 23 (ce) and 28 (ff). 

The cost to the Treasury as a result of these amendments will be negligible 
since the current deductions will eventually equal the deductions which would 
otherwise have been taken ratably over subsequent years, and the amounts saved 
in administration costs may well create a net saving to the Treasury. 


(22) CaprraL GAINS AND Losses INCLUDING Pros_teMs RELATING To Basis 


Section 117 of the code should be amended to allow a more equitable treatment 
of losses from the sale or exchange of capital assets. 

Uncer the present provisions of the code, guins on eapital assets held by a 
corporation for more than 6 months are taxed at rates which do not exceed 
a maximum of 26 percent while losses on such assets are allowed only to the 
extent of capital gains. In the case of an individual, the taxpayer may offset 
such losses against ordinary income to the maximum extent of $1,000 each year, 
with provision for a 5-year carryover. 

The treatment of capital losses has been the subject of much controversy. 
Prior to the Revenue Act of 1934, net capital losses were treated in the same 
manner as net capital gains. The restrictions on deductions for capital losses 
since that time were excused on the highly questionable assumption that the 
revennes would be seriously curtailed. Justice now requires that these losses 
shou d be al'owed in full, with the tax decrease computed at the same maximum 
rate limitation applicable to capital gains. In 1948 the report of the Special 
Tax Study Committee, under the chairmanship of Roswell Magill, appointed 
by the Ilouse Ways and Means Committee to study the advisability of suggested 
tax changes, contained the following recommendation concerning capital-loss 
treatment: 

“We recommend that the current maximum 25 percent rate and method of 
taxing capital gains be retained, subject to the following modifications: 

* * * + tk % * 

*“(3) The present provisions do not, in our opinion, give equitable treatment 
to capital losses. We recommend that they be treated similarly to gains—i. e., 
allowed as deductions from ordinary income—provided that the tax shall not be 
recuced bv more than 25 percent of such losses.” 

The following amendment is offered, in accordance with the recommendations 
of the Special Tax Study Committee: 

Section 117 (c) should be stricken from the code, and the following section 
117 (c) should be added in its place: 

“(c) ALTERNATIVE TAXES.— 

“(1) TAX IN CASE OF NET CAPITAL GATN.—In the case of any taxpayer, who 
for any taxable year derives a net capital gain, there shall be levied, collected, 
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and paid in lieu of all other taxes imposed by this Chapter, a tax determined as 
follows, if, and only if such tax is less than the tax computed without regard 
to the provisions of this section: a partial tax shall first be computed upon the 
basis of the ordinary net income at the rates and in the manner as if this 
section had not been enacted and the total tax shall be this amount plus 25 
per centum of the net enpital cain, except that in the case of any taxable year 
beginning after March 31, 1951, and before April 1, 1954, there shall be added 
the amount of 26 per centum of the net capital gain. 

“(2) Tax IN CASE OF NET CAPITAL 10ss.—In the case of any taxpayer, who for 
any taxable year sustains a net capital loss, there shall be levied, collected, 
and paid in lieu of all other taxes imposed by this Chapter, a tax determined as 
follows, if, and only if such tax is less than the tax computed without recard 
to the provisions of this section: a partial tax shall first be computed upon the 
basis of the ordinary net income at the rates and in the manner as if this 
section had not been enacted and the total tax shall be this amount minus 25 
per centum of the net capital loss, except that in the case of any taxable year 
beginning after March 31, 1951. and before April 1, 1954, there shall be sub- 
tracted the amount of 26 per centum of the net capital loss.” 

Section 117 (dad) which deals with limitations on capital losses should be 
amended to read as follows: 

“(d) LIMITATION on CAPITAL Losses.— 

“[(1) Corrorarions.—In the case of a corporation,] Unless the tar is 
computed under the provisions of aubscction (c) (2) of this section, losses 
from sales or exchanges of capital assets shall be allowed only to the 
extent of gains from such sales or exchanges. 

("(2) Oruer Taxpayeks.—In the case of a taxpayer, other than a corpo- 
ration, losses from sales or exchanges of capital assets shall be allowed only 
to the extent of the gains from such sales or exchanges, plus the net income 
of the taxpayer of $1,000, whichever is smaller. For purposes of this para- 
graph, net income shall be computed without regard to gains or losses from 
sniles or exchanges of capital assets. If the tax is to be computed under 
Supplement T, ‘net income’ as used in this paragraph shall be read as 
‘adjusted gross income,’ "J 

Section 117 (a) (10) shonld be amended to read as follows: 

“(10) Net Capitar GAIn.— 

“[(A) Coxporations.—In the case of a corporation,] The term ‘net 
enpital gain’ means the excess of the sum of the gain from sales or ex- 
changes of capital assets over the sum of the losses from such sales or 
exchanges. [and 

(“(B) Orner TaAxpayers.—In the ease of a taxpayer other than a 
corporation, the term ‘net capital gain’ means the excess of (i) the sum 
of the gains from sales or exchanges of capital assets, plus net income 
of the taxpayer Or $1,000, whichever is smaller. over (ii) the losses from 
such sales or exchanges. For purposes of this subparagraph, net in- 
come should be computed without regard to gains or losses from sales 
or exchanges of capital assets. If the tax is to be computed under Sup- 
plement T, ‘net income’ as used in this subparagraph shall be read as 
adjusted gross income.’ "J 


Under these amendments. individuals and corporations are treated alike, 
and capital losses are deductible to the same extent capital gains are includible. 
The net effect is to liberalize the capital loss deduetion so that the treatment of 
capital losses will more nearly parallel the present treatment of capital gains. 

Section 117 (g) (2) of the code should be limited to property other than 
personal property of a character which is subject to the allowance for deprecia- 
tion and real property. 

Option losses occur most frequently in connection with securities transactions. 
The section was enacted to cover option losses incurred in connection with 
“puts” or “calls” any other such speculative transactions. The scope of the sec- 
tion, however, is too broad since it applies to the generic term “property.” The 
word “property,” therefore, should be restricted to property which would, if pur- 
chased, be subject to the allowance for depreciation under section 23 (1), or to real 
property. Such an amendment would harmonize section 117 (g) (2) with 
the present provisions of section 117 (4). 

The provisions of section 117 (g¢) (2) should, therefore, be amended in the 
following manner: 

“(2) Gains or losses attributable to the failure to exercise privileges or options 
to buy or sell property, other than property of a character achich is subject to the 
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allowance for depreciation provided in section 23 (1) and real property, shall be 
considered as short-term capital gains or losses * * *,” 


(24) Tuer Net OPERATING Loss 


Section 122 of the Internal Revenue Code should be amended so as to extend 
the full benefits of the net operating loss deduction to transferees and trans- 
ferors in certain tax-free reorganizations and liquidations. 

Under the present statute net operating losses may be carried back or carried 
over only by the “taxpayer.” From an old line of cases based on prior law 
there has developed the principle that the successor corporation is not the sume 
“taxpayer” as its transferor or transferors. The result has been to deny the 
successor corporation the net operating loss which otherwise would have been 
available to its component corporation had there been no reorganization. Ex- 
cept for a recent decision in the second circuit, which the Tax Court has declined 
to follow, no distinction has been made in the case law between a taxable and 
a tax-free reorganization. Such a distinction should be made. 

The policy consistently set forth in the code is to treat the successor corpora- 
tion, after a tax-free reorganization, as a continuation of its transferors. Basis 
for assets, earnings, and profits available for dividends, and almost all other 
factors are frozen in these transactions, and the successor corporation for all 
practical purposes is indistinguishable from its transferors. 

The successor corporation following a tax-free reorganization has been treated 
as “the taxpayer” and, therefore, primarily liable (not secondarily liable as a 
transferee), for the taxes of the reorganized companies imposed with respect 
to a period prior to the marger or consolidation, Under the present statutes 
Tax Court jurisdiction is available only to the “taxpayer.” The successor cor- 
poration, since it is primarily liable for the tax of its component, is considered 
to be the “taxpayer” for purposes of obtaining ‘Tax Court jurisdiction. 

These cases are all consistent with the legal concept of no cessation of corpo- 
rate “life,” since in each instance the successor corporation is considered for tax 
purposes as a continuation of its components. The net opcrating-loss carryover 
and earryback should not be an exception. The benefits of section 122 should not 
be denied a corporation that has heen a party to tax-free reorganization. The 
primary change in such a reorganization is in form only; proprietorship interests 
remain substantially the same. ‘Therefore, it seems apparent that tax-free trans- 
actions should not establish a bar to the normal net-loss carryback and carryover 
adjustments. 

The following proposed amendments to section 122 (b) in the form of a new 
paragraph (3) is offered to correct this situation: 

“(3) If all of the properties of the transferor are acquired by the transferee 
under a transaction which otherwise meets the definition of a reorganization as 
contained in section 112 (g) (1) or constitutes a complete liquidation under 
section 112 (b) (6), the transferor or transferors and the transferee, with respect 
to carryback and carryover of net operating losses, shall be treated as if they 
were the same taxpayer, with the result that the net operating loss of a trans- 
feror, prior to such a reorganization or liquidation, shall be treated as a net 
operating loss of the transferee, and the net operating loss, or any part thereof, 
of such transferee may be carried back to a transferor ani treated as a net oper- 
ating loss of such transferor.” 

The amendment is préposed in recognition of the fact that, for all practical 
purposes, the successor corporation and its components after a tax-free reorgani- 
zation or liquidation are the same taxpayers as before and should not lose the 
benefit of the net operating-loss deduction as the result of a tax-free reorganiza- 
tion or liquidation. The adoption of this amendment would eliminate the anom- 
alous situation wherein a successor corporation in a tax-free reorganization or 
liquidation is treated as though it were not the continuation of its transferors. 


(26) CONSOLIDATED RETURNS AND INTERCORPORATE DIVIDENDS 


Section 141 of the code should be amended in order to eliminate the penalties 
imposed upon an.affiliated group for the privilege of filing the type of return 
which reflects the true income of the true business unit. 

Under the present law a penalty of 2 percent of the consolidated surtax net 
income is imposed upon an affiliated group if a consolidated return is filed. Once 
the grou} has elected to file a consolidated return, the election is binding for all 
subsequent years (unless a new corporation is added to the group, or unless 
extensive amendments are made to the code or the regulations, which make it 
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less advantageous to file such a return). In order to file the return, the members 
of the affiliated group must consent to all consolidated-return reguiations pre- 
scribed by the Commissioner prior to the last day prescribed by law for filing 
the return. This consent is binding even though the regulations are changed 
on the last day before the return must be filed. The filing of a consolidated 
return is considered as such consent. Furthermore, this consent extends not 
only to the Treasury regulations then in effect but to all future changes in the 
regulations (unless the changes “make it less advantageous” to file such a return) 
made in the later years during which the group is still bound by its election. Vir- 
tually legislative authority is delegated to the Secretary and the Commissioner 
with respect to consolidated returns as the result of the broad delegation coupled 
with the requirement that a taxpayer must consent to the regulations imposed 
in order to make a consolidated return These restrictions on the use of consoli- 
dated returns by affiliated groups are much too stringent. 

Consolidated returns were originally introduced as the best method for meas- 
urement of the true net income of the true business unit comprised of two or more 
corporations under substantially the same ownership. Since such returns are 
actually beneficial both to the Treasury Department and the taxpayer, they 
should net be considered in terms of “privilege,” in exchange for which the 
affiliated group must pay a penalty. In fact, as the following estcept from Senate 
Finance Committee Report 617, 65th Congress, 3d session, with respect to the 
Revenue Act of 1918, reveals, the original thought was to require rather than 
allow consolidated returns: 


“CONSOLIDATED RETURNS 


“Provision has been made in section 240 for a consolidated return, in the case 
of affiliated corporations, for purposes both of income and profits taxes. A year's 
trial of the consolidated return under the existing Jaw demonstrated the advis- 
ability of conferring upon the Commissioner explicit authority to require such 
returns. 

“So far as its immediate effect is concerned, consolidation increases the tax 
in some cases and reduces it in other cases, but its general and permanent effect 
is to prevent evasion which cannot be successfully blocked in any other way. 
Among affiliated corporations it frequently happens that the accepted intercom- 
pany accounting assigns too much income or invested capital to company A and 
not enough to company B. This may make the total tax for the corporation too 
much or too little. If the former, the company hastens to change its accounting 
method: if the latter, there is every inducement to retain the old accounting pro- 
cedure, which benefits the affiliated interests, even though such procedure was 
not original'y adopted for the purpose of evading taxation. As a general rule, 
therefore, improper arrangements which increase the tax will be discontinued 
while those which reduce the tax will be retained. 

“Moreover, a law which contains no requirement for consolidation puts an 
almost irresistible premium on a segregation or separate incorporation of activi- 
ties which would normally be carried as branches of one concern. Ircreasing 
evidence has come to light demonstrating that the possibilities of evading taxa- 
tion in these and allied ways are becoming familiar to the taxpayers of the 
country. 

“While the committce is convinced that the consolidated return tends to con- 
serve, not to reduce, the revenue, the committee recommends its adoption not 
primarily because it operates to prevent evasion of taxes or because of its effect 
upon the revenue, but because the principle of taxing as a business unit what in 
reality is a business unit, is sound and equitable and convenient both to the tag- 
payer and tothe Government.” [Italics added. | 

Again in 1933, during hearings before the House Ways and Means Committee 
on December 15, the Assistant Secretary of the Treasury testified to the public 
benefits derived from consolidated returns, as follows: 

“* * * there are considerable savings to the Treasury, as well as to tax- 
payers. in the present arranzcement. The administration of the law is simpler 
since it conforms to establish business practice. The Treasury need deal with 
only one corporation, the parent. On the taxpayer’s side, the requirement of 
separate returns would cause largely increased expense to set up separate sets 
of books for tax purposes, an undesirable result in itself. The present law per- 
mits a return in accord with business practice, and gives the Treasury broad 
powers to make the necessary rules and regulations to prevent escape from the 
tax. In the judgment of the Department, the law should not be changed in this 
particular.” 
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Furthermore, during the hearings on the Revenue Act of 1948, the Special Tax 
Study Committee appointed by the House Ways and Means Committee made the 
following statement: 

“We recommend the elimination of the 2-percent differential charged against 
corporations for the “privilege” of making a consolidated return. The principle 
of the consolidated return is now recognized both in accounting and law as essen- 
tial to a correct statement of accounts, and as contributing both to simplicity 
of compliance and accuracy of the income return, The taxpayer gains in his 
management decisions, and the Treasury gains by having before it a statement 
which accurately reflects the income of the group. The tax laws should, there- 
fore, encourage, not discourage by an additional tax, the use of consolidated 
accounts and returns.” 

It is interesting to observe that there was no penalty on the use of a con- 
solidated return when it made its first appearance in 1917 along with the excess- 
profits tax. Business prudence many times compels the utilization of several 
corporations instead of a single corporation. No penalty should be applied 
where formation of separate corporations is dictated by economic factors wholly 
divorced from the Federal income tax. In light of these facts, simple justice 
now requires the elimination of the 2 percent differential as a reform long over- 
due. 

The American Law Institute, in its tax project, is undertaking a complete 
examination of the Federal income-tax law. In its tentative draft No. 7, the 
American Law Institute includes the following recommendations with respect 
to affiliated corporate groups: (1) That the present intercorporate tax on 
15 percent of the dividends received by 1 corporation from another be eliminated 
by means of a 100 percent dividends-received credit; (2) that the 2 percent 
penalty on consolidated returns be eliminated: (3) that an incentive to split up 
a corporate business be removed by allowing only 1 surtax exemption even though 
separate returns are filed; and (4) that each affiliated group be granted an 
annual election to file a consolidated return. 

There seenis to be no reasun in logic why an affiliated group should be required 
to continue making consolidated returns for an indefinite period just because it 
has once elected to file on a consolidated basis. In fairness, an annual deter- 
mination should be allowed the taxpayer. 

As a matter of economics it is generally admitted that it is unsound to tax 
corporate profits twice—once to the corporation and again to the shareholder on 
receipt of a dividend. Nevertheless the press for revenue has constantly pre- 
vented the forthright and complete elimination of double taxation. This is a 
logical point at which to launch a long-overdue reform. 

With the allowance of 100 percent dividends-received credit an important step 
will be taken toward the elimination of the acknowledged unfairness inherent in 
double taxation of corporate profits. 

In light of the foregoing, the following amendments are recommended as major 
improvements: 

(1) Eliminate the 2 percent penalty; 
(2) Permit an annual decision as to the use of a consolidated return; 
(3) Remove the requirement that a taxpayer consent to the applicable 
regulations as the price of using a consolidated return; and 
(4) Eliminate the tax on intercorporate dividends. 
These can be accomplished by the following amendments: 









RECOM MENDATIONS 





(1), (2), (3) 
“SECTION 141. CONSOLIDATED RETURNS. 

“(a) Privitece To FILE CoNSOLIDATED RETURNS.—An affiliated group of cor- 
porations shall, subject to the provisions of this section, have the privilege of 
making an annual election to file a consolidated return for the taxable year in 
lieu of separate returns, and the filing of a consolidated return shall constitute 
such election. [The making of a consolidated return shall be upon the condition 
that all corporations which at any time during the taxable year have been mem- 
bers of the affiliated group consent to all the consolidated return regulations 
prescribed under subsection (b) prior to the last day prescribed by law for the 
filing of such return. The making of a consolidated return shall be considered 
as such consent.] In the case of a corporation which is a member of the af- 
filiated group for a fractional part of the year, the consolidated return shall 
include the income of such corporation for such part of the year as it is a mem- 
ber of the affiliated group.’ 
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“(b) Recvu.ations.—The Secretary shall prescribe such regulations as he may 
deem necessary in order that the income subject to tax [liability] of any affili- 
ated group of corporations making a consolidated return and of each corporation 
in the group, both during and after the period of affiliation, may be returned, 
determined, computed, [assessed, collected,] and adjusted, in such manner as 
clearly to reflect the income subject to tag [and excess profits-tax liability and 
the various factors necessary for the determination of such liability, and in 
order to prevent avoidance of such tax liability], after eliminating profits and 
losses arising from transactions between members of the affiliated group during 
the consolidated return period but not realized or incurred at the end of the 
tarable year through completed transactions with persons other than members 
of the group, provided, however, that (1) in computing income subject to tax for 
the first consolidated return period for any affiliated group the amount of the 
opening inventory of each member of the affiliated group shall be the amount 
of the closing inventory used in computing the income subject to tar of any 
tarpayer for the preceding tazable year, and (2) in computing the net income 
in a separate return for any member of an affiliated group for the first tarable 
vear after it had joined in filing a consolidated return, the amount of its open- 
ing inventory shall be the amount of the closing inventory used in computing 
consolidated net income for the last consolidated return period. 

“(c) COMPUTATION AND PAYMENT or Tax.—In any case in which a consoli- 
dated return is made or is required to be made, the tax shall be determined, 
compnted, assessed, collected, and adjusted in accordance with the regulations 
prescribed under subsection (b) [prescribed prior to the last day prescribed by 
law for the filing of such return; except that the tax imposed under section 15 
or section 204 shall be increased hy 2 per centum of the consolidated corporation 
surtax net income of the affiliated group of includible corporations. If the affili- 
ated group includes one or more Western Hemisphere trade corporations (as 
defined in section 109), the increase of 2 per centum provided in the preceding 
sentence shall be applied only on the amonnt by which the consolidated corpora- 
tion surtax net income of the affiliated group exceeds the portion (if any) of 
the consolidated corporation surtax net income attributable to the Western 
Hemisphere trade corporations incinded in such group]. For the purposes of 
the tax imposed by section 430, the sum of the excess profits credit and the 
unused excess profits credit adjustment of the affiliated group shall not be in- 
creased under the last sentence of section 431 to an amount in excess of $25,000 
for the entire group. 

“Each member of an affiliated group making a consolidated return shall be 
severally liable for that portion of the tar imposed by this chapter (including 
any dcficiency in respect thereof) which bears the same ratio to the total tar 
computed under this section as the amount of its tar computed as if a separute 
return had been made bears to the aggregate amount of tar that would have 
bcen payable by all the members of the group if separate returns had been made.” 

* * * * * * * 

(Not only would the foregoing accomplish the first, second, and third recom- 
mendations tabulated above, but provision would be made for an equitable method 
of treating the complex problem of inventory evaluation for the first consolidated 
return neriod and for the first period thereafter when separate returns are again 
filed. Furthermore, the additions in suhsection (b) would prevent double taxa- 
tion of unrealized intercompany profits and double deductions of unrealized inter- 
company losses; and the new paragraph at the end of subsection (c) would 
qualify the manner in which the total tax should be allocated to the various 
members of the affiliated group.) 


RECOMMENDATION (4) 


“Sec. 26. Crepits or CORPORATIONS. 
“In the case of a corporation the following credits shall be allowed to the 
extent provided in the various sections imposing tax— 
~ + . . * * * 
“(b) Divinenns Recerven.—An amount equal to the sum of— 

“(1) In Genrrat.—{85] 100 per centum of the amount received as divi- 
dends (other than dividends described in paragraph (2) on the preferred 
stock of a public utility) from a domestic corporation which is subject to 
taxation under this chapter.” 

* * 7 7 * . e 
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(30) Te Various Provisions RELATING TO INCOME DeRIveD From 
Foreian Sources 


A concomitant of the fact that the United States is today in the dominant 
position of world leadership is the fact that the United States now looks to the 
world for its trade and commerce. Not many years ago our foreign commercial 
orbit was more or less limited to our own possessions and to the Western Hemi- 
sphere. No longer is this true. The currency of the slogan ‘“‘Trade—not aid” 
underscores the world outlook of American business, 

World trade must, increasingly, be our national concern. It is as inescapable 
as our world leadership. The more we can accelerate our worl trade the more 
we further our foreign policy and, at the same time, increase our domestie pros- 
perity. Consequently, in the present revision of our tax laws it is important 
that incentives be created to advance these objectives. With this in view, we 
recommend the amendment of section 109 and section 119 (f). 

Under existing law, in order to qualify for tax treatment as a Western Hemi- 
sphere trade corporation, a domestic company must (1) do all of its business 
in any country or countries in the Western Hemisphere—North, Central, or South 
America, or in the West Indies or in Newfoundland; (2) derive at least 05 
percent of its gross income from sources outside the United States; am! (3) 
derive at least 90 percent of its gross income from the active conduct of a trade 
or business. These requirements are unduly restrictive, both geographically and 
technically. The purpose of Congress in granting special tax treatment to a 
corporation doing business in competition with foreign corporations was to elimi- 
nate the competitive inequalities between the two which arise because of the 
much higher corporate-tax burden now borne by the domestic corporation. This 
is clearly demonstrated in the following quotation from Senate Finance Com- 
mittee Report 1631, 77th Congress, 2d session (1942): 

“(4) Western Hemisphere trade companics.—American corporations trading 
in foreign countries within the Western Hemisphere are placed at a considerable 
disadvantage with foreign corporations under tax rates proviled by the Dill. 
To alleviate the competitive inequality, the committee's bill relieves such corpo- 
rations from surtax liability. * * *” 

This policy of encouraging foreign trade by domestic corporations is beneficial 
to our national economy, since no nation today can be self-sufficient. The same 
reasoning which brought about the enactment of section 109 now conpels an 
extension of the same tax treatment to corporations engaged in foreign trade in 
any country outside the United States. Encouragement to domestic corporations 
engaged in foreign trade should apply universally, and should not be limited to 
the Western Hemisphere. In order to further this policy, the following amend- 
ment should be made to section 109 of the code: 


“[['WESTERN HEMISPHERE] ‘FOREIGN’ TRADE CORPORATIONS 


“Sec. 109 [Internal Revenue Code]. For the purposes of this chapter, the 
term ‘{[Western Hewisphere] forcign trade corporation’ means a domestic cor- 
poration [all of whose business is done in any country or countries in North 
Central, or South America, or in the West Indies, or in Newfoundland audy 
which satisfies the following conditions: 

“(a) [If] 95 per centum or more of the gross income of such domestic corpora- 
tion for the three-year period immediately preceding the close of the taxable 
year (or for such part of such period during which the corporation was in 
existence) was derived from sources other than sources within the United 
States; and 

“(b) [If 90] 50 per centum or more of its gross income for such pertod or such 
part thereof was derived from the active conduct of a trade or business.” 

Technical conforming amendments should be made to section 26 (i) of the 
Internal Revenue Code. 

This amendment, by doing away with the absolute restriction against trading 
outside the Western Hemisphere, would extend the present tax treatment to 
corporations engaged in foreign trade anywhere throughout the world. 

The amendment would also reduce the proportion of income which must be 
derived from the active conduct of trade or business from 90 percent to 50 per- 
cent. The lower figure of 50 percent is more nearly in accord with other provi- 
sions of the code, such as section 251 and section 454 (f), both of which provide 
for special tax treatment to corporations engaged in foreign trade. Both of these 
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latter sections now contain the suggested requirement that only 50 percent of the 
corporate income need be derived from the active conduct of a trade or business. 
. * ~ + * - + 
Section 119 of the Internal Revenue Code should be amended in order to provide 
lear-cut statement of the measure of, and the method of determining the 
‘e of, income realized from the sale of personal property. 

Under the present law, income from the sale of personal property is real'zed 
solely from sources within the United States if it is both produced and sold within 
the United States. Conversely, if the property is both produced and sold outside 
the United States, there is no income whatsoever from sources within the United 
States. The place of sale, therefore, becomes crucial in determining the source 
of income. The source of income in turn is crucial to the determination of 
whether a corporation trading and doing business in a foreign country qualifies 
under section 109 or section 251. 

The general policy of the Treasury department is to recognize the sale in the 
country in which title passes. This-passage-of-title rule has been retained by 
the American Law Institute in its tentative draft No. 7 as the most practical 
of the various suggestions studied by that group in an effort to arrive at a more 
concise definition of the source of income under section 119. 

All doubt as to the propriety of the adoption of such a rule should be removed 
by statute. The following amendment is therefore offered as an express statutory 
approval of the passage of title rule. 

Section 119 (f) should be amended to read as follows: 

“(f) DEFINITIONS.—As used in this section the words ‘sale’ or ‘sold’ include 
‘exchange’ or ‘exchanged’: and the sale shall be deemed to have bcen made in 
the country in which the legal title to the property is transferred; and the word 
‘produced’ includes ‘created,’ ‘fabricated, ‘manufactured,’ ‘extracted,’ ‘processed,’ 
‘cured,’ or ‘aged.’”’ 

(35) Excise Tax ProsteMs (EXCLUSIVE OF THOSE RELATING TO RATES, NEW 
TAXES, OR TO REMOVAL OF EXCISE RATES) 


SECTION 34138 AND THE TAX ON LUBRICATING OILS 


The provisions of section 2413 of the Internal Revenue Code should be amend- 
ed so as to exempt from the tax of 6 cents a gallon, imposed on the sale of lu- 
bricating oils, those oils used primarily in cutting, rolling, and other similar 
operations on metals. 

Under the present Treasury Department policy the tax is imposed on all oils 
which are used for lubrication. As a result, oils used in industry for cutting 
or rolling metals have been taxed under section 3413 as “lubricating oils.” The 
taxation of oils used for such purposes goes so far beyond the original intent 
of Congress that section 3413 should be expressly amended to exclude all oils 
used in cutting, rolling, and other similar operations on metals, 

Section 3413 was originally intended to apply, not to oils used in industry, but 
only to oils used for transportation purposes. In the House version of the 
revenue bill of 1932, the tax was limited to lubricating oils falling within the 
ranges of 20 to 70 viscosity and graded in accordance with the standards of 
the Society of Automotive Engineers. Oils of this viscosity generally are motor 
oils. 

In the Senate version of the bill, however, the words “of the grades designated 
by the Society of Automotive Engineers as viscosity numbers 20 to 70, inclusive,” 
were eliminated. The reason the Senate Finance Committee eliminated these 
words was the fear that motorists could easily evade the tax by buying oils of 
lesser and higher viscosities and mixing them to obtain the desired fluidity. 

Congressman John W. McCormack (then a member of the House Ways and 
Means Committee) at the hearings hefore the Senate Finance Committee made 
it clear that the tax was never intended to apply to oil used in industry: 

“The Senator from Pennsylvania a moment ago asked a question about lubri- 
cating oils and while it is not relevant to the purpose I had in mind in appear- 
ing before this committee, I might call to the attention of the committee that we 
never intended to impose a tax on lubricating oil used in industry and I am 
also frank in saying that my impersonal opinion of this latter remark is that 
the same thing should apply to tractors on the farm because in a sense they 
are to the farm just what machinery is to the industrialist. 

“If you will read the debate in the House you will note that the acting chair- 
man of the committee, Mr. Crisp, in response to an inquiry I made of him, stated 
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on the floor that they never intended to have the tax on lubricating oils apply 
to such lubricating oil used in industry and my impersonal opinion is that the 
same thing might reasonably extend to the tractor on the farm.” 

This legislative history demonstrates clearly that Congress did not intend 
for the tax to apply to oils used in industry. 

The very fact that the tax rate is 6 cents a gallon is additional evidence of 
the original intent of Congress. This flat rate applies regardless of the quality 
of the oil Kor example, oils used for industrial purposes may sell for as 
little as 10 to 13 cents a gallon, whereas high-quality oils used in combustion 
engines, such as automobile engines, may easily sell for several times that 
amount. The tax of 6 cents per gallon is completely disproportionate to the 
value of industrial oil. 

Qils used in rolling, cutting, and the like are not used for transportation 
purposes or j he operation of combustion engines of any sort. The excise 
tax imposed by section 3413 should not apply to them. An amendment, there- 
fore, should be adopted in order to exempt “rolling” and “cutting” oils from 
the excise tax imposed under section 3413 of the code. 

The amendment should take the following form: 

“Sec, 3413. Tax ON LUBRICATING OILS, 

“There shall be imposed upon lubricating oils sold in the United States by 
the manufacturer or producer a tax at the rate of 6 cents a gallon, to be paid 
by the manufacturer or producers, except that oils known commercially Gs ‘cut- 
tiny’ oils or ‘rolling’ oils and used primarily in the machinery, cutting, rolling, 
shaping, or other fabricating of metals, shall be exempt from taxation under 
this section. Every person liable for tax under this section shall register and 
tile bond as provided in section $412 (d) Under regulations prescribed by 
the Commissioner with the approval of the Secretary, no tax shall be imposed 
under this section upon lubricating oils sold to a manufacturer or producer 
of lubricating oils for resale by him, but for the purposes of this chapter such 
vendee shall be considered the manufacturer or producer of such lubricating 
oils.” 


SECTION 1801 AND THE TAX ON CORPORATE BONDS AND DEBENTURES 


Section 1801 of the code should be amended so as to provide a more concrete 
basis for establishing the nontaxability of short-term notes given by a corpora- 
tion to a bank or group of participating banks for bank loans. 

Under section 1801 of the code, a stamp tax is imposed on “all bonds, deben- 
tures, or certificates of indebtednes issued by any corporation * * *.” Legis- 
lative history demonstrates that Congress intended to exempt promissory notes 
from the imposition of a Federal stamp tax. Prior to the year 1924, a stamp 
tax was imposed on drafts, checks, and promissory notes. This tnx was re- 
pealed by the Revenue Act of 1924, which as the same time retained the stamp 
tax on corporate bonds, debentures, and certificates of indebtedness. It is sig- 
nificant, therefore, that although the taxable status (for stamp-tax purposes) 
of corporate bonds. debentures, and certificates of indebtedness was continued, 
Congress clearly placed promissory notes in a nontaxable category. 

The law, therefore, is certain: Bonds, debentures, or certificates of indebted- 
ness are subject to the Federal stamp tax, but there is no such tax on prom- 
issory notes 

The uncertainty which leads to this request for amendment arises from 
the application of the law. In many instances the effect of the present Treas- 
ury Department policy is to extend the provisions of section 1801 so as to 
impose the stamp tax on promissory notes, contrary to the intent of Congress. 
In fact, during recent years the Department has become so zealous in its efforts 
to prevent avoidance of the Federal stamp tax on corporate bonds, debentures, 
and certificates of indebtedness that it now considers a promissory note issued 
by a corporation for short-term bank loans to be a taxable instrument within 
the provisions of section 1801. Such a note, if issued for a substantial sum, 
would necessarily contain conditions not generally contained in a promissory 
note for a smaller sum, These conditions, however, are generally imposed 
by the bank and should not lead to taxation of the note as a corporate bond, 
debenture, or certificate of indebtedness. 

In order to clarify the existing situation, section 1801 should be amended 
so as to remove all doubt as to the nontaxability of short-term notes, which 
may be issued by a corporation for loans made by a bank (or a group of par- 


ticipating banks). 
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It is suggested that the following be added at the end of section 1801: 

“Provided, further, That in no ease shall the provisions of this section apply 
with respect to evidences of indebtedness issued by any corporation for a loan 
made to it by a bank, as defined in section 104 (a), or a group of participating 
banks, if the indebtedness is payable within a period of five years.” 


(38) DEPLETION AND EXPLORATION EXPENDITURES 


The code should be amended to remove the limitation on the deductibility 
of exploration expenditures, contained in section 23 (ff) (1) and section 23 
(ff) (3). With respect to oil and gas, a new subsection should be added tc 
section 23 to clarify the procedure to be followed in deducting intangible 
drilling and development expenses. 


LIMITATIONS ON EXPLORATION EXPENDITURES 


Under the present provisions of section 23 (ff) (1), expenditures made dur- 
ing the taxable year for ascertaining the existence, location, extent, or quality 
of mineral deposits may, at the election of the taxpayer, be deducted to an 
amount up to $75,000. The yearly limitation of $75,000 applies to all such ex- 
penditures made by the taxpayer and is not a separate deduction for each sepa- 
rate mine or mineral deposit. The deduction is limited by section 23 (ff) (3) to 
any 4 years (not necessarily consecutive), with the added proviso that if prop- 
erty has been transferred under circumstances by which there is no change in 
basis the transferee is limited to the number of years which were still allowable 
to the transferor. This limitation of 4 years applies even though the amount of 
the «deduction taken in any such year is for less than the $75,000 annual 
ceiling. 

The $75,000 annual limitation is arbitrary and unfair. The limitation applies 
alike to the small-mine owner and the large development company. The purpose 
of the enactment of section 23 (ff) was to encourage the search for new deposits 
of ores and other minerals. This was clearly expressed in the following state- 
ment taken from Senate Finance Committee Report No. 781, page 63, on the 
revenue bill of 1951: 

“It is generally recognized that the presently available mineral resources of 
this country are in many respects deficient in view of the ever-increasing demands 
of our economy, especially in an emergency period such as the present. Not only 
is this true with many common metals such as copper, zine, and lead, but it is 
even more trne with respect to many rare metals and nonmetallic minerals. 
Intensified and expanded efforts to find new deposits of ores and other minerals 
are highly desirable. 

“Under present law, expenditures for ascertaining the location, extent, and 
quality of mineral deposits cannot be deducted (unless such expenditures pro- 
duce no useful results, in which case they can be deducted as with any other loss), 
Lut must be capitalized. Amounts so capitalized can be recovered for tax pur- 
poses only through depletion allowances. Moreover, if the depletion allowance 
is based upon a percentage of gross income from the property, this deducation is 
the same whether a large or a small sum was spent for exploration, so that there 
is no special tax incentive for increased exploration expenditures * * *.” 

Since the purpose of the section was to encourage and expand the search for 
much-needed additions to our raw-material supply, there is no reason in logic 
for the limitations which are now imposed under section 23 (ff). 

The effect of the limitations is to restrict achievement of the very purpose of 
the section. The present annual limitation of $75,000 is unrealistic since it 
applies to each taxpayer regardless of the size and expenditures of the taxpayer. 
When coupled with the 4-year provision, it tends to encourage separate incorp- 
orations so as to multiply benefits. A large integrated corporation interested in 
maintaining and expanding its reserve mineral stockpile would be limited only 
to a small fraction of the annual amounts spent in exploration; even the limited 
benefits of the section would not be available to it after the short period of 4 
years. On the other hand, if several interrelated companies were organized to 
investigate separate mining possibilities, the benefits of the section would be 
correspondingly increased. Thus, there is the possibility of accomplishing in- 
directly, and by undesirable means, that which cannot be done directly. Not 
only is this an evil to be remedied but the removal of the limitation will actually 
accomplish an affirmative objective in the public interest. The most equitable 
treatment of these expenditures would lead to the removal of all limitations, 
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except the incentive limitation automatically imposed on the corporation by 
the desire to maximize profits. 

Since the purpose for which the section was added to the code was to encourage 
exploration expenditures, the curb on the method used to attain the purpose 
should be removed. Section 23 (ff) should be amended by striking out both 
the overall 4-year limitation and the annual limitation of $75,000 so that all 
bona fide exploration expenditures incurred in the search for much-needed addi- 
tions to the Nation’s known ore and mineral supply may, at the election of the 
taxpayer, either be capitalized or deducted as a current expense. The following 
amendment to section 23 (ff) (1) is proposed: 


“Sec. 23. Depuctions From Gross INCOME, 
“In computing net income there shall be allowed as deductions: 
* + * . . * 
“(ff) DepuctTion or ExpLoraTION ExPENDITURES.— 


“(1) In cENERAL.—[In the case of] All expenditures paid or inenrred 
during the taxable year for the purpose of ascertaining the existence, loca- 
tion, extent, or quality of any deposit of ore or other wineral, and paid or 
incurred prior to the beginning of the development stage of the mine or 
deposit, so much of such expenditures as does not exceed $75,000]. This 
subsection shall apply only with respect to the amount of such expenditures 
which, but for this subsection, would not be allowable as a deduction for the 
taxable year. This subsection shall not apply to expenditures for the ac- 
quitision or improvement of property of a character which is subject to 
the allowance for depreciation provided in section 23 (1), but allowances 
for depreciation shall be considered, for the purposes of this subsection, as 
expenditures paid or incurred. In no case shall this subsection apply with 
respect to amounts paid or incurred for the purpose of ascertaining the 
existence, location, extent, or quality of any deposit of oil or gas.” 

Section 23 (ff) (3) should be stricken from the Internal Revenue Code and 
subsection (4) should be renumbered (3). 


OIL AND GAS—INTANGIBLE 


Drilling and development expenses 


The extraordinary need for oil and gas in our economy has long been recoz- 
nized. The difficulties we faced in this respect during World War II supplies 
ample evidence of the desirability of maintaining and expanding the output. 
One of the most important incentives for accomplishing this necessary result 
lies in the current deductibility for tax purposes of intangible drilling and de- 
velopment costs. Although there is no express provision presently contuined 
in the code dealing with the proper method for deducting intangible drilling and 
development expenses for oil and gas wells, the Treasury policy has lonz been 
to allow the taxpayer the choice of deducting these expenditures as current 
expenses or of capitalizing them. This Treasury policy, in the form of sec- 
tion 29.23 (m)-16 of regulations 111, was ratified by Congress in Concurrent 
Resolution 50, 79th Congress, 1st session, on July 21, 1945. The resolution 
would be entitled to the most respectful consideration of the courts, but it does 
not have the binding force of a specific code provision, In order to assure the 
taxpayer engaged in the drilling and development of vil and gas wells that the 
present policy will remain unchanged, there should be an amendiment to sec- 
tion 23 of the code to give the taxpayer the express choice of either expensing 
or capitalizing these expenditures. 

The suggested amendment to section 23 should also rectify a defect in the 
present regulations in the form of the present election procedures. Under the 
present law the taxpayer, in order to make the choice between expensing anci 
capitalizing intangible drilling and development expenditures, must make an 
election in accordance with the provisions of section 29.23 (m)-16 of the cur- 
rent regulations. The election must be made in the taxpayer’s first return and 
unless a clear statement of election has been made in the first return in which 
such costs are incurred, the taxpayer is deemed to have elected to capitalize 
these expenses, The taxpayer is bound by his election for all subsequent years. 

This rule in regard to elections appears harsh on its face and becomes even 
harsher when coupled with the fact that in many instances the taxpayer who 
takes the percentage depletion deduction will never recover these capitalized 
costs. There is no reason why the election should be forever binding. In fact, 
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better reasoning leads to a separate choice for each separate development unit, 
in much the same manner now provided in the provision of section 28 (fl) (deal- 
ing with the election to deduct mine exploration costs). The procedure for mak- 
ing the election should require nothing more than the treatment in the annual 
return of the taxpayer. The amendment to section 23 should contain, therefore, 
an express statement that the treatment of these expenses in the return shall con 
stitute the election ; and that the election is allowed as to each separate develop 
ment unit. 

A new subsection should be added to section 23 of the Internal Revenue Code: 


“Sec. 23. Depuctions From Gross INCOME.— 


“In computing net income there shall be allowed as deductions: 
* o ~ > * * 


rg) DEDUCTION OF INTANGIBLE DRILLING AND DEVELOPMENT Costs.— 

‘(1) IN GENERAI All expenditures incident to and necessary for the driil- 
ing of wells and the preparation of wells for the production of oil and gas, 
known as ‘intangible drilling and development costs,’ incurred by the tax- 
payer during the taxable year. 

2) LECTION OF TAXPAYER.—If the taxpayer in his return for each tax- 
able year treats as deferred expenses any portion of the amount deductible for 
the taxable year under paragraph (1), such portion shall not be deducted 
under paragraph (1), but shall be deductible on a ratable basis under the 
provisions of section 23 (m) as units of the mineral are sold. An election 
made under this paragraph for any taxable year shall be binding only for 
such year. 

“(3) THE ADJUSTED BASIS OF OIL OR GAS WELL.—The amount of expenditures 
which are treated under paragraph (2) as deferred expenses shall be taken 
into account in computing the adjusted basis of oil or gas wells, but such 
amounts, and the adjustments to basis provided in section 113 (b) (1) (M) 
shall be disregarded in determining the adjusted basis of the property for 
the purpose of computing a deduction for depletion under section 114.” 

(Technical conforming amendments should be made to section 113 (b) (1) (M) 


]2 


in order to add a reference to section 23 (gg) (2).) 


ss ( 


STATEMENT FILED ny Henry G. WALTEMADE, CHAIRMAN, REALTORS’ WASHINGTON 
COMMITTEE OF THE NATIONAL ASSOCIATION OF REAL EstTaTE Boarps, on H. R. 
2128 anp H. R. 5702 


In the interest of conserving the committee's time, Mr. Chairman, we respect- 
fully submit this statement for your consideration. We hope to have a witness 
appear on our behalf when the committee hears topic 22, capital gains and 
losses, later this month 

We should like to direct our remarks in support of H. R. 2128 introduced by 
Mr. Oakman, of Michigan, and H. R. 5702 introduced by Mr. Hiestand, of 
California. 

We believe that the home is the keystone of our American way of life, and that 
any reasonable means of making homeownership more attractive is a step in the 
right direction. H. R. 2128 provides that if property is used as the taxpayer's 
residence he will be permitted to take deduction for depreciation. 

This committee recognized the need of providing every reasonable measure 
to insure and promote homeownership when it recently adopted a provision 
which excuses the owner-ocenpier from paying a capital gain on the sale of his 
residence if the gain is reinvested in property to be used as his residence. H. R. 
2128 is but another step to preserve security of the American home by extending 
to the homeowner the same depreciation privileges that are now accorded 
income-property owners 

H. R. 5702 introduced by Mr. Hiestand entitled “A bill to afford the taxpayer 
the right to determine the period of useful life of property in computing deduc- 
tions for depreciation under the income-tax laws,’ amends section 23 of the 
Internal Revenue Code relating to deductions from gross income for depreciation. 

H. R. 5702 would permit the taxpayer to select a depreciation period for real 
property which shall be not less than 5 years nor more than 50 years. It also 
provides for a selective depreciation period for personal property. We should 
like to confine our support, however, to that relating to real property, as we do 
not feel qualified to testify on the matter of personal property depreciation. 
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For the record, we wish to call the committee’s attention to the Internal 
Revenue Bureau Mimeograph No. 183, Audit No. 46, which outlines the Burean’s 
new policy with respect to depreciation adjustments, which is attached. We 
also invite your attention to the attached instructions relating to policy with 
respect to depreciation adjustments, Internal Revenue Bureau Circular No, 144, 
Audit No. 10, dated May 11, 1953. 

The Internal Revenue Bureau states its new policy with respect to deprecia- 
tion adjustments and the instructions are designed to reduce controversies with 
taxpayers concerning depreciation. 

Since the Internal Revenue Bureau is desirous of eliminating these contro- 
versies, we believe that adoption of H. R. 5702 will support the Bureau to that 
extent and will write into law that which is being attempted admit 

We hope the committee will approve H. R. 2128 and H. R. 5702 


iistratively. 


UNITED STATES TREASURY DEPARTMENT, 
OFFICE OF THE COMMISSIONER OF INTERNAL REVENUE, 
Washington 25, D. C., May 11, 19538 
IR—MIMEOGRAPH No. 183 
Aud. No. 46 
App. No. 8 


POLICY WITH RESPECT TO DEPRECIATION ADJUSTMENTS 


District Commissioners, Directors of Internal Revenue, and others concerned: 

1. The internal-revenue laws allow as a deduction in computing net income a 
reasonable allowance for depreciation of property used in trade or business or 
of property held for the production of income. The purpose of the deduction is 
to permit taxpayers to recover through annual deductions the cost (or other 
basis permitted by law) of the property over the useful life of the property. 
The determination of the amount of the deduction is largely a matter about 
which there may be reasonablé differences of informed judgment, but the impact 
on the revenues resulting from these differences may be negligible one way or 
the other over the years involved. 

2. Accordingly, effective May 12, 1953, and as respects all open years for 
which agreement as to the tax liability has not been reached at any level within 
the Internal Revenue Service as of that date, it shall be the policy of the Service 
generally not to disturb depreciation deductions, and revenue employees shall 
propose adjustments in the depreciation deduction only where there is a 
clear and convincing basis for a change. This policy shall be applied to give 
effect to its principal purpose of reducing controversies with respect to 
depreciation. 

T. COLEMAN ANDREWS, Commissioner, 

Maximum distribution. 


UNITED States TREASURY DEPARTMENT, 
OFFICE OF COMMISSIONER OF INTERNAL REVENUE, 
Washington, D. C., May 11, 1953. 


1R-Circular No. 144, 
Aud. No. 10. 
App. No, 4. 


INSTRUCTIONS RELATING TO POLICY WITH RESPECT TO DEPRECIATION ADJUSTMENTS 


District Commissioners, Directors of Internal Revenue, and Others Concerned: 

1. The purpose of this circular is to furnish guidance with respect to the 
application of IR-Mimeograph No. 188, Audit No. 46, which sets forth the policy 
with respect to depreciation adjustments. 

2. Among factors which should be given careful consideration in order to give 
full force and effect to the announced policy are the following: 

(a) Whether depreciation rates used by the taxpayer are fair and reason- 
able under the circumstances. 

(b) Whether the taxpayer has followed a consistent practice in arriving 
at the amount of depreciation deductions ; 

(c) Whether in considering all factors, including reasonable tolerances, 
any adjustments proposed are substantial. 
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3. In the establishment of the depreciation rates for a taxpayer careful con- 
sideration shall be given to facts and arguments presented by the taxpayer with 
respect to obsolescence, as well as to the repair and maintenance policy of the 
taxpayer. 

4. lf the proposed depreciation changes are material and the revenue employee 
and the taxpayer cannot reach an agreement the issue may be referred, prior 
to the issuance of a 30-day letter, to a valuation engineer, if available, for con- 
sideration; otherwise the Engineering and Valuation Branch, Washington, 
D. C. (attention T:S:E), should be requested to furnish the required engineer- 
ing service, 

5. Responsibility for effectuating the policy announced in IR-Mimeograph 
No. 183 will rest upon each district commissioner, who shall take all appro- 
priate steps necessary to insure that there is a clear understanding of the 
policy and the importance which is attached to its prompt effectuation on 
the part of the assistant district commissioners, audit and appellate, and 
the directors. In turn, each director shall communicate the policy imme- 
diately to the heads of all audit divisions, reviewers, group chiefs, and exam- 
ining officers, to the end that application of the policy will be reflected promptly 
in the examination and disposition of cases. To the greatest extent prac- 
ticuble, this shall be accomplished by the heads of audit divisions personnel 
meeting with the reviewers and group chiefs for a discussion of the policy. 
Group chiefs, in turn, should arrange to conduct personal meetings with their 
examining officers for such discussions, 

6. District commissioners are requested to advise this office (attention O: A) 
at the earliest practicable date as to the steps that they have taken to insure 
that the policy will be promptly adopted at all levels of case examination and 
settlement in their districts, 

T. CoLEMAN ANDREWS, Commissioner. 

Minimum distribution. 


The Cratrman. It is necessary for the members of this committee 
to be on the floor at noon, as we have legislation up for debate. It 
may, therefore, be necessary to postpone until this evening hearing 
the witnesses we do not reach this morning. I might say that if 


any of the witnesses can shorten their statements or insert a ah 


of them in the record, it will be very helpful, because I plan to hold 
hearings and complete the list, starting at 7:30 p. m, this evening, if 
we fail to complete them this morning. 
We have the pleasure of welcoming this morning the Honorable 
Carl Hinshaw, a Member of Congress from the State of California. 
Congressman Hinshaw, if you will state your name to the reporter, 
we shall be glad to hear you at this time. 


STATEMENT OF HON. CARL HINSHAW, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF CALIFORNIA 


Mr. Hinsnaw. Mr. Chairman and gentlemen of the committee 
my name is Carl Hinshaw and I represent the 20th District of 
California. 

I am present today in support of my bill, H. R. 2720, which I 
would like to offer for the record at this time. 

The Cuamman. Without objection, it is so ordered. 

(The matter referred to is as follows:) 


[H. R. 2720, 88d Cong., 1st sess.] 
A BILL To amend chapter 1, subchapter C, of the Internal Revenue Code 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That chapter 1, subchapter C, of the Internal 
Revenue Code is amended by adding at the end of section 124 A the following 
new section: 
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“BEC. 124B. TREATMENT WORKS SPECIAL AMORTIZATION DEDUCTION. 

“(a) GENERAL Ruie.—Every person, at his election, shall be entitled to a 
deduction with respect to amortization of the adjusted basis (for determining 
gain) of any device, building, machinery, or equipment for the collection at 
the source of atmospheric pollutants and contaminants based on a_ period 
of sixty months. Such amortization deduction shall be an amount, with respect 
to each month of such period within the taxable year, equal to the adjusted 
basis of the device, building, machinery, or equipment at the end of such month 
divided by the number of months (including the month for which the deduction 
is computed) remaining in the period. Such adjusted basis at the end of the 
month shall be computed without regard to the amortization deduction of such 
month. The amortization deductions provided by this section with respect 
to any month shall be in lieu of the deduction with respect to such device, 
building, machinery, or equipment provided in section 23 (1) relating to exhaus- 
tion, wear and tear, and obsolescence. The sixty-month period shall begin, at 
the election of the taxpayer, with the month following the month in which the 
device, building, machinery, or equipment was completed or acquired, or with 
the succeeding taxable year. 

“(b) ELecTion oF AMORTIZATION.—The election of the taxpayer to take the 
amortization deduction and to begin the sixty-month period with the month 
following the month in which the device, building, machinery, or equipment 
was completed or acquired, or with the taxable yeur succeeding the taxable 
year in which such device, building, machinery, or equipment was completed 
or acquired shall be made in an appropriate statement in the taxpayer's return 
for the taxable year in which the device, building, machinery, or facility was 
completed or acquired, or in which the certification required by subsection (d) 
was made, whichever is later. 

“(¢@) TERMINATION OF AMORTIZATION DeDUCTION.—A taxpayer which has elected 
under subsection (b) to take the amortization deduction provided in subsection 
(a) may, at any time after making such election, discontinue the amortization 
deductions with respect to the remainder of the amortization period, such dis- 
continuance to begin as of the beginning of any month specified by the taxpayer 
in a notice in writing filed with the Secretary before the beginning of such 
month. The deduction provided under section 23 (1) shall be allowed beginning 
with the first month as to which the amortization deduction is not applicable, 
and the taxpayer shall not be entitled to any further amortization deductions 
with respect to such device, building, machinery, or equipment. 

“(d) DETERMINATION OF ApJUSTED Basis oF Devices, Erc.—In determining 
for the purposes of this section the adjusted basis of such device, building, 
machinery, or equipment, there shall be included only so much of the amount 
of such adjusted basis (computed without regard to this section) as is properly 
attributable to the construction, reconstruction, remodeling. installation, or 
acquisition of such device, building, machinery, or equipment after (blank date) 
as certified by a State, Territorial, or local agency or authority charged with 
the enforcement of laws relating to the abatement of atmospheric pollution and 
contamination as being in aid of, in compliance with, or pursuant to an order 
issued under State, Territorial, or local law for the prevention and abatement 
of atmospheric pollution and contamination.” 

Mr. Hrnsnaw. This bill was prepared under the direction of the 
American Municipal Association and introduced at their request. 

The American Municipal Association, according to my understand- 
ing, is composed of the city officials of 12,000 cities in some 43 States. 

The bill provides for accelerated depreciation of devices, buildings, 
machinery, or equipment for the collection at the source of atmospheric 
pollutants and contaminants based on a period of 60 months. 

Mr. Chairman, thousands of American cities suffer from air pollu- 
tion; many of them suffer very bitterly from air pollution and among 
them, of course, is my home city of Pasadena in the county of Los 
Angeles. That city, indeed, suffers from air pollution and they have 
passed ordinances and State laws providing for the ending of air pollu- 
tion, but they find that it is with great difficulty that the sources of air 
pollution, namely, the smokestacks, can be caused to be equipped with 
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material for the removal of tl e pollut tion of the air. An accelerated 
depreciation they believe woul 1 help. 

I hope that vd committee will give serious consideration to this 
matter, as it is a matter of vital concern to so m: iny of these cities, 
especially those cities such as my own, which suffers from what is 
known as temperature inversions in the air, and which is locked in by 
mountains on 2 or 3 sides, forming pockets in which the air can 
collect. 

In the State of Pennsylvania, I believe it was, not long ago there was 
almost a complete prostration of the entire popul: ice of a certain ¢ ity 
due to air pollu tion and temperature inversion. That sort of thing, in 
a lesser degree, is taking place in my own area all the time. People 
there find that they have breathing trouble; their eyes smart and the 
foliage on the trees, indeed, is withering away. 

I hope, and we all hope, that something may be done to improve the 
situation. H. R. 2720, prepared by the American Municipal Associa- 
tion, is an attempt in this direction. 

We pray that this committee will look favorably upon this type of 
legislation and all of the people in the 12,000 cities in the 43 States, 
which are represented by the American Municipal Association, join in 
that prayer. 

Th: ink you very much 

The Crarmman. T bazik you very much for your very fine statement. 

Any questions? 

Mr. Jenxtns. I appreciate the fact that Mr. Hinshaw is not only a 
very honorable and distinguished Congressman, but he is also a dis- 
tinguished engineer and as such, naturally, I would give a great deal 
of credence to his association with anything of this nature. 

As I understand it, your plan is one which would give these people 
credit for obsolencent equipment or a reduction in taxes by reason of 
the devices that are necessary to accomplish what you want done and 
this will have to be done in a municipal way as it cannot be done readily 
by an individual? 

Mr. Hinsuaw. It is rapid amortization that we ask for the equip- 
ment in order that we may persuade these people, without difficulty, to 
install this equipment, which will remove the contaminants from 
the air. 

The CHarrman. Thank you very much for a very fine statement on 
this subject. 

Mr. HinsHaw. Thank you, Mr. Chairman, for the opportunity to 
oe in behalf of this bill. 

The Cuatrman. The next witness is the Honorable Charles G. Oak- 
man, a Representative in Congress from the State of Michigan. 

Mr. Oakman, we shall be glad to hear from you at this time. 


STATEMENT OF HON. CHARLES G. OAKMAN, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF MICHIGAN 


Mr. Oakman. Mr. Chairman and members of the committee, I ap- 
preciate this opportunity to be here. 

For the record, my name is Charles G. Oakman and I represent the 
i7th Congressional District of the State of Michigan. 

On January 26 T introduced, at the request of the Common Council 
of the City of Detroit, and my former colleagues, a bill in the House, 





GENERAL REVENUE REVISION 805 


known as H. R. 2128, and with the permission of the chairman, I 
would like to offer it for the record at this time. 
The Cuamman. Without objection, it is so ordered. 
(The bill referred to follows:) 
LH. R. 2128, 88d Cong., 1st sess.] 
A BILL To amend the Internal Revenue Code to provide an income-tax deduction for 


depreciation of personal residences 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress asembled, That effective with respect to taxable years 
beginning after December 31, 1952, section 23 (1) of the Internal Revenue Code 
(relating to deduction from gross income for depreciation) is hereby amended 
(1) by striking out the period at the end of the first sentence and inserting in 
lieu thereof “, or’, and (2) by inserting after clause (2) of such sentence the 
following: 

“(3) of property used by the taxpayer as his residence.” 

Mr. Oaxman. I might mention, Mr. Chairman, that I was a member 
of the Common Council of the City of Detroit for four terms prior 
to coming here and also city comptroller for the city of Detroit for 
414 years prior thereto. 

This bill would permit the owner of his own home to take depre- 
ciation on his own home—the owner-occupied home. 

Mr. Chairman, I concur in the remarks of our distinguished col- 
league, Mr. Hinshaw, and I am certain the American Municipal 
Association and all other organizations representing city governments 
throughout the United St ites will also concur in his bill and also in 
my bill. 

This bill, Mr. Chairman, is drafted for the purpose of permitting 
the homeowner to take depreciation on his own home. 

The request for this legislation was an outgrowth of many discus- 
sions, both official and unofficial, by Detroit City Council members. 
These discussions pertained to the tax dilemma which Detroit shares 
with all other American municipalities. 

This dilemma arises from the fact that Federal and State Govern- 
ments have preempted virtually the entire field of taxation. The 
dilemma itself exists by further reason of two additional facts apply- 
ing to the vast majority of American communities, both urban and 
nonfarm rural. 

Municipalities and other governmental units below the State level, 
now have no substantial source of tax revenues other than property 
taxes, largely upon real estate, and including both farm and nonfarm 
homes. 

Real-estate taxes in most urban communities, and in many farm 
areas already are approaching what would be considered confiscatory 
rates in other fields of taxation. In Detroit, for example, it has been 
necessary over the years to increase real-estate taxes, until now the 
rate stands approximately at 4 percent—340 per $1,000 of assessed 
valuation. The sverage municipal real-estate tax on Detroit homes 
currently is about $180 annually. 

It has been necessary to impose the real-estate tax at such an exces- 
sive rate, merely to assure the vital public services, without which the 
safety and health of the people would be impaired. It is necessary 
I say, because property taxes are the only substantial source of in- 
come out of which the city government can pay for those services. 
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At the same time, it seems to me that real-estate taxes, as they 
apply to owner-occupied homes, either in town or country, constitute 
something in the nature of a capital levy. 

They are imposed upon property w hich represents a portion—and 
usually a very large proportion—of the homeowner’s life savings. 
They are imposed without reference to his ability to pay. In effect, 
they penalize thrift. They discourage that desire for family security 
and economic stability on which so much of a nation’s moral and mate- 
rial strength depend. 

No one, of course, wants to do away with property taxes entirely, 
not even as they apply to owner- -oceupied homes. After all, private 
ownership and occupancy of homes is made — only by those 
public services paid for out of taxes. Homes in all categories naturally 
should bear their just share of that tax burden. 

But as between the various categories of residential housing there 
now exists one important tax inequity. It is this inequity which my 
bill seeks to cure. 

Owners of rental-housing properties are permitted by the Internal 
Revenue Code to amortize those properties for Federal income-tax 
purposes. The annual rate averages slightly less than 3 percent. 
Thus, they gain some relief from the heavy burden of property taxes. 

But owner-occupants of homes are accorded no such privilege by 
the Internal Revenue Code. They can deduct nothing from their 
Federal income taxes to cover depreciation of their residence proper- 
ties; nothing which can be used for maintenance and repairs, as in the 
case of the rental properties. 

This is no mere tax inequity; this, I believe, is a rank injustice 
against which owner-occupants of homes now have no recourse. 

In the city of Detroit 55 percent of the people are owner-occupants 
of their homes. They have accomplished this desirable end in spite 
cf excessive local taxes on real property, and in spite of the Federal 
income-tax inequity. 

It seems to me that we owe to all American owner-occupants of 
homes, wherever those homes may be, to put them on a basis of tax 
equality in respect to Federal imposts with those who own and operate 
rental properties for profit. 

The people of the State of Michigan by popular vote have placed a 
constitutional limit on property taxes of 1% percent of assessed value. 
Judicial interpretation of this constitutional provision permits De- 
troit, as a home-rule city, to increase this to 2 percent. However, 
because of other exemptions and prov isions, eliminating certain debt 
service and school taxes from the 2-percent limitation, the actual tax- 
load on property in the city of Detroit approaches 314 percent. Thus, 
while Michigan may be a 15-mill State, property owners in Detroit, 
which is the focal point of Michigan’s industrial life, actually pay 
35 mills, or 214 times the nominal ‘constitutional limit. 

The property tax, in its essence, is a capital tax measured on value 
rather than earnings; it is a tax levied pehore profit and must be paid 
in advance before any property owner knows what his financial posi- 
tion is to be within the ensuing year. At its present levels, it means 
that the average homeowner paying off a mortgage or land contract 
contributes almost a third of such payments toward the support of 
local government through property taxes. There are large numbers 
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of our people whose savings are represented almost entirely by their 
equities in their homes. 

Attempting to finance huge increases in governmental costs from 
this kind of taxpayer jeopardizes not only their homeownership but 
their very subsistence. 

If new-building and new-home ownership is to be encouraged, it 
must be conceded that the burden of the property tax has reached its 
economic maximum, if it is not already past that peak. Maintenance 
of property taxes at their present level, and certainly any increase 
beyond that, can act only as a deterrent to further home building and 
ownership. 

By its very nature the real-property tax is not a measure of ability 
to pay except within the limited segment of our population which 
owns real property. Assessed values on which pesvarts taxes are 
based do not respond readily to inflationary and deflationary trends. 
The long-range value of property could not be measured by the de- 
pressed values of 1933 any more than it can be measured by the inflated 
wartime values of today. The dire effect on tlie city’s fiscal structure 
of attempting to follow these cyclic changes was only too well demon- 
strated locally by the catastrophic aftereffects in the early thirties 
of assessing property at boomtime levels in the late twenties. The 
city’s real estate was valued at $3.1 billion in 1930; at $1.8 billion in 
1935; at $2.1 billion in 1945. The fiscal problems the city has faced 
in taking a billion dollars of water out of its tax base have seemed at 
times almost hopeless of solution. Certainly you cannot ask real 
estate to pay more taxes if its income is frozen at 1941 levels through 
rice control. Neither can you arbitrarily increase assessed valuations 
hevend their true economic worth without storing up the same kind of 
grief that befell us in the early thirties. 

It must be realized that local government is limited to the property 
tax, either because of legal strictures or because other levels of yovern- 
ment have preempted the fruitfulness of other accepted tax devices. 
Any local excise tax must be imposed on top of the State sales tax. 
Any local income or payroll tax must be superimposed on Federal 
income and payroll taxes. There is no other conclusion than that 
financial assistance for local governments, such as Detroit, must come 
through the tax power of upper levels of government, which have 
broader authority and greater diversity and scope of sources. The 
development of the national tax system has placed the predominant 
tax power in the Federal Government. This has been done deliberately 
by the people themselves. 

It is my strong conviction that this measure to permit owner- 
occupants to amortize their homes for Federal income-tax purposes, 
just as rental housing properties are amortized, constitutes a step 
toward encouragement of private-home ownership. 

I think, Mr. Chairman, that this might be one of the subjects that 
the 25-man committee or commission could study on the relationship 
of the Federal, State, and local governments. 

The Cuarrman. I agree with you. 

Mr. Oaxman. This would be a step toward protection of that sacred 
institution, the American home, and a step toward further strengthen- 
ing of the moral fiber and the material endowment of the American 
commonwealth. 
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The Cuamman. We certainly thank you for your very fine state- 
ment and your appearance here this morning. 

The next witness is Mr. Newell J. Chamberlain, executive director 
of the Air Pollution Control Board of Philadelphia. 

Mr. Chamberlain, if you will come forward and state your name 
and the capacity in which you appear for the record, we shall be glad 
to hear from you. 


STATEMENT OF NEWELL J. CHAMBERLAIN, EXECUTIVE DIRECTOR, 
AIR POLLUTION CONTROL BOARD, PHILADELPHIA, PA. 


Mr. CHamperiarn. My name is Newell J. Chamberlain and I am 
executive director of the Air Pollution Control Board of Philadelphia. 

Mayor Clark was forced by the emergency of the attack of the home- 
rule charter to be in Harris burg and he could not be here. He sent 
me down to present his remarks, and following your suggestion, I will 
vive you a few highlights and place the rest in the record. 

The greatest problem in Philadelphia comes from the need for 
industry to spend some cold, hard cash to eliminate its contribution 
te air pollution. I do not think air pollution can be eliminated by 
any sort of educational program, by pious resolutions, or by mild 
enforcement. Somewhere—sometime—someone still has to spend 
money to really achieve pollution control. 

I would like to call nite ntion to the risk involved in putting in air- 
pollution equipm ent. Suppliers are not in a position to give an iron- 
clad guaranty that their equipment will solve the problem. Control 
officials cannot do better, and it should be noted that no permit or 
approval system ever relieves an owner from responsibility in meeting 
any va 

We cannot tolerate the “shotgun wedding” technique of putting 
all the: ern on industry without giving them at least a run 
for their money and a chance to amortize the extra investment in a 
reasonable time. 

Another important facet of this pollution problem concerns the 
blighting effect of “low level” pollution on the life and future of a 
modern city. ‘The courts have held that we cannot expect the same 
levels of free air that we had before industry came into the picture, 
and there must be an allowance for changed conditions. But the court 
is also interested in how much is “too much” and what is a reasonable 
amount of pollution, and we think we have too much. We have ex- 
hausted every normal means of control by persuasion. Voluntary 
corrective action has failed and now someone must spend some money 
and we want to make that spending as welcome as the pills of progress 
ever can be. 

Industry has politely balked at paying the whole bill for pollu- 
tion control and this brings us to an impasse—a dead end of for- 
ward progress to break the deadlock and to give the people a break too. 

We support this bill as a significant step in the right direction and 
we know industry will be encouraged to go ahead with the necessary 
solution. 

The CHatrman. You are referring to the Hinshaw bill? 

Mr. CHAMBERLAIN. Yes, sir, H. R. 2720. 

Mr. JENKINS. You said, I understood, that you came without a 
statement. We have a statement here from the mayor. 
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Mr. CHamper.ain. I say IT came without a statement, but the 
mayor had a statement and I am just briefing it. 

Mr. Jenkins. That is the statement we have here. 

It is a very good statement. 

Mr. CHAMBERLAIN. I will just wind up by saying that in the final 
analysis you cannot talk air pollution out of the air; you cannot leg- 
islate it out of the air and you cannot fine it out of the air. Someone 
has to spend the money to get it out of the air and we should do every- 
thing we can to make that spending as effective and worthwhile as 
possible for all the people. We plead, only, for a recognition of the 
present burden on industry and for a fair means to ease this burden 
and thereby get the air-pollution control program into high gear 
again. 

Mr. Chairman, with your permission, I would like to have inserted 
into the record the full text of Mayor Clark’s statement. 

The CnatrrMan. Without objection, it is so ordered. 

(The matter referred to is as follows :) 


We are here to discuss House of Representatives bill No. 2720 as introduced 
by Mr. Hinshaw. 

There is a very large area of ignorance in the air-pollution control field— 
ignorance about what can be actually accomplished, and ignorance about how it 
can be paid for. Pollution producing industry operated for many years without 
proper control or regulation Now, we are faced with the accumulated past 
deficit of “failure to recognize” the potential problem. Today—right now—we 
have to do something about it. 

Our atmosphere has always been a common public dump. Until this century, 
this moving sea of air usually had the power to dilute, disperse, and dissipate any 
relatively puny contamination that we, the people, wanted to get rid of. But 
today, we have apparently exceeded the d’spersal power of our sea of air. Any- 
thine that locally overloads the atmosphere creating a nuisance—that is air 
pollution. 

In Philadelphia we have found minor air-pollution problems to concern com- 
plaints, smoke, and health—primary hazards. Our major difficulties are con- 
cerned with nuisances, odors, dust, and trace materials—the parts per million 
materials. 

The greatest single offender has been our public dumps—the open field burning 
of 2,000 tons of trash a day. Meeting this problem head on, we now have plans 
in the advanced stage to build adequate public incinerators that will handle this 
material without nuisance, smoke, or odor. This program involves a municipal 
expenditure of $5 million—which is a pretty stiff penalty to pay for accumulated 
neglect of past administrations to meet their obligations. But we are going to 
meet it and eliminate the dump smoke. There will be no return on the investment 
other than public satisfaction with a good solution. 

The next greatest problem in Philadelphia comes from the need for industry 
to spend some cold hard cash to eliminate their contribution to air pollution, 
Disposal of all waste is, we think, an integral part of every process. I do not 
believe that air pollution can be eliminated by any sort of educational program, 
by pious resolutions, or by mild enforcement. Somewhere, sometime, someone 
still has to spend money to really achieve pollution control. 

The amount of money required to dispose of most air-pollution problems is 
seldom mentioned. Simple dust collectors for a small installation run into the 
thousands of dollars. Catalytic combustion units for a small plant processing 
camouflage material cost over $50,000. The program for one public utility in- 
volves an expenditure of over $4 million in a 5-year period. Even a simple 
ventilating system for a neighborhood dry-cleaning plant costs several thousand 
dollars. 

We have nearly 9,000 industrial plants—incinerators, foundries, gas works, 
refineries, chemical plants, metal treating plants, rendering plants, process plants, 
and so on, involving some form of pollution—involving some air-pollution control 
expenditure. We have records showing that millions of dollars have been spent 
to date in this field. But much more money should be allocated to pollution 
prevention in the near future. 
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This sort of money must be spent as “capital” under existing tax laws. There 
is no provision for amortization to soften the blow. The addition of pollution 
equipment expense as “capital” is reflected in the hardship of getting additional 
revenue from other paying parts of the business. 

Very few examples of air-pollution control investment ever return anything in 
revenue. One exception has been the substitution of diesels on the railroad for 
smoking and dust-emitting steam locomotives—where the inherent economy of 
the diesel more than justified the change. But in most cases—such as in the 
recovery of flue dust, even after most of the dust has been captured, there is little 
that can be done with it. You cannot even pile it out in a field without putting 
a dirt cover on top to prevent it blowing around again. 

I would like to call attention to the risk invelved in putting in air-pollution 
equipment, Suppliers are not in a position to give an ironclad guaranty that 
their equipment will solve the problem. Control officials cannot do better—and it 
should he noted that no permit or approval system ever relieves an owner from 
responsibility in meeting any law. 

Even if industry assumes that pollution control is the social price of doing 
business in a convenient location, it cannot willingly hurt itself and cut its 
earnings by putting in capital-cost expensive devices. When there is a proven 
nuisance, industry, and industry alone, must decide how much it can afford to 
spend. There must be some compromise with reason. But very often, valuing 
their public relations, a company will spend more than it should to get free of 
censure. 

The public pressure is irresistible on any logical basis, for you cannot offset 
public welfare against a private profit (without air-pollution control). There 
are no desirable pollutions from the public standpoint. The public has been 
aroused on the whole air-pollution question, The public, through its legal chan- 
nels, cun compel arbitrary controls. The problem we all face is to keep this 
legislation based on sound facts and realizable limits. 

We cannot tolerate the “shotgun wedding” technique of putting all the respon- 
sibility on industry without giving them at least a run for their money and 
a chance to amortize the extra investment in a reasonable time. There must 
be a recognition of the probable cost and the probable long time required for 
adequate control and financing. 

It is a simple fact that no new industry will knowingly move into an area where 
expensive control measures exist, however attractive it may be to get close to a 
market or to transportation. To such industries it is an avoidable expense. 
How, then, can we attract new industry? 

Another facet of this pollution problem concerns the blighting effect of low- 
level pollution on the life and future of a modern city. The courts have held 
that we cannot expect the same levels of free uir that we had before industry 
came into the picture; there must be an allowance for changed conditions. But 
the court is also interested in how much is “too much”; what is a reasonable 
amount of pollution. We are sure that we have too much. We have exhausted 
every normal means of control by persuasion. Voluntary corrective action has 
failed. Now, someone must spend some money, and we want to make that spend- 
ing as welcome as the pills of progress ever can be. 

All the advantages of a city—being close to a market, having good transpor- 
tation, living close to work, and being proud of your city—all these things are 
harmed by the advent of air pollution. Pollution destroys the magnetism of 
industry for attracting associated and allied business. Pollution is just another 
factor hindering the normal growth pattern. 

Pollution is no respecter of fences or city limits or State boundaries. Our 
pollution easily travels to Camden and theirs comes over to Philadelphia. The 
same is true of all surrounding communities. 

The pollution problem is bigger than one city. 

Industry has politely balked at paying the whole bill for pollution control. 
This brings us to an impasse—a dead end of forward progress. Civic pressure 
and personal pride demand better air-pollution control. 

Under the present system there is no way for industry to ease its burden and 
spread the cost. Small-business men cannot meet the cost of pollution equip- 
ment within their small capital structure and we don’t want to force them out 
of business. There is no present way to finance standby plants—short-time emer- 
gency units for utilities such as gas and electric power—and make them pollution 
free. There is no way for industry to pay for the experimental work to improve 
the “state of the art” and find out how to control various pollutions in the pilot- 
plant stage—no way except by using capital funds improperly. Good manage- 
ment rightly rejects such methods. 
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To break the deadlock, to give the public a break, too, and to give industry 
a chance to amortize its cost, we support H. R. 2720 as a significant step in the 
right direction. We know that industry would be much encouraged to go ahead 
with the needed solutions. In this way everybody would benefit, both directly 
and indirectly. 

It seems tuo us that the action of the Congress is that of a catalyst—encouraging 
further advances, without actually taking direct part therein. This method has 
been successfully followed in the support given to public airports, public horsing, 
and public parks, Development of a better common air supply, by any legitimate 
means, is certainly a worthwhile project. 

Federal support of H. R. 2720 is the best way to get quick action for a lot of 
people. It will be a long step toward breaking the present deadlock. 

In the final analysis, you cannot talk pollution out of the air. You cannot 
legislate or fine it out of the air. Somebody has to spend money to get it out 
of the air. 

We should do everything within our power to make that spending as effective 
and worth while as possible for all the people. We plead only for a recognition 
of the present burden on industry—and for a fair means to ease this burden—and 
thereby get the air pollution control program into high gear again. 

We urge full support to this bill. 


The Cuarrman. We thank you very much, Mr. Chamberlain, for 
your appearance here. 

Mr. CuampBertain. Thank you, Mr. Chairman. 

The Cuamman. The next witness is the Honorable W. R. Kellogg, 
of Cincinnati. 

Mr. Kellogg, if you will come forward and state your name and 
the capacity in which you appear, we shall be glad to hear from you. 
We are glad to have you with us. 


STATEMENT OF W. R. KELLOGG, CITY MANAGER, CITY OF 
CINCINNATI, OHIO 


Mr. Ketiocc. My name is W. R. Kellogg and I am city manager 
of the city of Cincinnati. 

Mr. Chairman, we have filed a brief with the clerk, and I will skip 
over that very quickly, if I may. 

The CuairMan. Would you like to have it inserted into the record ? 

Mr. Ketuoaa. Yes, sir. 

(The matter referred to is as follows:) 


STATEMENT BY W. R. KELLOGG, City MANAGER, CrTy OF CINCINNATI, IN Favor OF 
H. R. 2720 


This bill (H. R. 2720) seeks to speed up construction of air pollution facilities 
by private industry by allowing the rapid tax amortization for such facilities. 

We favor the passage of this bill as we believe it will accomplish the purpose 
for which it was written, and in addition, we believe it will encourage com- 
munities to enact reasonable ordinances and establish enforcement procedures 
to reduce air pollution which will bring the benefits of cleaner air to many 
communities which now endure unreasonable air pollution. 

The problem of reducing air pollution at the source by the installation of 
adequate control equipment is a costly procedure in many cases. For example, 
the installation of electrostatic air cleaning devices to protect the community 
from excessive fly ash from just one utility generating station cost the company 
nearly one-half million dollars. A fume burner for consuming eae and 
foul smelling fumes from a varnish-cooking process cost another company $25,000 
to rid the neighborhood of a serious air pollutant. 

In both the foregoing examples no direct benefit was gained by the company 
from the installation of the air pollution prevention equipment. In fact, the 
capital expenditures resulted in higher operation costs because of added power 
requirements, the necessity to dispose of large quantities of worthless fly ash 
and increased maintenance expense. 
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Air pollution control equipment in many cases deteriorates rapidly or becomes 
obsolete by reason of changing local laws or by advancement in art and science 
of collecting or destroying air pollutants at the source. Industry often takes 
considerable risk in the installation of such equipment. It is not unusual that 
costly installations are made without the advantage of adequate experience and 
in just a short time it is found that equipment will not accomplish the results 
expected by the public. 

Industries located in and adjacent to residential areas may be required to 
make heavy investments in nonproductive air pollution control equipment for 
neighborhood protection and thus may be udversly affected in their competitive 
position in the industry should competitors’ plants be located far removed from 
residential areas and thus not be required by local laws to install air pollution 
control equipment. 

Thus, it seems only reasonable and good that the installation of air pollution 
abatement equipment, costly as it is, installed for the benefit of the public, 
should be encouraged in every possible way. ‘This bill will so encourage industry, 
especially during periods of high earnings. 

Concerning the influence on conimunities for establishing air pollution control 
programs, we cite the situation that exists in our locality. The city of Cincin- 
nati, a community of 500,000 people is surrounded by many smaller cities, towns, 
villages, and unincorporated areas in Hamilton County and across the State 
line in northern Kentucky. The total population of the area is more than 
800,000. 

The city of Cincinnati engages in an active air polution control program while 
the other communities, at the present time, are only mildly interested in doing 
sumething concrete about the problem. It is estimated that a sizable portion of 
the air pollution which affects our community originates outside the city of 
Cincinnati. Therefore, Cincinnati is interested in encouraging its neighbors to 
take positive action for cleaner air. 

It is our considered opinion that the provisions of H. R. 2720 would en- 
courage the smaller communities to establish air pollution control programs so 
that industry within their borders could take advantage of a rapid tax amor- 
tization program for equipment installed to reduce air pollution at the source. 

Consideration by the Federal Government in offering a tax advantage for air 
pollution control equipment very likely will encourage the States to recognize 
the value of this approach in cooperating with industry to obtain the installation 
of air pollution abatement equipment. The State of Wisconsin is presently con- 
sidering a bill to exempt from local taxation, for a period of 5 years, the con- 
struction or installation of any property for the purpose of abating or eliminating 
air pollution if certain requirements are met. 

We earnestly recommend that H. R. 2720 be given your serious considera- 
tion and that you favorably act on the matter at an early date. Because of the 
accelerated demand for cleaner air in many communities, industries are in- 
stalling or are planning the installation of control equipment at a more rapid 
pace than ever before and, therefore, it is important that this matter be resolved 
at an early date, 

The CuHairman. You may proceed, Mr. Kellogg, with your oral 
presentation. 

Mr. Ketioce. We believe in this bill and we are in favor of it. We 
think it will accomplish two things—— 

The Cuamman. Are you referring to the Hinshaw bill? 

Mr. Ketuioca. Yes, sir; the Hinshaw bill, H. R. 2720. 

The CHarrman. Thank you. 

Mr. Kextioge. We think it will accomplish two things: It will 
encourage industry to install equipment to abolish air pollution and 
it will encourage the municipalities in their communities to pass 
legislation, which they do not now have, to reduce air pollution. 

Cincinnati is the core city, with a population of about half a million, 
with a metropolitan area of about 1 million, and as a consequence the 
smaller communities in and around us are industrialized and have not 
as yet passed the necessary legislation for air-pollution control because 
of their interest in attracting industry. With this, however, we feel 
that they will go forward with such legislation. We are using this 
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bill as a stepping-stone in encouraging them to form some coalition 
in the whole community to encourage the elimination of pollution. 

We know this is an expensive program and we know that some of 
the industries in these communities have spent from $25,000 up to 
$500,000 in an attempt to eliminate odors, smoke, fly-ash, and other 
harmful matter from the air. Such a bill of rapid amortization, I 
am quite sure, would encourage them to further activities along that 
line. 

Now, our statement covers, briefly, just about that. 

If there are any questions, I would be very glad to attempt to answer 
them. 

The Cuarrman. I want to thank you for your appearance and your 
statement which has been very helpful. 

Mr. Jenkins. Mr. Kellogg, I welcome you here and let me state that 
I am very familiar with your city of Cincinnati, as I go there many 
times and live within 100 miles of it. 

Let me ask you: How will you work this out in view of the fact 
that you are surrounded there by a lot of little towns which suffer from 
the same thing that you do in the city. Are you going to have money 
for that program, or are you just depending on the fact that these 
people will buy their own equipment and then get a tax amortization 
on it? 

Mr. Kettoca. Well, let me answer it this way, if I may: We have 
a very active smoke ordinance on anti air pollution in the city of Cin- 
cinnati and our industries are making every effort to cope with the 
problem and are cooperating. We have the chemical companies who 
are spending considerable moneys today in the interest of eliminating 
air pollution. It is our neighbors that are causing some of the trouble 
und some of those are over in the State of Kentucky. We hope to 
solve this problem, just as we have solved our water-pollution program 
and our sewage-treatment program, by cooperating with those com- 
munities. We have some 17 municipal corporations in Hamilton 
County and 5 or 6 on the south bank of the Ohio River. We are 
already holding meetings with those communities, and their officials 
have indicated to me that with such an instrument as this bill, they 

an go to their industries in their community and might encourage the 
passage of the necessary legislation that will enforce air- pollution 
control. They feel their industries will cooperate when they have an 
opportunity to recover a portion of the expense through rapid amorti- 
zation, which will go into operating expenses. That is our program 
and this is only a means to an end. It is not the whole solution, but 
it will help tremendously in carrying out such a program. 

Mr. Jenkins. In other words, I take it—a representative of the 
mayor of Philadelphia has been here, and Mr. Hinshaw is a prominent 
engineer from the Pacific coast and Cincinnati is a big inland city— 
it would seem that you are pretty well in agreement. In other words, 
so far as you are concerned, it is an experiment. You think it will 
work out if everyone cooperates in a reasonable way. 

Mr. Ketxoce. Our experience in Cincinnati makes us believe it will 
work out in the metropolitan area around Cincinnati. Based on 
our experience with our own industry in Cincinnati and the cooper- 
ation which we have received from them, we feel that this is going 
to be an encouragement to them to go fur ther in this work. 

The Cuarrman. Thank you very much, Mr. Kellogg. 
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Mr. Ketxioce. Thank you, sir. 

The Craman. The next witness is Mr. Warren M. Dorn, city di- 
rector, Pasadena, Calif. 

Mr. Dorn, if you will come forward and state your name and the 
capacity in which you appear for the record, we shall be glad to hear 
from you. Weare glad to have you, Mr. Dorn. 


STATEMENT OF WARREN M. DORN, CITY DIRECTOR, 
PASADENA, CALIF. 


Mr. Dorn. Mr. Chairman, it is nice to be here. My name is Warren 
M. Dorn and I am an elected official of the city of Pasadena, Calif. 

I might say, before I begin, that I have some photographs here that 
were taken this last year by one of our local newspapers, the Pasadena 
Independent, and I would like to give those to you to look at. These 
are photographs of typical air-pollution conditions, caused by industry 
in our southern California area. 

The CnarrmMan. We shall be glad to look at them. 

Mr. Dorn. I am filing with you this morning my prepared state- 
ment in support of Representative Car] Hinshaw’s bill, H. R. 2720. 

The CuairMan. We shall be glad to have your statement, and with- 
out objection, it will be included in the record at the conclusion of 
your oral testimony. 

Mr. Dorn. I might mention, as I have in the statement, that this 
report was prepared after talking with three outstanding experts in 
this field of air pollution. The first, and probably the foremost ex- 
pert in this field is Dr. A. J. Haagen-Smit, professor of bio-organic 
chemistry, California Institute of Technology, Pasadena, Calif., and 
the head consultant to the Los Angeles Air Pollution Control District. 

The second is Dr. Francis M. Pottenger, M. D., chairman of the 
air pollution control committee of the Los Angeles County Medical 
Association and third is Dr. John T. Middleton, who is the chair- 
man of the air pollution research committee for the University of 
California, College of Agriculture, Experimental Test Station in 
Riverside, Calif. “i 

I will just take a minute to tell you that this bill was prepared, 
as has been stated earlier by Congressman Hinshaw, by the American 
Municipal Association. 

I had the pleasure of presenting the resolution to our League of 
California Cities last year and it was adopted unanimously by that 
league. Last December, a similar resolution was presented by me 
to the American Municipal Association convention in Los Angeles. 
I am just telling you this because I want you to know that there 
was a unanimous adoption of this resolution by the American Munic- 
ipal Association convention in Los Angeles last December. 

We in southern California last October experienced over $500,000 
crop damage in a 5-week period because of air pollution. I have 
touched upon this in my report and you can read it in detail later. 

We also have had the benefit of a survey by about 2;000 of our medi- 
cal doctors in Los Angeles County and we find from them that they 
feel the effects of air pollution on the human body is quite serious. 
That, also, will be covered in this report. 

The most important thing, I think, is that the people of our State 
are very much upset over the air-pollution situation, as is demon- 
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strated by an Assembly Joint Resolution No. 33, which was passed 
during this last session in Sacramento by a unanimous vote. The 
unanimous passage of this resolution encourages us as to the passage 
of the bill by Mr. Hinshaw. 

I am certainly happy to be here and I appreciate the invitation, 
and if I can answer any questions, I shall be more than happy to do so. 

The Cuairman. We thank you, Mr. Dorn, very much for your 
ap pearanc e, 

Any questions 

Mr. Kean. The situation of the smog in the Los Angeles area seems 
to be worse than it is in other areas in the United States. 

Is there something about the climate there which causes it? Is it 
the lack of wind or something that makes this smog settle there so that 
it does not blow away the way it does other places? 

Mr. Dorn. I felt that same way until recently. I, of course, was 
born and raised at Pasadena, Calif., and on my trip here last month to 
see your chairman, Mr. Reed, about this bill, we drove home from 
Washington, up through New York and back through several of the 
Eastern States and I found air-pollution conditions very prevalent 
throughout every large dari section and every large metropoli- 
tan area I went through. It was almost unbearable in some of the 
places such as Donora, Pa., which Mr. Hinshaw mentioned earlier. 
Philadelphia is another area and St. Louis has a very bad situation. 

I think we do have a unique situation in that we have a large range of 
mountains and then we have a valley down to the ocean and those 
ocean breezes bring the air pollution in and they back up into the 
mountains and they are held there for days and it is hard for them 
to get out. They go back and forth with the ocean breeze, with a low 
inverted situation. It is very, very bad. 

Mr. Kean. Of course, the prevailing winds here in the East come 
from the west normally and when we get one of these high-pressure 
areas—and we are hoping it will come pretty soon—it blows every- 
thing out to sea. 

Mr. Dorn. I notice that Mr. Ford is here as the chairman of our 
country board of supervisors, and they are the ones who direct our air- 
pollution-control program in our county, and he could probably tell 
you more about what they are doing. I know industry is spending 
millions of dollars each year to try to correct the air-pollution 
situation. 

Mr. Kean. I suppose that in California the fact that this heavy 
industry has come in fairly lately there has brought a new condition 
which you did not have before ? 

Mr. Dorn. Yes, sir. 

Mr. Kean. At least, in the last 20 years. 

Mr. Dorn. There was a State law passed 8 years ago controlling 
new industry coming in and requiring them to make certain installa- 
tions which were required for controlling the air contaminants and 

this law has been in effect now for 8 years. It is against the law in 
California to create a nuisance by air pollution and these industries 
can be jailed or fined for each offense. 

Mr. Kean. This is only the new ones? 

Mr. Dorn. Yes, sir; but that is kind of hard to do, and we feel 
that this would be a great incentive to them to spend this kind of 
money, because it is nonproductive in most cases. 
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The Cuairman. It was a pleasure to me when you were here before 
to talk with you about this problem, but as I recall, there is a phase 
of this which you have not said much about, and that is the great 
damage to the homes in these towns. I know that in my hometown the 
wind brings in the smog. I try to keep my house painted and this 
smog gets into the paint and it makes it very expensive to keep the 
place looking decent. 

Mr. Dorn. That is right. 

The Cuarmman. The wind comes through and brings this material 
over the house and the veranda is black and the wind grinds this 
material into the paint, and it accumulates great piles of these cinders 
and things on our veranda and that is true throughout the residential 
section of the town. You have that as well as the control problem. 

Mr. Dorn. That is very true. I was trying to cover the real serious- 
ness of the health aspect. My little boy that you met last night with 
Carl Hinshaw, has asthma and we had to move up to Lake Arrow- 
head, which is at an elevation of 6,000 feet, to get out of the air pollu- 
tion, and there are thousands of kids like him that need a fair break 
and they should be able to breathe fresh air. That is the way I feel 
about it, personally. 

Mr. Chairman, I would like at this time to submit my full state- 
ment for the record. 

The matter referred to is as follows :) 


TESTIMONY BY WARREN M. Dorn, Crry Director, PASADENA, CALIF. 


Mr. Chairman and members of this honorable Committee on Ways and Means, 
I, Warren M. Dorn, am appearing before you today as an elected official from 
the city of Pasadena and as presidert of the Los Angeles County division of the 
League of California Cities. This division is composed of the 45 cities of Los 
Angeles County, with a combined population of 4,500,000. These people, as well 
as other people throughout the country, are becoming very much concerned about 
the air-pollution problems. The testimony I am about to present has been com- 
piled through my activities as chairman of the smog-control committee of the 
League of California Cities and as a member of similar committees in other 
groups, such as the American Municipal Association, and more particularly 
through conversations with the following recognized experts: 

Dr. A. J. Haagen-Smit, professor of bio-organic chemistry, California 
Institute of Technology, Pasadena, Calif., and the head consultant to the Los 
Angeles Air Pollution Control District; 

Francis M. Pottenger, M. D., chairman of the air-pollution control com- 
mittee of the Los Angeles County Medical Association ; 

Dr. John T. Middleton, chairman of the air-pollution-research committee 
for the University of California, College of Agriculture, experimental test 
station in Riverside, Calif. 

Investigations on the chemical composition of the polluted air in the Los 
Angeles area have shown the presence of numerous chemicals such as metals, 
metal oxides, salts, acids, and organic compounds. Industries contribute mate- 
rially toward the total pollution. For a successful smog-control program it is 
necessary that these emissions be reduced as soon as possible. 

In the case of dusts rising from miscellaneous operations in metal-processing 
industries, expensive electrostatic precipitators or bag houses have to be installed 
with no opportunity to recover material which would offset the cost. 

Sulfur dioxide emissions, to which the petroleum industry and the powerplants 
are important contributors through burning of hydrogen sulfide and high-sulfur 
fuels, have been reduced about 50 percent. Approximately 250 tons of sulfur 
dioxide are still escaping per day in this area, and its more complete recovery 
will be a difficult and expensive process. 

The main contributors to the typical smog effects are the hydrocarbons which 
are emitted in quantities in the order of one to two thousand tons per day by 
the production, processing, and marketing operations of the petroleum industry 
and the incomplete combustion of gasoline in automobiles. 
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The control of hydrocarbon emission in the industry necessitates the construc- 
tion of floating roofs or vapor-recovery systems on all storage tanks and otner 
units such as separating ponds, and installation of vapor-recovery Systems at 
all distributing centers. In some cases the salvaging of wasted fuel in addi- 
tion to the reduction of fire hazard makes the large investment required for the 
installation of suitable equipment worth while. However, this is not true in 
all cases, especially where numerous small sources have to be controlled, 

We are becoming more and more aware of the health menace created because 
of the air pollution in southern California as well as in other areas throughout 
the Nation. A survey was conducted recently by the Los Angeles County Med 
cal Association with some very revealing results: 2,803 doctors received a ques 
tionnaire asking if, in their opinion, air pollution, as we kuow it in the Los 
Angeles County area, can be considered a nuisance or the cause of a publi 
nealth problem. They were asked to give their opinion as to whether air pollu 
tion caused injury to one’s eyes, nose, and other sensitive parts of the human 
body. Of these doctors that were polled, 2,561 answered in the affirmative. Dr. 
Wilbur Bailey, president of the Los Angeles County Medical Association, has 
become very much interested in this great problem and has issued many state 
ments to the press in the Los Angeles area, warning of the possible consequences 
or ill effects upon human beings resulting from smog conditions. 

Air-pollution injury to vegetable crops continues to increase in southern Cali 
fornia Susceptible crops are no longer damaged exclusively in the Los Angeles 
Basin, but are now affected in other adjacent basins, including the Ventura 
Coastal Plain, the Santa Ana River Basin, the San Diego Coastal Plain. A recent 
serious loss of more than $500,000 was largely attributable to the existence of a 
low-inversion ceiling which contained air pollutants longer than any other period 
on record. As a result of a cooperative research effort with the Los Angeles 
County Air Pollution Control District and the California Institute of Technology, 
it has been determined that the reaction products formed by the union of unsatu 
rated hydrocarbons from gasoline with ozone produced injury to agricultural 
crops. The release of these petroleum vapors occurs in many other densely 
populated cities according to the report of Dr. John T. Middleton. Plant damage 
identical with that observed in this area is now known to occur in the San 
Francisco area, as well as in other similar areas such as New York City. In 
these latter two areas, damage only occurs when weather conditions are such 
that the normal air-drainage system is interrupted. Smog, therefore, can no 
longer be considered unique to the southern California Basin 

Assembly Joint Resolution No. 33 relative to memorializing Congress to enact 
H. R. 2720 providing for the rapid amortization of facilities constructed by 
private industry for the control of air pollution was passed recently during the 
1953 regular session of the California Legislature. You will find included in this 
testimony a copy of said resolution. 

“Whereas there is pending before the Congress of the United States H. R. 2720, 
referred to the Committee on Ways and Means; and 

Whereas H. R. 2720 would provide for a 60-month rapid amortization for tax 
purposes of facilities constructed by private industry for the control of air 
pollution ; and 

Whereas both the industries and local governmental agencies of California, 
which create part of the problem of air pollution and whose interests are ad- 
versely affected by air pollution, are in agreement regarding the necessity for 
construction of air-pollution-control facilities and equipment, but the scheduling 
of equipment installations depends upon ability to finance such 
and 

Whereas it is becoming increasingly difficult for private industry to finance 
construction of these facilities since they are nonproductive, and it may be 
necessary either to restrict industrial production or to construct air-pollution 
control facilities for industry by using governmental funds: Now, therefore, be it 

Resolved by the Assembly and Senate of the State of California, jointly, That 
the Legislature of the State of California respectfully memorializes the Congress 
of the United States to enact H. R. 2720; and be it further 

Resolved, That the chief clerk of the assembly is hereby directed to transmit 
copies of this resolution to the President of the United States, the President of 
the Senate of the United States, to the Speaker of the House of Representatives, 
and to each Senator and Representative from California in the Congress of the 
United States.” 

The people of the State of California are insisting that everything possible be 
done to abate this terrible nuisance. They are looking to their elected repre- 
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sentatives to do their utmost in enacting and enforcing all laws and regulations 
to help in such abatement. Resolutions in support of this bill, H. R. 2720, have 
been prepared by most of the cities, counties, and various organizations, such 
as the State leagues of cities, and the American Municipal Association. 

You gentlemen realize the seriousness of this situation and we sincerely hope 
you will make every effort to alleviate this condition at the earliest possible 
time. 

The Cuarrman. You have made a very fine statement and we thank 
you very much, 

Mr. Dorn. Thank you for inviting me. It is nice to be here. 

The CuHarrman. The next witness is Mr. Anson Ford. Will you 
please come forward, Mr. Ford, and give your full name and the ca- 
pacity in which you appear to the record ? 


STATEMENT OF JOHN ANSON FORD, CHAIRMAN, LOS ANGELES 
COUNTY BOARD OF SUPERVISORS 


Mr. Forp. My name is John Anson Ford, and I am appearing here 
in Washington as the authorized representative of the Los Angeles 
County Board of Supervisors, of which I am chairman, in support of 
ms proposed legislation, H. R. 2720, for the following reasons: 

The magnitude of the polluted-air condition demanding correc- 
on in our region is so great that many industries will suffer grave 
financial setbacks in complying with the laws which the urgency of 
the situation have required the board of supervisors to pass. 

This urgency in our situation, while it cannot be adequately de- 
ser “ibed 3 in a few words, can be partly indicated by saying that the in- 
dustries producing the major portion of smog in Los Angeles County 
will be subjected to millions of dollars of capital outlay to comply 
with our new regulations. Many other industries while contributing 
in less volume will likewise be subject to greater emergency lump-sum 
ay ays, with no return, than sound business proc edure « ‘an justify. 

The enforcement of new regulations so drastic as to cause this 
economic hardship is imperative for the following reasons: 

(a) The physical well-being of workers and citizens living in the 
vicinity of industries involved is definitely deteriorated by smog. 
This smog is chiefly the product of new methods of processes which 
are employ ed on a far greater scale than before World War II. 

The Cuarrman. Would you mind an interruption ? 

Mr. Forp. No, sir. 

The Cuarrman. I think it was Socrates who said “The beginning 
of wisdom is in the beginning of terms.” What is the definition of 
“smog” ¢ 

Mr. Forp. Smog is commonly regarded as a pollutant of the air, 
which in its popular term is described as a mixture of foreign ele- 
ments, smoke and fumes and other elements, often mingled with fog, 
but not always. 

The Cuarrman. Thank you, sir. You may proceed. 

Mr. Forp. The air pollution for which these drastic remedies have 
become imperative extends far beyond the vicinity in which it is pro- 
duced. Under certain weather conditions, notably several days of 
continuous low-temperature inversions and very low wind velocity, 
the accumulating smog will extend from Santa Monica and El Segundo 
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across Los Angeles City and County into San Bernardino and River- 
side Counties, a distance of more than 100 miles. Smog damage to 
vegetation has been noted as far south as the Mexican border. The area 
so affected has a population of between four and five millions. 

Pointing up the nature of the smog emergency are several unpleas- 
ant facts. The tourist business has definitely reflected the deleterious 
effect of smog; and many medical authorities believe that long con- 
tinued breathing of smog is a serious health menace. 

While climate and the enormous volume of certain industries’ out- 

put have made Los Angeles County a prominent focal point in dealing 

with smog, industrial centers across America are indebted to Los 
Angeles County for far-reaching and exacting exploratory efforts in 
this field. The scientific data which our research engineers and chem- 
ists have produced actually apply to hundreds of modern industrial 
communities in America. In other words, the evolution of large- 
scale production not only in the field of petroleum and its products, 
but in a score of other industries demands that these businesses shall 
take emergency measures for smog prevention. 

Industry in Los Angeles County already has spent nearly $17 
million for smog- control equipment and a new regulation, which 
went into effect 2 months ago is expected to cost the refining industry 
alone about $8 million in the next 2 years. These figures do not 
include more than $117 million worth ‘of basic en installed by 
industry to meet the exacting standards of the Los Angeles County 
Air Pollution Control District, of which I am chairman. 

The findings of our air- pollution researchers (all civil-service em- 
ployees except 8 consultants from 4 universities and other technical 
institutions) have been obtained because these men have, in many 
cases, designed and built their own apparatuses and instruments. The 
widening use of this equipment and our procedures means that many 
communities are certain to require of industries the installation of 
expensive antismog equipment. 

In the face of this unforeseen development in the industrial life 
of America, we believe it fair and equitable to allow the industries 
which are affected to amortize the cost of air-pollution abatement 
under income-tax laws. 

The Cuarrman. We thank you, sir, for your very fine statement in 
behalf of the Hinshaw bill. 

Are there any questions? 

Mr. Kno. I would like to call to your attention, Mr. Chairman, 
and to the attention of the membership of the committee, that Mr. 
Anson Ford is one of the senior elected officers in our great county. 
T do not know of anyone who would be more fundamentally acquainted 
with the facts that he has discussed with the committee this morning 
than Mr. Ford. 

The CuatrmMan. Thank you, and we all agree with that. I am sure. 

The next witness is Mr. Randy H. Hamilton, director of Washington 
office, American Municipal Association. 

Mr. Hamilton, if you will come forward and state your name and 
the capacity in which you appear to the reporter, you may proceed. 
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STATEMENT OF RANDY H. HAMILTON, DIRECTOR OF WASHINGTON 
OFFICE, AMERICAN MUNICIPAL ASSOCIATION 


Mr. Hamiuiton. Mr. Chairman, gentlemen of the committee, I am 
Randy H. Hamilton, Washington office director of the American 
Municipal Association—the national organization representing 12,000 
cities in 43 States. The American Municipal Association supports 
fully, vigorously, and wholeheartedly the principles embodied in the 
many bills before your committee which would provide rapid tax 

amortization for air- and water-pollution-control features constructed 
hy industry in conformance with State or local law. The adoption of 
the principle of rapid tax amortization for these facilities will be a 
fundamental contribution of immense magnitude in helping America’s 
cities solve the air- and water-pollution problem. 

Competent testimony from municipal officials of our great cities 
supported by written endorsement of the idea of rapid tax amortiza- 
tion for these facilities from the National Association of Manufac- 
turers and the United States Chamber of Commerce is being presented 
to your committee. 

I shall not impose upon your time by reiterating the irrefutable 
arguments they present in favor of establishing this principle of rapid 
tax amortization. I would like to make one point, however, and that 
is this: In the early days of our history before our Nation became 
heavily industralized and urbanized, the preservation of the public 
health could be thought of in terms of sweeping the streets, picking 
up the garbarge, and innoculating against disease. In these days we 
must take a more up-to-date and more modern view. Dealing with 
the grave and ofttimes deadly menace of air and water pollution re- 
quires more ingenious tools and more sophisticated approach. Rapid 
tax amortization for air- and water-pollution-contro] facilities will 
enable local officials to deal with a new health menace which is the 
product of our industrial, urbanized age. It is a new principle, of 
course. But the Congress and local officials alike need new principles 
and new devices to meet the new demands of our urban life. For this 
reason we urge the favorable consideration of this matter in order 
for the Congress and local officials to fulfill their sacred trust in pro- 
tecting the public health. 

With your permission, Mr. Chairman and gentlemen of the com- 
mittee, I should like to insert into the record a typical resolution in 
support of this legislation similar to those which have been sent to 
Congress from local government officials across the country. 

The Cuairman. Without objection, it is so ordered. 

Mr. Hamivron. Thank you, sir, and thank you for your courtesy 
and I would be glad to answer any questions. 

(The resolution referred to is as follows:) 


RESOLUTION OF THE AMERICAN MUNICIPAL ASSOCIATION ON AIR AND WATER 
POLLUTION 


Whereas air and water pollution present a serious problem to the health of 
citizens of many of our cities; and 

Whereas both industries and municipalities which create the pollution prob- 
lems and whose interests are adversely affected by water and air pollution are 
in agreement regarding the necessity for construction of waste treatment works, 
but the scheduling of equipment installations depends upon ability to finance 
such construction ; and 
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Whereas it is becoming increasingly difficult for private industry to finance 
construction of these facilities since they are nonproductive and it may be 
necessary either to restrict industrial production or to construct stream- and 
air-pollution controls for industries by using governmental funds: Now, there- 
fore, be it 

Resolved (recognizing that construction of these orks is in the public inte st), 
That the American Municipal Association request the Congress of the United 
States to consider legislation embodying the principle that industry be allowed 
either to depreciate such works installed for pollution-control purposes over 
a period of 5 years or less, or be permitted to classify costs for installation 
of such works as operating expense; and be it further 

Resolved, That the wording of such legislation needed to amend the tax law 
should be broad and should grant such privileges as will provide maximum 
incentive to the industries involved for essential cooperation in local and State 
as well as Federal pollution-control programs ; and be it further 

Resolved, That the executive committee and staff of the American Municipal 
Association are hereby instructed to prepare and have such legislation intro- 
duced at the next session of Congress, and that they take steps to obtain adop- 
tion of resolutions approving this measure from the individual leagues of cities 


The Cuamman. Are there any questions? 

Mr. Jenkins. How many cities did you say you represent now in 
your association ? 

Mr. Hamirron. 12,000 in 43 States. There are 16,000 incorporated 
places in the United States, Mr. Jonkitis 

Mr. Jenkins. That would include all the big cities, would it not? 

Mr. Hamitton. Oh, yes; all the large metropolitan cities are rep- 
resented. 

Mr. Jenxrns. Is there any lack of cooperation in the program? 
In other words, are there any big cities that are not included in your 
group who will not come in? 

Mr. Hamirton. No, sir; all of the cities which are big and which 
are industrial are in our association, and as Mr. Dorn pees out, 
our resolution favoring this plan was adopted unanimously by the 
association and by the representatives of those cities in convention 
assembled. 

Mr. Jenxrns. Your association does a great many other things and 
you are not organized exclusively for this one project ? 

Mr. Hamirton. No, sir; our association is 31 years old. 

The Caarrman. Any other questions? 

We thank you very much for your contribution, Mr. Hamilton. 

The CuHarrman. The next witness is Mr. M: vuirice G. Paul, vice 
chairman of the taxation committee of the National Association of 
Manufacturers. 

Mr. Paul, we are glad to have you here. Give your name and the 

capacity in which you appear for the record. 


STATEMENT OF MAURICE G. PAUL, JR., CHAIRMAN, TAX POLICY 
COMMITTEE, PHILCO CORP., PHILADELPHIA, PA. 


Mr. Pav. My name is Maurice G. Paul, Jr. T am chairman of 
the tax policy committee of the Philco Corp., Philadelphia, Pa. I 
am also vice chairman of the taxation committee of the National Asso- 
ciation of Manufacturers and am appearing on its behalf. 

We are very grateful to you for this opportunity to present our 
views 

The association ur ges that taxpayers be granted greater flexibility 
in the determination of allowable depreciation for income-tax pur- 
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poses. The depreciation policy adhered to by the Treasury for the 
past 20 years is wholly unrealistic, imposing arbitrary limitations 
and undue burden of proof upon taxpayers. This represssive policy 
was unwisely adopted in 1934 as a te mporary revenue device. It has 
caused an endless succession of controversies and litigation out of 
all proportion to the national revenue produced, if any. While not 
sanctioned by the Bureau, the “nuisance value” of possible depre- 
ciation investigations has enabled field agents of the Bureau to obtain 


agreements on other controversial issues to which the taxpayer might 
not otherwise agree. 

More importantly, the long-standing efforts of the Treasury to hold 
depreciation rates to a minimum has caused a significant underdepre- 
ciation of plant and equipment. This has resulted in the taxation of 
unearned income and has seriously retarded the modernization and 
expansion of productive facilities. With the existence of our Nation 
de spe ondent upon the ¢ apac ity of our mines, mills, and m: anufacturing 
plants, it becomes evident that a sound depreciation policy should not 
be based upon rigid schedules of useful life arbitrarily applied. 

Prior to 1934, as you well know, taxpayers were allowed to fix 
depreciation rates within reasonable limits. While there may have 
been a tendency to depreciate assets over somewhat less than their 
full physical life, this served to compensate for the fact that an 
asset depreciates more rapidly during the earlier vears of life. During 
this period the depreciation claimed by the taxpayer was allowed 
unless the Bureau could prove that such depreciation was clearly 
unreasonable. In the main the system worked well and there is much 
support for a return to it as a simple and direct solution to our present- 
day problem. Specifically, the association urges the adoption of a 
policy which will eventually authorize the taxpayer to recover the 
cost of depreciable property in accordance with his judgment as to 
its useful and competitive life. The depreciation so claimed by the 
taxpayer should be accepted unless the Bureau can prove that it has 
no reasonable relationship to the useful and competitive life of the 
property. 

Under present circumstances, it would be prudent to anticipate that 
taxpayers would rather take general advantage of a more realistic 
depreciation policy. This could mean significant revenue losses over 
the short term. In recognition of this fact the association suggests 
that the ultimate objective could be achieved in a series of steps. 

We have in mind the probable necessity of working out of the 
rather rigid allowances now permitted under T. D. 4422 and bulletin 
F by yearly step-ups in the allowable rates of recovery until a point 
is reached where it is believed no appreciable additonal revenue loss 
would be involved by complete abandonment of the arbitrary ap- 
proach. For example, it might well be decided that the existing rates 
could be accelerated by 10 percent a year over a period of several 
years before full institution of a flexible policy. Within a relatively 
few years this would completely reverse the rigid and harsh deprecia- 
tion procedures of the past 20 vears. 

Yet the immediate impact on revenues would be minimized, thus 
leaving the maximum opportunity for badly needed correctives to 
our inequitable tax structure. 

In conclusion we earnestly believe the adoption of the policy we 
have recommended would— 
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Minimize controversies between taxpayers and the Bureau, re- 
duce the cost of compliance, and permit the Bureau to devote its ener- 
gies to more productive sources of revenue. 

Accelerate the rate of recovery of invested capital, mcreasing 
the supply of funds available for the modernization and expansion of 

productive facilities. 
3. Increase the readiness and capacity of the Nation’s defense and 
de ‘:nse-supporting industries. 

. Widen employment opportunities. 

5. Expand the national income and increase revenues. 

Thank you very much indeed for the opportunity of appearing. 

The Cuarmman. We thank you very much for your fine statement. 

The next witness is Mr. Clarence A. Barnes, of Boston, Mass. 

Mr. Barnes, we are very glad to have you here. Give your name 
and the capacity in which you appear for the record. 


STATEMENT OF CLARENCE A. BARNES, MANSFIELD, MASS. 


Mr. Barnes. Mr. Chairman, my name is Clarence A. Barnes, of 
Mansfield, Mass. 

Most of the testimony which has been presented while I have been 
here has been in regard to air pollution, but the question of water pollu- 
tion is certainly as important. 

There is a bill in here which I want to be recorded in favor of, 
H. R. 606, brought in by Representative Simpson of Pennsylvania. 
That bill seems to bear upon the question of water pollution. 

In the town where I live, Mansfield, the Hercules ae Co. has 
a plant, and I have been attorney for them for a number of years, 
and their Papaneiiure for the elimination of water pollution is now 
better than $350,000. The Mansfield Bleachery, which also has a pol- 
lution problem on a small stream there, has expended a matter of 
$400,000. And these expenditures are compulsory under the Water 
Pollution Act passed by the 80th Congress in 1948. So naturally these 
concerns have to do this, and all over the country concerns are simi- 
larly situated, 

Now, they do not get any tax benefits from the expenditures they 
make, and we think =and I have come down here to be so recorded- 
that it would be a great help to industry and a necessary one and a fair 
one to give them a rate of amortization that is provided for in these 
bills. 

I cannot add anything to the arguments I have already heard, but 
we are an industrialized country. We know the conditions as regards 
the pollution of air and water are going to ruin the health of the 
country unless these things are done and, if they are done, it should 
be made of benefit to the people who have to put up the money to do it. 

I thank you for the opportunity of appearing. 

The Cuatrman. Thank you. You are quite right, and I have seen 
the situation in my part of the State. 

Mr. Mason. Suppose we, by rapid amortization laws and so forth, 
could tell industries to stop polluting both air and water. What about 
the city of Mansfield? Has that city established a disposal plant for 
its sewage ? 

Mr. Barnes. Yes. 
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Mr. Mason. I am sorry to say that out in the Midwest we have a 
lot of cities that have not done it and, of course, we cannot give a city 
amortization for their investment. But we would like to do it in order 
to step up that program. 

Mr. BaARrNEs. May I Say that sewage does not take care of the thing 
in my community. That is not a sufficient cure of the water-pollution 
proble m there. 

Mr. Mason. No; because industries as well as the city pollute the 
water. But the city does take care of its sewage ¢ 

Mr. ato That is right. 

The Cnarrman. Thank you very much. 

~ ey I want to see if I have covered all of those who have plane 
engagements at noon. 

Mr. Carorners. I have a plane engagement right after noon. 

The Cuatmrman. Allright. We will hear you now. 


STATEMENT OF HAMILTON CAROTHERS, ON BEHALF OF THE 
NATIONAL CANNERS ASSOCIATION 


Mr. Carorurers. My name is Hamilton Carothers. I am appearing 
here today on behalf of the National Canners Association to offer one 
specific recommendation relative to revision of our present tax laws. 

The National Canners Association is a trade association compr ising 
approximately 1,000 canners who collectively pack about 75 percent 
of the Nation’s production of canned vegetables, fruits, fish, meat, and 
other canned foods. Its membership includes canners in all but 2 of 
the 48 States and in Alaska and Hawaii. The dimensions of the indus- 
try and the scope of its operations are perhaps best indicated by the 
fact that the industry annually packs well over 600 miliion cases of 
canned foods of all types. 

The National Canners Association is appearing to ask this commit- 
tee to recommend legislation which will encourage the abatement of 
water pollution by allowing amounts paid for industrial waste-treat- 
ment works and disposal facilities to be amortized at an accelerated 
rate for income-tax purposes. This result can be achieved by a simple 
amendment to section 124 of the Internal Revenue Code which will 
permit the costs of anti-water-pollution facilities to be recaptured, 
through deductions, over a shorter period of time than that permitted 
by the present code provisions relating to exhaustion, wear and tear, 
and obsolescence. 

The need and justification for this proposal is apparent to anyone 
with knowledge of the present national water-pollution problem and 

the difficulties confronting Federal, State, and private interests in 
attempting to resolve it. An amendment of this nature will provide a 
constructive and economical aid to its solution in a form best suited 
to accommodate the rights and obligations of each of these interests. 

In enacting the Water Pollution Control Act of 1948, Congress 
acknowledged that the primary right and responsibility for water- 
pollution-control measures rests with the States. But it similarly 
recognized that a substantial national and Federal interest is involved. 
As stated by the Senate Committee on Public Works: 


Water pollution has become a matter of grave concern in many areas, and its 
damaging effects on the public health and natural resources are a matter of 
definite Federal concern as a menace to national welfare. Abatement must be 
undertaken in order to control it. (S. C. on P. W. Rept. No. 462, 80th Cong.) 
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Private industry, in turn, recognizes that much of the responsi- 
bility for pollution abatement must necessarily reside with it. But 
without assistance in the form of Federal tax relief, most industries 
find it financially impossible to undertake effective steps in this 
direction. 

The proper disposition of industrial waste from canning operations 
has long been a matter of great concern to the canning industry. The 
waste is ordinarily discharged, directly or through public sewage sys- 
tems, into rivers, streams, sounds, canals, marshes, lakes, harbors, 
basins connected with harbors, and other bodies of water in and about 
the United States and its Territories. For years the canning industry 
has interested itself in ways and means of avoiding or at least mini 
mizing pollution of such water. 

But for the majority of the industry, the difficulties are presently 
insurmountable. In many cases the cost of these treatment and dis 
posal facilities is as great as the value of the canning plant itself and 
under existing depreciation law it is impossible for most canners— 
and particularly the small canner—to expend this amount of money. 

The canning industry generally relies heavily on borrowed capital 
and few of its members have the reserves on which they can draw for 
financing such costly and nonproductive construction. Most food 
processors operate on a seasonal basis, which does not justify the cap- 
ital expenditure for treatment and disposal facilities that might be 
borne by a plant operating throughout the year. In most cases no 
byproducts of value and no revenues can be obtained from industrial 
waste treatment and disposal processes. 

Provision for rapid writeoff of such construction will stimulate a 
nationwide effort on the part of all industries, including the canning 
industry to reduce or even entirely eliminate pollution of the waters 
in and about the United States and its Territories—an effort which 
will be beneficial to the country from a sanitary as well as an esthetic 
standpoint. 

Some States are currently considering making the construction of 
waste treatment and disposal facilities mandatory. Under these cir- 
cumstances the future of many of the smaller companies in the can- 
ning industry, as well as in a host of other industries, will be jeopar- 
dized because of their inability to expend their liquid assets for such 
nonproductive construction. 

The decrease in Federal revenue through rapid amortization of such 
facilities should be quite insubstantial. The Senate Committee on 
Public Works, in reporting out the Water Pollution Control Act, said: 

The committee is deeply inmpressed with the serious effects of polluted waters 

upon the public health and welfare and is firmly convinced that failure to ac- 
complish adequate progress in pollution abatement under the terms of this 
bill, through the cooperative efforts of the Federal and State agencies, will un- 
doubtedly call for much stronger and more direct Federal enforcement meas- 
ures at some subsequent session of the Congress (Senate Committee on Public 
Works, Rept. No. 462, 80th Cong.). 
It will be far less expensive for the Federal Government to encourage 
private action for pollution abatement than it would be to legislate 
any broad-scale federally enforced program of water-pollution 
control. 

The association is attaching as part of this statement a proposed 
bill to permit the cost of treatment plants and disposal facilities to be 
recaptured, through deductions, over a 60-month period. The tax- 
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payer may elect as to when to commence taking deductions, either 

upon completion of the facilities or in the following year. At his 

option, he may also return to the normal depreciation ‘allowance by so 
notifying the Commissioner at any time during the 5-year period. 

For the taxpayer to avail himself of the amortization deduction, the 

facilities must have been certified by the State water-pollution au- 

thorities as in aid of State law and approved by the Surgeon General 
as in furtherance of a control program under the Water Polluton 

Control Act. 

Other bills of similar effect are now pending before this committee. 
The ») include H. R. 234, H. R. 606, and H. R. 2535. 

Committee consideration of these bills will disclose that a wide 
range of industrial interests is vitally interested in the passage of 
such legislation. The Department of Health, Education, and Wel- 
fare, the Surgeon General of the United States, and the Fish and 
Wild Life Service of the Department of the Interior will undoubtedly 
lend their endorsement. Support will be provided by a large num- 
ber of public and private conservation bodies and by the health au- 
thorities of States and municipalities throughout the Nation. 

The National Canners Association respectfully requests that the 
Committee on Ways and Means give this proposal its fullest con- 
sideration. 

A BILL To encouraze the prevention of water pollution by allowing amounts paid for 
industrial waste treatment works or disposal facilities to be amortized at an accelerated 
rate for income-tax purposes 

Whereas Congress recognized the benefits resulting to public health and welfare 
from the abatement of water pollution by enacting the Water Pollution Control 
Act of 1948; and 

Whereas one of the major problems in the abatement of water pollution is the 

elimination or purification of industrial waste through the construction of 

county and nonproductive treatment works and disposal facilities by private 
industry ; and 

Whereas to further the purposes of said Act, by aiding in the solution of this 
problem, it is necessary and desirable to assist and encourage private industry 
to provide plants and facilities for the treatment or disposal of industrial 
wastes: Therefore 
Be it enacted by the Senate and House of Representatives of the United States 

of America in Congress assembled, That chapter 1, subchapter C, of the Internal 

Revenue Code, is amended by adding at the end of section 124, the following new 

section: 


“Sec. 124A. TREATMENT WorKS AND DISPOSAL FACILITIES SpecIAL AMORTIZATION 
DEDUCTION. 

“(a) GENERAL RvuLE.—Every person, at his election, shall be entitled to a 
deduction with respect to amortization of the adjusted basis (for determining 
gain) of any facility, land, building, machinery, or equipment for the treatment 
or disposal of sewage or industrial waste or of any stock in a nonprofit corpora- 
tion organized by or for the taxpayer alone or in association with other tax- 
payers or with local government sewage-disposal bodies for the sole purpose of 
acquiring, constructing, or maintaining facilities, land, buildings, machinery, or 
equipment for the treatment or disposal of sewage or industrial waste, based on a 
period of sixty months. The amortization deductions provided by this section 
shall be in lieu of the deductions with respect to such treatment works or disposal 
facilities provided in section 23 (1), relating to exhaustion, wear and tear, and 
obsolescence. The sixty-month period shall begin, at the election of the taxpayer, 
with the month following the month in which the treatment works or disposal 
facilities were completed or acquired, or with the succeeding taxable year. Such 
election shall be made by the taxpayer in an appropriate statement in its return 
for the taxable year in which the treatment works or disposal facilities were 
completed or acquired. 

“(b) TERMINATION OF AMORTIZATION DEpUCTION.—A taxpayer which has elected 
under subsection (a) to take the amortization deduction provided in this section 
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may, at any time after making such election, discontinue the amortization deduc- 
tions with ‘respect to the remainder of the amortization period, such discontinu- 
ance to begin at the beginning of any month specified by the taxpayer in a notice 
in writing filed with the Commissioner before the beginning of such month. The 
deduction provided under section 23 (1) shall be allowed beginning with the first 
month to which the amortization deduction is not applicable, and the taxpayer 
shall not be entitled to any further amortization deductions with respect to such 
treatment works or disposal facilities. 

“(c@) DETERMINATION OF ADJUSTED BAsIs OF TREATMENT WorKs.—In determin 
ing for the purposes of this section the adjusted basis of treatment works or dis- 
posal facilities, there shall be included only so much of the amount otherwise 
constituting such adjusted basis as the Commissioner finds is properly attributable 
to such construction, reconstruction, remodeling, installation, or acquisition after 
the effective date of this Act: Provided, however, That such treatment works, 
irrespective of such adjusted basis, have been certified by the State or Territorial 
health authority (or in cases where there is a single State or Territorial agency, 
other than the State or Territorial health authority, charged with responsibility 
for enforcing State or Territorial laws relating to the abatement of water pollu- 
tion, then such other State or Territorial agency) as being in aid of State or 
Territorial law for the prevention and abatement of water pollution, and approved 
by the Surgeon General as in furtherance of a comprehensive program developed 
or adopted under the Water Pollution Control Act.” 


The Cnarrman. We thank you very much for your statement and 
the observations you have made. 

‘The next witness is Mr. Henry B. Fernald—— 

Mr. Catuison. Mr. Chairman, I am on your list down at the bottom. 
I am Charles H. Callison, conservation director of the National 
Wild Life Federation. I would like at this time simply to file my 
statement. 

The CuarrMan. Without objection, it is so ordered. 

Mr. Cauison. We are appearing in support of H. R. 234 and H. R. 
606, the same bill which the last gentleman discussed. 

The Crairman. Thank you very much. 

(The statement above referred to is as follows:) 


STATEMENT BY CHARLES H. CALLISON, WASHINGTON, D. C 
DriRrEcTOR, ON H. R. 23 


., CONSERVATION 


Mr. Chairman and members of the committee, the National Wildlife Federa- 
tion is a nationwide organization composed of affiliated State wildlife federa- 
tions and conservation agencies in 47 of the 48 States, representing a total 
membership of more than 8 million persons. 

Our organization, Mr. Chairman, considers the pollution of water resources 
one of the most urgent conservation problems facing our Nation. Contamina- 
tion by industrial wastes of various kinds has increased rapidly and will continue 
to increase with the growing industrialization of our Nation. The problems of 
industrial pollution are not easy to solve. However, it is highly essential that 
every effort be made to encourage the solution of these problems. 

In certain types of industry waste-treatment works can be installed only 
at an economic loss to the firm and its investors. Therefore we believe it 
appropriate and logical that provision be made in the law for accelerated 
amortization of the cost of installing industrial waste-treatment works. We 
respectfully urge your committee to consider favorably H. R. 234 or similar 
legislation. 

Following is a resolution on this subject which was adopted at the 1953 Annual 
Convention of the National Wildlife Federation. This meeting was attended 
by delegates from 44 States, and this resolution was approved unanimously. 


“RESOLUTION—ACCELERATED AMORTIZATION OF WASTE-TREATMENT WORKS 


“Whereas the National Wildlife Federation believes the installation of waste- 
treatment works for the prevention of certain types of difficult industrial pollu- 
tion will be abetted and encouraged by allowing the cost of such installation 
to be amortized for income-tax purposes at an accelerated rate: Therefore be it 
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“Resolved, The federation endorses H, R. 234, introduced in the 83d Congress 
by the Honorable John W. Byrnes, of Wisconsin, and the similar H. R. 606, 
introduced by the Honorable Richard M. Simpson, of Pennsylvania, and urges 
the adoption of such a law. The secretary of the federation is instructed to 
send copies of this resolution to Congressmen Byrnes and Simpson, to all mem- 


bers of the House Committee on Ways and Means, and to the Senate Committee 
on Finance,” 


The Cuamman. Mr. Fernald, we are glad to hear you again. 


STATEMENT OF HENRY B. FERNALD, ON BEHALF OF THE 
AMERICAN MINING CONGRESS 


Mr. Fernaip. Mr. Chairman and members of the Committee on 
Ways and Means, I am Henry B. Fernald, of Montclair, N. J., chair- 
man of the tax committee of the American Mining Congress. 

We respectfully present the following recommendations regarding 
depreciation and amortization which are of great concern to mining 
companies, 

I. DEPRECIATION 


(1) A reasonable allowance for depreciation under the income-tax 
law should permit the taxpayer to recover from earnings free of in- 
come tax the amount of his investment in depreciable property. It 
must be from profits, not from losses, that the investment will be re- 
covered. Charging depreciation, allowed or allowable, will not \ ield 
uch recovery, where, as under our present law, the losses of loss years 
are only limited deductions and are not computed on the same basis 
as that for computing taxable income. 

The Internal Revenue Code permits deduction of a “reasonable al- 
lowance” for depreciation. However, certain technicalities in the 
law, to which we later refer, and certain methods and attitudes of the 

sureau and its representatives may result, and often have resulted, 
in denial to the taxpayer of the reasonable allowance which should be 
eranted. 

The recent ruling by the Commissioner of Internal Revenue (Rev- 
enue Ruling 90, Internal Revenue Bulletin, May 25, 1953, p. 4) should, 
if adhered to, go a long way toward having the Bureau and its em- 
ployees erant reasonable depreciation allowances. 

That ruling is as follows: 


POLICY WITH RESPECT TO DEPRECIATION ADJUSTMENTS 


1. The internal-revenue laws allow as a deduction in computing net income a 
reasonable allowance for depreciation of property used in trade or business or 
of property held for the production of income. The purpose of the deduction is 
to permit taxpayers to recover through annual deductions the cost (or other 
basis permitted by law) of the property over the useful life of the property. The 
determination of the amount of the deduction is largely a matter about which 
there may be reasonable differences of informed judgment, but the impact on 


the revenues resulting from these differences may be negligible one way or the 
other over the years involved. 
) 


2. Accordingly, effective May 12, 1953, and as respects all open years for which 
agreement as to the tax liability has not been reached at any level within the 
Internal Revenue Service as of that date, it shall be the policy of the Service gen- 
erally not to disturb depreciation deductions, and revenue employees shall pro- 
pose adjustments in the depreciation deduction only where there is a clear and 
convincing basis for a change. This policy shall be applied to give effect to its 
principal purpose of reducing controversies with respect to depreciation. 





GENERAL REVENUE REVISION 829 


We are generally in accord with the standards thus stated by the 
Commissioner. They should not, however, be limited to the May 12, 
1953, starting date but should apply to all determinations later to be 
made. As tothe I ist sentence of the ruling, we do not feel that “reduc 
ing controversies” should be considered the principal purpose of such 
a ruling (although unquestionably it is a desirable purpose) but rather 
the purpose should be to make fair and reasonable allowances to tax- 
payers. 

If the amount claimed by the taxpayer is a reasonable amount, it 
should not be disallowed or reduced to orant only some lesser amount 
which someone in the Bureau may be disposed to allow, even though 
unable to show that the amount claimed by the taxpayer is more than is 
reasonable. ‘The taxpayer in | not be placed in a position of having 
to accept an allowance made DY the Bureau or to contest it in the courts 
with burden of proof on the taxpayer to establish that the Bureau’s 
determination was clearly in error. the amount of a reasonable 
allowance for depreciation allowable for any year is a matter of 
judgment and it is recognized that the allowance need not necessarily 
be uniform from year to year. If the amount deducted by the tax- 
payer for any year is more than is reasonably allowable for that vear, 
the Commissioner should be able to establish that fact. The Com 
missioner should not disallow or reduce the depreciation claimed by 
the taxpayer unless the Commissioner is able to establish that it is 
nore than a reasonable allowance, and the burden of proof should be 
on the Commissioner in any appeal to the courts to bear the burden of 
proof in this regard. 

The expenditures made by the taxpayer from his funds for depre 

‘able assets may be a definitely determinable amount, but the period 
for recove ry of investment from income is od generally determinable 
with any such certainty. The amount of the earnings for plant and 
equipment, the number of years earnings can be expected to continue, 
and the amount of income to be realized from year to year is generally 
quite uncertain. Presumably, in most cases, the utility of a property 
item will be greatest in its early life as applie d to the particular con- 
ditions then to be faced and the conditions which motivated the in- 
stallation. Then progress of the art—improvements in machinery 
and methods—changes in demand, differences in raw materials avail- 
able, and Seas arene are apt greatly to reduce the utility 
and earnings in later years even though the plant and equipment 
physically may remain and may have some remaining utility. Tn 
very many cases, the reasonable allowance for depreciation will not 
result from applying some straight-line method to compute an equal 
amount as deductible each year over the entire estimated life of the 
property. Often a more reasonable allowance results from use of the 
declining-balance method, whereby the depreciation each year will be 
determined by applying the appropriate percentage to the remaining 
undepreci: ited balance after deducting from cost the amount of « depre- 
ciation prey lously allowed. Manifestly, the rate to be allowed for the 
declining-balance computation must be substantially higher than the 
rate on the straight-line basis—at least double. The declining-balance 
method will never result in complete recovery of cost because there will 
always remain some residual value, but this residual value should be 
such a reduced amount that after a reasonable period of life it will 
approximate the salvage value of obsolete or exhausted items. 
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While there may be a general presumption that depreciable property 
will have its greatest utility as initially installed, this is not always 
true, particularly when new processes or operations will require some 
time before they can be successfully carried on or new products ma} 
require some time before an adequate market for them can be oa 
oped. So there may be an initial period when something less than 

normal depreciation 1 might represent a reasonable allowance. It is not 
necessarily inconsistent with the declining-balance principle that there 
should be an initi: ial period when the maximum allowance need not be 
taken. 

Again, there may come a time when it becomes manifest that the 
utility of plant or equipment is limited so that the remaining un- 
depreciated balance—whether that has been determined on the 
straight-line, declining-balance, or some other method—should be 
written off over a remaining few years. Recognition of this situation 
should not be denied. Consistency in application of method does not 
require that it should be uniformly applied regardless of the circum- 
stances and conditions which exist. Such uniformity can readily be- 
come an inconsistency. 

Another method which is recognized as being at times appropriate 
is where depreciation is taken on the basis of units of output. Where 
a reasonable basis for that method can be established, it is, and should 
continue to be, recognized as an acceptable method. 

Accordingly, there are these and other methods which might fairly 
be applied to determine a reasonable allowance for depreciation. Cir- 
cumstances and conditions in various industries, often in different 
plants in the same industry, may vary so greatly that it is impossible 
to lay down fixed rules of universal application. The taxpayer is 
presumably best qualified to determine the method which in this case 
will yield a fair allowance, with no requirement that one single method 

should necessarily be applied to his entire property. Unless the de- 
preciation deduction claimed by the taxpayer for any year is clearly 
unreasonable, it should not be denied. 

We may in this connection note the extent to which the Canadian 
income-tax system allows freedom to the taxpayer in determining 
depreciation deductions. 

We invite attention to the following points of that system for cuon- 
sideration as permissive methods which might be made allowable under 
our law. 

(a) The taxpayer is permitted to deduct each year such amounts, 
not in excess of liberally established allowances, as the taxpayer may 
desire. There is no requirement that the property basis remaining for 
future depreciation is to be decreased by depreciation “allowable.” 

Nore.—This is somewhat different from the “tax benefit rule” 
as to the amount allowed or allowable. Presumably the taxpayer 
will give consideration to expected tax benefit in determining the 
amount of deduction; but the amount determined by the taxpayer 
(not more than the specified liberal rates) is the ¢ amount for which 
adjustment is to be made—not subject to increase or decrease 
according to actual tax benefit. 

(6) Depreciation is generally computed on the declining-balance 
method. Because of the liberal rates of maximum allowance, but with 
right of the taxpayer to deduct a smaller amount in any year, it be- 
comes a rather flexible method. 
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Norr.—In general, the value in use of plant and equipment, and 
the value of its productivity, is apt to be greater in its earlier, 
than in its later, years. But there are variations. A new plant 
may require some time to reach maximum efficiency; or may not 
reach maximum productivity until a broad m: urket is developed 
for a new product. Any plant will presumably have less pro- 
ductivity and value in use in a period of depression, curtailed 
production, shutdown, or when operating at a loss. 

There is no reason why the “declining balance” method (or any 
other method) should be made so rigid that it cannot take into 
account var lance in economic factors, all within the principle of 
granting a “reasonable allowance for depreciation” for any year. 

Our Treasury regulations recognize that the depreciation allow- 
ance need not be uniform from year to year; “the units of pro 
duction” method may be used (so deprec iation will vary with 
yroduction) ; and Bureau rulings give a somewhat grudging and 
imited approval to the “dee ‘lining balance” method. These do 
not grant the tolerance which Canada permits. 

We recommend that the points mentioned above should be made 
optionally allowable methods under our law. 

We believe the present ruling of the Commissioner, revenue ruling 
90 (supra) intends that the depreciation deductions claimed by the 
taxpayer shall not be denied or abridged except where there is a clear 
and convincing basis for such a change. We believe, however, that 
this policy should not rest merely on a Commissioner’s ruling but 
should be clearly written into the law so there can be no question, 
either on the part of the Bureau or on the part of the courts, that it 
is the congressional intent. We accordingly recommend that state- 
ment should be inserted in section 23 (1) of the Internal Revenue Code 
to the effect that— 

Deductions claimed by the taxpayer under this provision shall not be reduced 
or denied except if and to the extent that there is clear and convincing evidence 
that any such deductions are in excess of a reasonable allowance. 

(2) In addition to the general standards for allowances, there are 
certain technicalities of our Internal Revenue Code which should be 
changed. 

(a) We have in our law under section 113 (b) (1) (B) a provision 
which requires that the basis for future depreciation of property is 
to be reduced on account of depreciation allowed or allowable, which- 
ever is greater. This has recently been modified that depreciation 
shall not be considered as having been allowed for the purpose of 
this provision unless its deduction gave a tax benefit. This applica- 
tion of the tax-benefit rule for determination of the amount allowed 
was desirable and will prevent some of the inequity of the rule as 
previously stated. However, it still requires that reduction of basis 
should be made for the depreciation allowable, regardless of whether 
it would reduce the amount of otherwise taxable income. Accord- 
ingly, the tax-benefit rule applied in computing the amount allowed 
but not applied in determining the amount allowable may still defeat 
the basic principle that the taxpayer should be permitted to recover 
his investment out of resulting income free of income tax. The tax- 
benefit rule should be applied to the amount allowable for the purpose 
of this adjustment as w en as to the amount allowed. 


387746—53—pt. 2 12 
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(6) In applying these provisions for adjustment of basis, the Bu- 
reau makes a year by-year computation of the amount “allowed” and 
the amount “allowable” and applies whichever amount for any year 
was greater. Thus it may arrive at a total which will be more than 
the amount which has been allowed or the amount which has been 
allowable. This method of the Bureau permits denial to the tax- 
payne of the full depreciation deduction to which he should be en- 

titled. The method is particularly subject to abuse in that the amount 
llowable for any year is a matter of judgment and opinion, not a 
fixed and certain amount. A change in the Bureau’s opinion as to 
the amount allowable for any prior year may permit a shifting of 
amounts from year to year which, in an annual computation by the 
Bureau’s method, readily gives an adjustment of more than the amount 
allowable or more than the amount which has been allowed. 

Our recommendations are accordingly based on the continuation 
of the present general structure of our law with certain modifications 
we mention. We believe, however, that—still within the framework 
of our general system much gre ater tolerance might be give nas 
to rates and methods, and the taxpayer might be given greater free- 
dom in determining depreciation from year to year so long as the 
amounts are within the bounds of what is reasonable. Depreciation 
deductions claimed by the taxpayer should not be disallowed except 
with burden of proof on the Commissioner to establish to what, if 
any, extent, they are not reasonable. 

In considering the matter of depreciation allowable against income 
taxes it must be recognized that the probability of recovering the in- 
vestment out of profits free of income tax is a material factor which 
the investor must consider. If income taxes are 50 percent and excess 
profits taxes raise the total to 80 percent, there is no such margin left 
as would permit the taxpayer to recover any substantial part of his 
investment out of profits which remain after taxes. Our whole in- 
dustrial system and the revenues which flow to the Government from 
the profits of industry, from employment and from the incomes of 
others, depend on maintaining active investment in plant and equip- 
ment. It is not therefore a question of whether some fairer deprecia- 
tion allowance might result in failure to get certain tax revenues from 
the proceeds of now existing plants; it is rather a question of maint vit 
ing and building up revenue resources by the new plants and the re- 
placement plants which must continually be provided. We cannot. 
expect these will be provided if taxpayers cannot expect fairly to 
recover from profits free of income tax the amounts of their invest- 
ment within the reasonably expected useful life of the property. 


SUMMARY OF RECOMMENDATIONS 


As to our present system, we recommend that— 

(a) Allowable depreciation should be more liberally determined, as 
to rates and methods. Depreciation claimed by the taxpayer should 
not be disallowed except if, and to the extent that, it is clearly unrea- 
sonable—with burden of proof on the Commissioner. Realistic de- 
preciation allowances must permit early recovery of inflated replace- 
ment costs. 

(6) The adjustment to basis required by section 113 should— 
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(1) Apply the tax-benefit rule to the amount allowable as well 
as to the amount allowed. 

(2) Specify that the adjustment to be made to the basis as of 
the beginning of the taxable year for which the depreciation is 
being ( ‘omputed shall be for the total theretofore allowed with tax 
bene fit or the total theretofore allowable with tax benefit, which- 
ever total is greater. 

We also recommend that the points we have mentioned as to the 
Canadian system should be made optionally allowable methods under 
our law. 


Il. AMORTIZATION OF EMERGENCY FACILITIES 


Section 124A permits amortization of emergency facilities which 
the certifving authority “has certified as necessary in the interest of 
national defense during the emergency period” ; but limited to “such 
portion of such amount as such authority has certified as attributable 
to defense purposes.” 

If facilities are prov ided which in part are necessary in the interest 
of national defense, and in part are not, there is no question that the 
certificate of necessity should be limited to that part which is neces- 
sary in the interest of national defense. 

But to the extent that the entire facility, or some part of it, is 
deemed necessary in the interest of national defense, there should be 
no endeavor to estimate what its relative usefulness may be beyond 
the defense period, and so to determine a percentage to be excluded 
from amortization. If the entire facility is necessary to meet the 
defense need, 100 percent amortization should be allowed. 

The present provision allows amortization over a 60-month period, 
as in the World War II statute, but does not permit the shortening 
of the amortization period if the emergency period should sooner 
terminate, as was permitted under the World War II statute. 

We accordingly recommend that section 124A be amended to pro- 
vide that— 

(a) The determination of the amortization allowable under a 
certificate of necessity should be made on the basis of the facility 
needed for the emergency ; 

(6) A shorter period of amortization, at the option of the tax- 
payer, be permitted if the emergency ends before the close of the 
60-month period, or if the certifying authority determines the 
facility is no longer necessary in the interest of national defense. 


II, AMORTIZATION OF COST OF FACILITIES FOR PREVENTION OF STREAM 
AND AIR POLLUTION 


Every State has enacted legislation regulating in some degree the 
matter of stream pollution. In addition to specific State laws on 
this subj ject, many of the States have obligated themselves by inter- 
state treaties to establish and enforce standards directed toward the 
abatement of pollution of rivers and streams. The Ohio River Valley 
Water Sanitation Compact, which includes all the States with streams 
draining into the Ohio River drainage basin, is a leading example of 
the interstate cooper: ative polic, y of enforcement. In addition, the 
security administrator of the U nited States is vested with authority 
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by the Federal Water Pollution Control Act of 1948 to take action 
to prevent interstate stream pollution. 

Facilities for the abatement of stream pollution usually have no 
useful value for any other purpose. They do not aid in the production 
of income. In order to encourage the installation of ot facilities 
and thereby aid in the early completi ion of this important national 
program the taxpayer should be permitted to write off the cost of such 
facilities over a relatively short period of time, not more than 60 
months. 

A similar principle should be extended to the cost of installing 
facilities for the preve ntion or abatement of air pollution. 

This matter of the amortization of the cost of the facilities for 
the prevent of streams and air pollution has been very important in 
the mining industry. You have heard the testimony on that subject, 
but we do want you to know that we, independent of any other pre- 
sentation to you, urge your consideration of that. 

The Cuatrman. Thank you very much for your appearance and 
the information you have given. 

Mr. Kean. Mr. Chairman, my constituent here, Mr. Fernald, 
living in New Jersey, is particularly interested from a personal point 
of view, I believe, in this question of stream pollution, because that 
is a problem we have had regularly in New Jersey in the Raritan 
River, the South River, and other rivers near our area. 

Mr. Fernatp. Of course, what we are having now is suddenly all 
over the country; they are becoming very much alive to it, and we 
are having demands for these new facilities. They have no other 
utility than simply the protection of the public health and so forth, 
and we feel, therefore, we should have a short amortization period 
where they are installed for the public good. 

Mr. Kean. The city of New Brunsw ick has been working very hard 
on this Raritan River situation ? 

Mr. Frerna.p. Yes. 

Mr. Kean. And the Caleo Chemical Co. and various other com- 
panies on the river pour things into the river. 

Mr. Fernavp. We are thoroughly in accord with the movement for 
reasonable protection against stream pollution and air pollution. We 
are not opposing that. All we are saying is that we ought to have 
the right for quick amortization. 

The Cuarrman. Thank you very much. We appreciate your ap- 
pearance. 

The next witness is Mr. Charles F. Coates, vice chairman, State 
of Connecticut Development Commission, Hartford, Conn. 

(There was no response. ) 

The Cuatrman. The next witness scheduled is Mr. C. L. Austin, 
president, Jones & Laughlin Steel Corp., Pittsburgh, Pa. 

Mr. Austin, we are very glad to have you appear here. If you 
will give your name and the capacity in which you appear for the 
record, we will be glad to hear you. 





GENERAL REVENUE REVISION 835 


STATEMENT OF C. L. AUSTIN, PRESIDENT, JONES & LAUGHLIN 
STEEL CORP., PITTSBURGH, PA. 


Mr. Avusttx. Mr. Chairman and members of the committee, my 
name is C. L. Austin. I am president of Jones & Laughlin Steel 
Corp., the fourth largest steel producer in the United States. 

I appreciate this opportunity to present my views on the subject 
of depreciation. I am neither a tax expert nor an engineer, so I will 
not discuss the purely technical aspects of depreciation. My concern 
is with the overall health and welfare of the business with which I 
am associated. I believe that what I have to say applies to prac- 
tically all business and so has a bearing on the economic health and 
welfare of the entire Nation. 

Jones & Laughlin Steel Corp. is a fully integrated steel producer. 
We mine iron ore, coal, and limestone. We have blast furnaces and 
steel works in three different locations. We have widely diversified 
finishing, fabricating, and marketing facilities. We will produce 
about 514 percent of the total of 120 million tons of steel produced 
in the U nited States this year. We employ 44,000 people. We have 
41,000 shareholders. We spend nearly two-thirds of a billion dollars 
a year on wages, salaries, goods, and services of various kinds, taxes, 
and dividends. By the end of this year we will have spent more 
than $465 million since World War II on new equipment for pro- 
ducing steel. 

We are not a young company. In fact, we are 100 years old this 
year. In 1853, 4 partners each put about $5,000 into what is now 
Jones & Laughlin. These partners agreed that for 5 years they would 
leave all profits in the busi mere The fact is, they did not take any 
srofits out of the business for 17 years except for modest salaries. 
Ve in Jones & Laughlin believe that our founders, | vy their policies 
of continually plowing back new strength into their business, provided 
the sound foundation from which our company’s growth has sprung. 

There is a relatively small number of large 100-year-old industrial 
businesses in the country. In order to survive over the long, chang- 
ing years, a business must continually renew and revitalize itself. 

The generations of men who oper: ate a business grow old. We be- 
come outmoded in our experience and our viewpoints. We must be 
replaced at the proper time or we will retard instead of advance the 
business. 

The machinery and equipment also grow old and outmoded and 
must be replaced if the business is to stay competitive and healthy. 

Jones & Laughlin is a particularly good example of what I am 
referring to. 

My first experience with J. & L. was connected with a bond issue 
for the company in 1936. It fell to my lot in the banking firm with 
which I was associated to handle this financing. This began an asso- 
ciation which developed into my becoming treasurer of the company 
6 years later in 1942. 

The company in 1936 had 2 steel plants, 1 at Pittsburgh and 1 at 
Aliquippa, 18 miles northwest of Pittsburgh. The Aliquippa plant 
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was 26 years old and was in most respects a sound plant. The Pitts- 
burgh plant was 82 years old and had not been kept modern and 
competitive. It wasa real struggle for the company to carry out suc 
cessfully its plans for a return to the prosperity and strength it had 
known In previous years. These plans included providing for a large 
strip mill and a new blooming mill as the start of the rejuvenation 
process. The financial operation was accomplished, the first physical 
project was completed, but the patient was im very critical condition 
for some time afterward. The process of replacement and renewal 
had come at a late date and it took years to offset the damage done by 
the failure in previous years to stay up to date. It will interest you 
to know that in 1935 there were 14 rolling mills for processing an 
annual peak production of 2.2 million tons of steel ingots per year 
in the Pittsburgh works. This compares with 1 strip mill and 2 bar 
mills which we have now to process 3.2 million tons annually or a 
million tons of ingots more than the 1935 capacity. Only one of the 
rolling mills which were in the plan in 1935 is still there. 

As time has passed we have left hardly one stone on another in our 
Pittsburgh works. In fact, great changes have been made throughout 
our company. Both men and machines have been restored, replaced, 
and revitalized. But the memories of the trials and near failures of 
the earlier difficult years remain vivid in our minds. 

I would like to discuss the subject of depreciation in the light of 
these experiences. 

The Internal Revenue Code defines the depreciation deduction as— 
A reasonable allowance for the exhaustion, wear and tear (including a reason- 
able allowance for obsolescence) of property used in the trade or business * * *, 


This provision seems clear and simple, but unfortunately “reason 


able allowance” means different things to different people. 

Sweden says that it is reasonable and proper for a business to write 
off the entire cost of a new piece of equipment in 1 year, if it so 
chooses. However, due to exchange stringency, I understand that 
there is a temporary restriction of 25 percent for the first year in 
Sweden. 

Canada has very materially changed its depreciation policies since 
the war. Canadian taxpayers, asi le from additional Korean emer- 
gency special rates, are permitted to write off 20 percent of their in- 
vestment in productive equipment, such as steel mills, the first year; 
with gradually declining amounts thereafter. This allows a total 
writeoff of 67 percent in the first 5 years. 

France, in addition to permitting revaluation of inflated assets 
for depreciation purposes, has doubled previous rates to permit a 10- 
year writeoff of machinery and equipment. 

In Great Britain, no allowance for depreciation on buildings was 
permitted from 1896 to 1918. From 1918 to 1945 the rate was “1 per- 
cent the first year, declining thereafter. Rates on machinery were 
correspondingly low. The results of that policy have been painfully 
evident. England ignored plant replacement and has paid the price 
for her backwardness. Inadequate mechanization resulted in low out- 
put and low output prevented improvements in living standards. 

Inadequate mechanization had other effects. Companies manu- 
facturing plant equipment could afford little research and develop- 
ment because of small-business volume and low profits. With very 
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little new in the way of machinery, it was easy to see why many be 
lieved the old was good enough. 

Here is the way a British task force report for the lace industry 
described the situation: 

If new machines are not being bought, then little or no research will be under- 
taken by machine builders into possible technical improvements, And without 
these improvements, the familiar argument that the old machines are as good 
as the new must carry with it a substantial element of truth. 

A task force report for the pottery industry got to the kernel of the 
problem when it stated: 

We are convinced that depreciation allowances for income-tax purposes have 
a direct bearing on the conduct of an industry, and that there is close associa 
tion between the small prewar allowances and the continuing employment of 
antiquated buildings and processes. 

Great Britain has awakened to the importance of adequate de 
preciation allowances since the war. In 1945 provision was made to 
permit 20 percent of the cost of new machinery to be written off 
the first year in addition to regular depreciation. At the same time, an 
initial 10-percent rate was allowed for industrial buildings. The 20 
percent rate on machinery was increased to 40 percent in 1949 but later 
revoked to discourage investment in assets not connected with defense 
needs. The 1953 budget restores the original 20-percent initial allow 
ance for machinery. It appears that Great Britain has awakened to 
the fact that inadequate depreciation allowances result in techno 
logical decay. 

We can approach the question of reasonableness of depreciation 
allowances in either of two ways. One way is to base it on useful 
physics al life as it is estimated and reestimated from time to time. I 
shall give you an example of this. 

In 1937 our company completed at Pittsburgh the building of the 
strip mail which I have mentioned before. The initial cost was $24 
million and the estimated useful life was 25 years. ‘This period would 
be up in 1962—9 years from now. So what is its remaining useful 
life? co it9 years? I really don’t know what it is, but I am confident 
that it is far more than 9 years. Aside from ordinary maintenance, 
we have spent $1714 million more on that strip mill in addition to the 
original $24 million. The mill is not at all the same as it was in 1937. 
If it were, it would have been outmoded and noncompetitive long since. 
It was built to produce 60,000 tons of product per month. We now 
produce between 140,000 and 150,000 tons—and that isn’t good enough. 
We intend to make further improvements. 

Now I am sure that a group of engineers could make an examination 
of that strip mill and its various items of equipment and produce 
sound engineering estimates of observed depreciation and remaining 
useful life. However, from the stahdpoltit of the position of the 
company and its financial requirements, it would, in my judgment, 
be quite futile because within a few years the estimates would again 
be out-of-date and entirely misleading. 

Another way to approach the question of reasonableness of depre- 
ciation allowances is to agree on a table of life expectancies which 
most nearly approach past experience as to physical life for verious 
kinds of assets. Having published such a table, the Government can 
insist on adherence to it by the taxpayers. 
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It has been a combination of these two approaches with which indus- 
try has been confronted for many years in this country. But it has 
not been good for industry or for the country. 

The Government has never gained from holding down depreciation 
rates, with the consequent effect of discouraging industrial rehabili- 
tation and replacement. The cost of property can be recovered for 
tax purposes through depreciation allowances only once. The ques- 
tion is whether the taxpayer shall be given greater incentive to be 
forehanded about replacement. This incentive is provided if he 
obtains replacement funds more rapidly through faster depreciation 
writeoffs. 

Accelerated depreciation is no handout to the taxpayer at the ex- 
pense of the Government. The Government will gain in total tax 
revenues rather than lose them over any reasonable period. 

If tax rates stayed the same, tax deductions over the life of any 
property would be the same, while the Government would collect 
additional taxes from the increased production and business activity 
generated by the incentive of accelerated depreciation. 

If tax rates go higher the Government obviously gains on both 
counts, because the tax deductions would be less in the later years of 
life of the assets when tax rates were higher. 

If tax rates go lower it may be properly presumed that it is be- 
cause the Government needs a lesser rate of tax on account of increased 
business volume or lesser Government expenditure. Increased busi- 
ness volume would be brought about, in part at least, by the greater 
flow of funds into productive equipment resulting from permitting 
business to accelerate return of investment through faster de- 
preciation. 

It is my firm belief that for the reason I have stated—that is, the 
incentive to industry to put more money into capital improvements— 
the Government will show a net gain in revenues even in the first years 
of an accelerated depreciation provision in the tax laws. It is a cer- 
tain thing that the rate of capital expenditures on the industrial plant 
of the Nation is a very fundamental contribution to the growth and 
stability of prosperity. 

An important fact bearing on the effect of a provision such as I am 
discussing is that depreciation writeoffs on property to be affected 
will not begin until it comes into production. In the meantime, how- 
ever, the national economy would have the benefit of the stimulation 
from the fabrication and installation of buildings and equipment over 
the intervening period, which would run from 1 to several years. 

We have all seen what a stimulus rapid depreciation can be in this 
country. During World War IT and the present Korea war, rapid 
depreciation has been a potent reason for the quick increase of pro- 
ductive industrial capacities. I will come back to this point later. 

I believe that the formula for depreciation of industrial property 
should be based primarily on economic considerations; that is to say, 
a determination of what depreciation allowances are best for the eco- 
nomic health of the business itself and of the national economy. To 
provide for industrial replacement by depreciating property dog- 
matically in accordance with estimates of useful physical life is just 
as unrealistic for business as for a husband to attempt to provide for 
the renewal of his wife’s wardrobe on the basis of estimates of useful 
physical life of the fabrics. 
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Industry must not only look ahead to provide funds for the later 
renewal of new machinery and equipment, but it must also obtain funds 
for the renewal of older machinery and equipment which should be 
replaced now. The original cost of most of this equipment was far less 
than the present cost of replacement, and depreciation reserves set 
aside on it are entirely insuflicient to cover current replacement costs. 

We do not advocate depreciation allowances based on the replace- 
ment value of older property. 

We do ask for the right within proper limits to depreciate new 
property more rapidly. 

It is the firm opinion of my associates and myself that by so shorten- 
ing the cycle of writeoffs of new assets the harmful effects of inflation 
on our industrial replacement problem will be materially lessened. 

I should like to tell you something of the story of our company since 
the war and of the bearing of this story on the question of deprecia- 
tion. 

When World War II ended in 1945, we began to concentrate on a 
program of rehabilitation and further modernization of our plants. 
During the war the steel plants of the Nation suffered from mainte- 
nance and replacement needs which had accumulated as a result of 
labor and material shortages. Money, materials, and effort had been 
concentrated on new productive capacity where it was most needed 
for the war. Asa result of our postwar undertakings we felt by 1950 
that we had done a big job. By the end of that year we had spent 
$190 million on capital improvements to our plants. By the time of 
Korea in June 1950, we had increased our debt from $28 million to 
$62 million and we had commitments to borrow an additional $40 
million. 

During this period 1946-50, only 40 percent of our $190 million 
expenditures had come from depreciation allowances; $90 million had 
come from the net income we had retained in the business. During 
this period we had been forced by need for funds to restrict our 
dividend payments to shareholders to 29 percent of our net income. 

In mid-1950 came Korea. Whereas we had felt we had about 
reached the limit of our financial resources and should cut our expend- 
itures as rapidly as possible, we were now confronted with the Nation’s 
need for large additional tonnages of steel. We embarked on an 
additional program which meant spending $141 million in 1951, and 
$84 million in 1952. Our Korea program will be finished this year 
with a further expenditure during 1953 of nearly $50 million—or a 
total spending since 1950 of $275 million. 

This is the program that has given us new ingot-producing facili- 
ties aggregating 2,460,000 tons annually, some of which replaced old, 
obsolete facilities: new iron-ore production; new sheet and tinplate 
facilities; new rod and bar mills; and many other items so necessary 
for the production of steel needed by the Nation. 

The Korea expansion program for the entire steel industry has 
resulted in an increase from 100 million tons of steelmaking capacity 
in 1950 to the approximate 120 million tons with which the industry is 
to be credited at the end of this year. This increase of 20 million 
tons has been accomplished by the expenditure of over $334 billion 
and is more than the entire 1952 steelmaking capacity of the United 
Kingdom or West Germany ; almost twice that of France; and almost 
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60 percent of the estimated capacity of the steel industry of Soviet 
Russia. 

The initial financing that launched the Korea program for our 

ee was made possible only by our ability to get faster depre- 
ion by means of certificates of necessity issued by the Government 
in accordance with the provisions of the Revenue Act of 1950. 

A group of banks agreed to lend us $40 million as the nucleus 
of the additional money needed for the Korea expansion program, 
but with the following proviso: 

Each borrowing sl! be cor dit ioned on the company’s having secured prior 
thereto from the Commissioner of Inte rnal Revenue or other proper governmental 
authority all necessary certificates under section 124A of the Internal Revenue 
Code as added by section 216 of the Revenue Act of 1950 (or under substantially 
identical provisions of subsequently enacted laws) so as to permit the company 
to amortize for Federal income and excess-profits-tax purposes within 60 months’ 
expenditures for emergency facilities totaling at least (a) $40 million, or (b) 2 
times the total principal amount of the notes to be outstanding under this agree- 
ment after such borrowing, whichever is greater. 

The fact is we have obtained to date certificates of necessity allowing 
us to recover $178 million over a 5-year period, on projects costing a 
total of $283 million. These certificates of necessity mean that our 
total allowances for depreciation and amortization will average over 
$50 million a year for the next few years. 

These larger amounts will begin to diminish rapidly after 1956, 
and our depreciation allowances will thereupon become much less than 
they would have been had we not taken accelerated depreciation under 
the 1950 tax law. This will be true of all companies participating in 
the vast Korea program. 

n its report of February 4, 1953, the Defense Production Admin- 
istration stated that, of the $23 billion (total cost) of expansion pro- 
jects covered by certificates of necessity as of September 30, 1952, 
$1814 billion, or 80 percent, would be completed by the end of 1953, 
and $22 billion, or 96 percent, by the end of 1954, 

With the approaching completion of the Korea emergency pro- 
jects, it will become more than ever essential for business to be able to 
take appropriate depreciation allowances in the future on new plant 
improvement projects. 

We have heard much about a dynamic economy in the United States. 
We cannot continue to have it unless we continue to provide new and 
better machinery and equipment of all kinds. This is the bedrock of 
our general prosperity level. I am told? that one-third of all indus- 
trial workers are engaged in producing or installing new machinery 
and equipment. If the processes of renewal and improvement are 
not continually encouraged, a vacuum in our economy appears which 
is injurious for all of us. 

The chart which I have here as an exhibit (exhibit A) speaks more 
loudly than words of the part capital expenditure by industry plays in 
our American prosperity. 

It is out of the larger allowances for depreciation granted under the 
1950 tax law that Jones & Laughlin will be able to make payments on 
the large amount of debt it has contracted in recent years, and there- 
upon create the financial strength needed for further future pro- 





1The McGraw-Hill Publishing Co.’s printed message, Depreciation and Its Crucial 
Economic Role, May 1953. 
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grams. The $40 million of borrowings from the banks which started 
our Korea expansion program has grown further until by the end of 
last year our funded debt had increased from $28 million in 1945 to 
over $150 million. We also had issued a million shares of additional 
common stock to obtain $24 million of new equity money. 

Our gross plant investment has more than doubled since the begin- 
ning of 1946, rising from $330 million to over $675 million this vear. 

But here I want to emphasize that there is much more to be done in 
J.& L. and in every other substantial industrial enterprise with which 
[am acquainted. There are many more improvements which we want 
to make as soon as we can. There are better ways to do much of our 
present business, and there is new business that we want to add. All 
of this takes large sums of money. It will, however, make for the 

‘ontinued prosperity of this country by creating new jobs, increasing 
productivity of old jobs, and prod: icing more goods for an « xpanding 
population. 

Our ability to do this depends on availability of money and confi- 
dence in spending it. These things in turn depend very largely on our 
ability to see an adequate return on this investment and the return of 
the rvectmnent itself. This latter is materially affected by the ade- 
quacy of depreciation allowances. 

When funds are spent on plant, employment and income rise; in- 

creased income brings about a rise in the demand for consumer goods. 

All business, retail and wholesale, capital goods and consumer 
goods, is vitally concerned with depreciation provisions in the law 
that will encourage capital renewals and replacements. When in- 
sufficient funds are available for capital spending, we see a decrease 
in output, employment, and income. 

According to Department of Commerce reports, American business 
spent over $26 billion on plant and equipment in 1952 and will spend 
more than that amount this year. <A recent survey? reports that for 
every dollar spent on plant in 1952, 51 cents was for replacement; and 
for 1953 the figure will be 57 cents. 

One of the most important aspects of capital spending is the close 
relationship it bears to productivity. Increased productivity and in- 
creased living standards go hand in hand. Productivity depends 
very largely on machinery. As more machinery has been installed 
this country, hours of work have declined, output has increased, while 
real wages have shown substantial rises. Human energy has been 
replaced by mechanical energy largely in the lifetimes of some of us 
here today. In 1850 mechanical energy supplied 6 percent of our 
requirements. By 1900 it had risen to 38 percent, and by 1950 it was 
96 percent. 

Continued technological progress should bring about large further 
gains in the efficiency and productivity of mechanical energy. It is 
my belief that our future progress as a Nation can easily outstrip 
the past, provided we are all willing to do our share. 

I do not say that there is only one way to provide for proper de- 
preciation allowances in the law. There are many ways. I do not 
propose that we be allowed to write off 100 percent of our new equip- 





2 McGraw-Hill Economics Department, Sixth Annual Survey of Capital Spending Plans. 
* America’s Needs and Resources, a Survey of the Twentieth Century Fund. 
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ment in the first year, as has been done in Sweden. I believe we have 
to protect Government revenues and set up fair limitations. 

I believe that liberalized allowances should carry with them an 
effective starting date; and I believe that the new allowances should 
apply only to projects begun after that date. 

The effect on Government revenues would, therefore, be a gradual 
one to permit the immediate reductions in revenues to be more than 
offset by the increased revenues to result from the higher capital 
spending levels which would be maintained under the new policy. 

Here is my proposal of what should be done about depreciation in 
order to best safeguard and insure high levels of industrial activity 
and progress in the Nation. My associates and I have given a great 
deal of study to this program, and we believe it is good for the mainte- 
nance of industrial prosperity and is good also for the general welfare. 

1. Taxpayers should be allowed to recover free of tax a major part 
of the cost of depreciable assets duri ing the early years of their useful 
life, which are ordinarily the years of greatest economic usefulness 
of the assets and the years in which maintenance costs are least. By 
this means a constant stimulant to the national economy would be pro- 
vided by the early replacement of obsolete and inefficient equipment. 
I recommend that 50 percent of the cost of any asset be permitted to 
be recovered in the first 5 years or, in the case ‘of shorter-lived assets, 
over the first quarter of their originally estimated physical life. The 
law should permit taxpayers to use either the straight-line, declining- 
balance unit of production or other recognized method to accomplish 
this end. 

The taxpayer should be protected against having to use up his 
Pines iation writeoff in years when he may have no taxable income. 
In other words, a full-tax-benefit rule should be provided. 

The law should be designed to minimize to the greatest extent 
possible controversies between taxpayers and the Bureau of Internal 
Revenue with respect to the amount and computation of the deprecia- 
tion allowance. 

4. Provision should be made for reasonable protection of the Fed- 
eral revenues during the period of the present emergency by limiting 
the effect of the new increased allowances to property acquired on or 
after January 1, 1954. 

The technical means for carrying out this program should, of course, 
be left to the experts. I offer for the record, however, and as an 
appendix to these remarks a statement containing some additional 
more detailed suggestions for consideration. 

The CuHarrman. Without objection, they may be incorporated in 
the record. 

We thank you for your appearance. 
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(The matter submitted for the record by Mr. Austin is as follows :) 
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APPENDIX A 


To accomplish the objectives set forth in the statement to which this is ap 
pended, it is recommended that a new depreciation provision be enacted to 
provide substantially as follows: 

1. For continuation of the present “reasonable allowance” for the exhaustion, 
wear, tear, and obsolescence of property but require the Commissioner of 
Internal Revenue to prove by clear and convincing evidence the unreasonable- 
ness of any depreciation allowance claimed by the taxpayer. This will resuit 
in more realistic depreciation allowances and at the same time materially reduce 
the area of controversy between taxpayers and the Commissioner in this field. 
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2. In lieu of the “reasonable allowance” determined under paragraph 1 above, 
the taxpayer for any taxable year, may compute his depreciation allowance for 
any depreciable asset acquired in a taxable year beginning on or after January 1 
1954, under either of the following three methods: 

(a) An amount not to exceed the applicable straight-line rate (or de- 
clining-balance rate where that method is used) for assets of that class to 
be established by law or regulations. The class rates so established could he 
either limited in number, as in the case of the classes established under the 
Canadian income tax law, or a more diversified classification of assets as 
listed in Bulletin F of the Treasury Department. The rates so established 
should be slightly more liberal than the average rate for similar assets per- 
mitted under existing law (and substantially more liberal in the case of the 
declining-balance method) so that taxpayers would be encouraged to use 
such fixed rates, thereby further minimizing controversies between taxpayerr 
and the Commissioner, or 

(0) Annual deductions which in the aggregate do not exceed 75 percent 
of the cost of any asset during any period of time beginning with the date 
of acquisition of such asset and ending not less than 10 years from said date, 
provided that the depreciation allowance for any taxable year during said 
period may not exceed 10 percent of the cost of the asset nor be less than 
the minimum amount otherwise allowable. Thereafter, any remaining un- 
recovered cost would be subject to depreciation under 1 above. This will 
permit 50 percent of the cost of any asset having a normal useful life of 
more than 10 years to be recovered in the first 5 years of its life and 75 
percent recovery in the first 10 years, and accomplish the objective of pro- 
viding more liberal allowance for such assets. At the same time such a 
provision permits reasonable flexibility in that the taxpayer may spread the 
additional allowance over a longer period of time or postpone it until a later 
period. Thus, in the case of a new plant, he could conserve the additional 
allowance until the new plant operations are sufficiently profitable to absorb 
the deduction (for examples of computations, see schedule I attached), or 

(c) In addition to normal depreciation with respect to uny asset claimed 
by the taxpayer under 1 or 2 (a) above, he may deduct as “additional” 
depreciation an amount not greater than such normal depreciation for 
the same year until the aggregate of the depreciation allowances for all 
years beginning with the year in which the taxpayer elects to use this 
method equals 50 percent of the cost of the asset or until the full cost of 
the asset has been recovered, whichever occurs first. Thereafter, any 
remaining unrecovered cost would be depreciated under 1 above. This 
provision will permit the taxpayer to recover 50 percent of the cost of any 
asset during the first quarter of its normal useful life or during any period 
representing a quarter of the useful life except the last quarter. It accom- 
plishes the same purpose as 2 (b) above except that it benefits primarily 
assets having a normal useful life of 10 years or less. For example, an 
asset costing $8,000 with a normal life of 8 years would be depreciated 
$1,000 per year under the straight-line method. Doubling this amount in 
each of the first 2 years, the first quarter of the asset’s life, results in a 
depreciation allowance of $4.00) or 50 percent of cost. (For additional 
examples, see schedule I attached.) 

The taxpayer should not be permitted to change from method 2 (b) to method 
2 (c) or vice versa with respect to any asset where such change will result 
in depreciation treatment which is more favorable than the maximum benefit 
provided by either 2 (b) or 2 (ce), when applied consistently. 

Where the basis of property is determined by reference to its basis in the 
hands of the taxpayer's transferor, as in tax-free liquidations and reorganiza- 
tions, the application of 2 (b) and 2 (c) above should be determined as if 
the taxpayer's period of ownership included the period of ownership of his 
transferor. 

3. For depreciable property acquired or installed prior to taxable years begin- 
ning on or after January 1, 1954, the taxpayer, in lieu of 1 above, may compute 
his depreciation allowance for such property for any succeeding taxable year 
in an amount which is not less than the maximum amount allowable for such 
property under provisions of existing law for any one of the 3 taxable years 
immediately preceding the first taxable year beginning on or after January 1, 
1954, until the remaining cost of such property has been full recovered and 
irrespective of whether such cost is recovered before the termination of the 
useful life of the property. Such a provision will reduce to a minimum con- 
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troversies between taxpayers and the Commissioner with respect to the remain- 
ing useful life of old assets without materially affecting present revenue require 
ments. The taxpayer should have the privilege of adding the cost of rehabili 
tating old assets to the old asset account or charging it to the depreciation reserve 
in accordance with his established practice, or of setting up said cost as a new 
asset and deducting depreciation under 2 (a), (b), or (c) above. 

4. To insure a full tax benefit for all depreciation allowances, it will be neces- 
sary to amend section 113 (b) (1) (B) of the code. That section provides in 
substance that the cost basis of property for computing the depreciation allow 
ance (or gain or loss upon sale) must be reduced by the depreciation for prior 
years to the extent “(i) allowed * * * and (ii) resulting * * * in a reduction 
for any taxuble year of the taxpayer’s taxes * * * but not less than the amount 
allowable.’ The amount “allowable” is the required deduction for the year 
irrespective of the amount claimed on the return or the adjustments made by the 
Bureau. The amount “allowed” is the amount actually used in computing net 
income or deficit in net income for a year which has become closed by the statute 
of limitations. In all cases where the amount “allowable” exceeds the amount 
“allowed,” the depreciable base for any taxable year must be reduced by the 
amount “allowable” for prior years even though no tax benefit was derived from 
the deduction in one or more of such years. Generally there are two situations 
under existing law which prevent a full tax benefit: (1) Where the taxpayer 
had income in a closed prior year and it is later determined that the amount 
“allowable” was in fact greater than the amount used in computing income for 
that year; and (2) where the “allowable” and “allowed” amounts are the same 
and result in a deficit in taxable income for the year which the taxpayer was not 
able to carry back or carry forward either because of lack of income in preced 
ing and succeeding years or because the deficit was reduced by a percentage 
depletion deduction or nontaxable interest or dividends as required by existing 
law. To correct these inequities, it is recommended that section 118 (b) (1) (B) 
be amended to provide the following: 

(a) That the adjustment to the cost basis of depreciable property at the begin- 
ning of the taxable year be limited to the amount of depreciation “allowed” in 
prior years in all cases where the taxpayer's returns for such prior years have 
been audited or reviewed by an authorized representative of the Bureau. This 
will protect taxpayers who have had their returns audited against a later deter- 
mination that the amount of depreciation “allowable” in a prior year was in fact 
greater than the amount “allowed” for such year. Any taxpayer who wants to 
take advantage of this benefit can do so by requesting a review of his returns. 
Such a provision will afford ample protection to the Government against those 
taxpayers who claim abnormally low depreciation in low-tax years in the expec- 
tation of conserving the deduction for high-tax years. 

(b) In any case where the amount of depreciation “allowed” or “allowable” 
for any prior year exceeds the amount of the income subject to tax for such year 
computed without benefit of the depreciation allowance, no adjustment to the 
depreciable base shall be made with respect to any part of such excess which 
does not reduce the taxable income of another year either as part of a net 


operating loss carry-back or carry-forward or under other provisions of law. 
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Mr. Kean. Mr, Chairman, may I ask Mr. Austin a question ¢ 

The Cuarrman. Mr. Kean. 

Mr. Kean. You mentioned the stimulation this would bring about. 
Do you think that perhaps the time for the initiation of such a pro- 
gram would be a time when the high spending of the Government now 
's going to slack off? We know that in fiscal year 1954 we are going 
to ‘spend at the $74 billion rate, practically. Next year some of the 
effects of Congress’ cut in appropriations will be fe it. That will 
going down and the Treasury should be able to estimate about the 
time when there will be a considerable lowering of the spending of 
the Government. ‘That is the time, or shortly before that time, wheu 
I have said I thought that the tax cut should come in, to start letting 
people use heir own money for buying civilian goods. 

Should not this stimulation you are talking about here start at about 
that time; say January 1? 

Mr. Ausrin. Mr. Congressman, of course I cannot foretell when 
business as a whole is like ly to start decreasing in volume. ‘That is 
involved in your question, sir. 

Mr. Kean. Yes. 

Mr. AvustTIN. However, I would like to point this out: No major 
programs of plant improvement and expenditure at least in heavy 
ndustry can be initiated and started within a short time. It takes 
a year to 3 years to plan for, engineer, and initiate large projects. 
Pherefore, if there is to be a stimulation of capital expenditure let us 
say in the year 1956, to take a year, business has to know what kind 
of planning it can do, looking ahead of that, in order to make such a 
program effective. 

Mr. Kean. What I am talking about would automatically be taken 
care of? 

Mr. Austin. Yes, sir 

Mr. Kean. I notice you say 50 percent in the first 5 years. a 
would you have it after that? If you oe itted it to be recovered £ 
percen t in the first 5 years, whi: ul woul lit be from there on? 

Mr. Austin. Take a 20-year asset. 

Mr. Kean. Normally it is written off in 20 years. 

Mr. Austin. It is normally written off in 20 years. This would 
mean that the first half would be written off in the first 5 years. It 
would then revert to the regular rate, and the second half would take 
10 years to write it off, so you would have a 15-year writeoff altogether. 

Mr. Kran. Under that system you would still run into the same 


“bugaboo” of the directors sitting around saying— 
We have not written that thing off. It has only been written off 50 percent, 
therefore we have to spend all this additional money for this new plant when the 


old one has not been written off. 


Mr. Austin. The stimulus comes from being able to generate returns 
on the investment in a short period of time. 

Mr. Kean. You think 50 perce nt would be enough ? 

Mr. Austin. Iam sorry I could not have read one part of this, which 
has to do with our own experience in Jones & Laughlin, at the time 
when Korea broke. I said in here that we had just about reached the 
end of our financial strength when we were asked, along with the steel 
industry generally, to increase our capacity materially. We did, but 
we could only do it by being able to look forward to the quick return 
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of our investment or part of our investment that came from the accel- 
erated amortization you gentlemen provided for in the Revenue Act 
of 1950. That permitted us to borrow money which we could repay 
more quickly than the regular financing previously, 

Mr. Kean. That was all to be written off in the 5 years? 

Mr. Austin. No, sir; it was not. I cannot give you offhand the 
percentage. 

Mr. Kean. I understand. 

Mr. Austin. It ran around 55 or 60 percent. 

Mr. Kran. That was on account of the fact that they said some of 
it would be useful after the war. 

Mr. Austin. Yes, sir. 

Mr. Kean. That is all. 

The Cuarrman. Thank you, Mr. Austin. 

Mr. Austin. Thank you, sir. 

The CrarrMan. I will inquire again if Mr. Coates is in the room? 

The next witness I am going to call is Mr. H. R. Moore, of the 
Bergstrom Paper Co. Iam doing this because I understand he has to 
leave. Is that right? 


STATEMENT OF H. R. MOORE, ASSISTANT TO THE PRESIDENT OF 
THE BERGSTROM PAPER CO., NEENAH, WIS. 


Mr. Moore. That is correct, Mr. Chairman. 

The Cuatrman. Mr. Moore, we are trying to complete this by 12 
o'clock. If you can possibly boil this down to 5 minutes I will appre- 
clate it. 

Mr. Moore. I will, sir. In that connection I would like to file my 
full statement. 

The Cuairman. Yes, sir. Without objection, it is so ordered. 

Mr. Byrnes. Mr. Chairman, I might say that Mr. Moore is one of 
the very respected citizens and business executives in Wisconsin. 

The Cuairman. Yes, sir. I want to say to him that if you are his 
Representative he is well represented. 

Mr. Moore. We are well represented. 

My name is H. R. Moore, I am assistant to the president of the 
Bergstrom Paper Co., Neenah, Wis. I am appearing on behalf of the 
American Paper and Pulp Association, which is an overall association 
of pulp and paper manufacturers. 

The pulp and paper industry is a major industry in three-fourths 
of the States of this country and ranks sixth among all manufacturing 
industries in these United States. 

I am presenting testimony on the subject of amortization and in 
support of the principles expressed in several bills, specifically H. R. 
606 and H. R. 234, introduced in this session of Congress, permitting 
accelerated amortization of expenditures for the development of in- 
dustrial waste-treatment facilities. 

The pulp and paper industry is unquestionably one of the largest 
users of water in this country. Water is essential in all phases of its 
manufacturing process, from the very beginning where logs are floated 
to the mill, through every stage of manufacture until the paper is 
finally wound at the end of the paper machine. By definition, paper 
isa felted sheet of vegetable fiber made from water suspension. Every 
day our industry utilizes somewhere between 2 and 3 billion gallons 
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of water. In round figures, this means that every ton of finished 
paper accumulatively involves more than 25.000 gallons, or 100 tons 
of water. Asa matter of fact, water is so essential to the manufacture 
of pulp and paper that in locating new plants primary consideratior 
is given to the availablility of an adequate source of water of suitable 
properties. 

. 


For years a substantial portion Oo! the industry ’s research and tecl 


nical development has been concerne: 1 with more efficient ways of util 
izing water and with more effective methods of diminishing, and i1 
proving the condition oft, pulp and paper mill effluents. It s no 


exaggeration to say that efforts along these lines have involved the 
expenditure of many millions of dollars. 

As a result of this work, the paper industry has gradually reduced 
the amount of water it has consumed per unit of product. The total 
volume of water consumed has grown, however, because of this coun- 
try’s steadily growing needs for more pulp, paper, and pape rboard 
A highly developed industrial economy cannot exist without an abun- 
dant supply of paper and paperboard. 

In spite of the progress that the industry has made, and in spite of 
all its efforts, the fact remains that the pulp and paper industry has 
not yet found satisfactory or economic methods of handling all its 
waste waters in a manner which will entirely comply with the stand- 
ards and statutes which are now being set up or anticipated in various 
regions and States throughout the country. In explanation of this 
statement, I would like to review briefly the status of the technology 
in some of the major branches of the pulp and paper industry. 

First, consider the case of a paper mil! which purchases its pulp 
on the open market or chain es its p aper from waste fibrous materials. 
The installation of waste-treatment facilities at such a mill may result 
in the recovery to a minor degree of some materials, largely fiber, 
which may be reused. Actually, however, the stream stand: irds which 
have been imposed by a number of St: ites in which the industry oper 
ates require the mill to go far beyond the recovery of fiber. The mill 
is compelled to remove from its effluent a large percentage of all 
suspended solids present in he waste, such as clay, ink, and other 
inert materials. This material i , to a large extent, unusable, since 
it includes short fibers and various organic and inorganic materials 
which cannot be used in making paper. If these materials are rein 
troduced into the papermaking system, they facilitate the growth of 
slime, and generally slow down the manufacturing process to a point 
where the mill cannot operate with necessary or competitive efficiency. 
Actually, recovery of a large percentage of the suspended solids in 
the waste results in the production of a large quantity of highly 
liquid sludge which must be dewatered before it can be disposed of, 
and then at considerable out-of-pocket expense. 

I would like to amplfy the foregoing comment about the wasté 
disposal problems of a mill using waste paper by recounting the re- 
cent experience of my company. 

We are a relatively small paper manufacturer. Our total assets 
aggregate about $4 million. Our contribution to the national pro- 
duction of book paper, and that is only one of many grades of paper, 
is in the neighborhood of 1 percent. 

In the making of our paper, as previously indicated, a substantial 
portion of our sheet is derived from the deinking and reuse of waste 
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paper fibers. Since every ton of fiber reclaimed from waste paper 
Saves two cords of pulpwood, the value of our process, from a conver- 
sion standpoint, is quite evident. Our figures show that the amount 
of pulpwood we would be required to consume, were we not to use 
reclaimed fibers from waste paper, would be about 50,000 cords an- 
nually. We feel that this is an important contribution to the von- 
servation of our natural resources. 

Our reuse of waste paper in place of pulpwood has been developed 
ever since we made our first sheet of paper 50 years ago. Since the 
war, we have considerably modernized and improved our waste-paper 
process at a cost of over $385,000. It is obvious that we intend to con- 
tinue this manufacturing process, if not compelled to desist from it 
by competitiv e or economic factors. 

In the past it had been our practice to dispose of the clay, ink, and 
all inert materials through the local municipal sewerage plant. Re- 
cently, however, this plant became overburdened, and the Wisconsin 
State Commission on Water Pollution found its effluent to be con- 
taminating a nearby lake. 

The committee therefore ordered the municipal plant to take the 
necessary steps to correct this condition. The local sewage commis- 
sion, attempting to comply at a minimum cost to the taxpayer, pro- 
posed that this objective be accomplished by excluding our deinking 
waste. This waste is in no sense toxic, but is such that the waste 
solids, primarily clay suspended in water, tend to silt the lake bottom. 
This would reduce the load on its facilities. Since the municipal 
plant of which I speak is an incineration plant, the effect of the clays 
removed from the waste paper is readily apparent. 

As a result of this action, my company was obliged to immediately 
begin construction of a waste-treatment plant which is now nearly 
completed. 

This plant has thus far cost us almost a quarter of a million dollars 
and promises to reach the figure of $300,000. When one considers 
that this is equal to almost 10 percent of our total assets of $4 million, 
it can be readily seen that this expenditure in an unprofitable plant 
is out of proportion for an enterprise whose business it is to provide 
a reasonable return to its investors. 

Our present estimate of operating costs for this plant will be ap- 
proximately $40,000 per year. Remember that there is not 1 penny 
of income to be derived from these expenditures, although we have 
spent many years attempting to discover a usable byproduct from 
this waste. With the present cost of pure clay going into our sheet 
at $11 a ton, it can be seen that no profitable conventional use appears 
for gray waste clay. 

This project has been imposed upon us at an unfortunate time. 
Like many other establishments, we found ourselves required at the 
end of the war to embark on a general modernization program. ‘Those 
years of the war found us, like many, with machinery to be replaced, 
requiring us to commit ourselves heavily to accomplish this purpose. 
This modernization was completed about 4 years ago, and we were 
just beginning to get back on our feet financially. Now the cost of 
this new treatment plant and the increase in operating costs, together 
with the payments on our long-term debt, could seriously affect our 
financial structure, leaving nothing to be added to working capital 
or capital expenditures. 
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It is true that other mills like ourselves throughout the country will 
probably be required to follow the steps we are now taking. Although 
we have no assurance of this, we have sufficient confidence in the 
antipollution program to feel that this will eventually happen. 

I am happy to be able to say that the State of Wisconsin, which has 
assumed a leadership in the antipollution field, has, after careful 
study of the facts, recognized that a disproportionately large invest 
ment in a nonprofitab le plant, could seriously affect the financial 
strength of its industries, and has recently enacted legislation permit 
ting accelerated amortization of waste treatment fac ‘ilities. It is my 
hope that the Federal Government will follow its leadership. 

As a second example, we should like to refer to the production of 
sulfite pulp. It has been estimated that sulfite — mills alone flush 
over 3 million tons of lignin and carbohydrates each year into the 
streams. Some people have stated that these diet arded substances 
are a large potential source of recoverable material, from which vari- 
ous byproducts such as vanillin, road binders, adhesives, yeast, indus- 
trial aleohol, and various other byproducts could be produced on an 
industrywide basis—all at a profit to the individual mill. Theoreti- 
cally, this may be true. Yet years of continuous, costly, and earnest 
research have thus far failed to discover a general solution to the 
problem. The actual fact is that less than 5 percent of the lignin and 
carbohydrates produced by sulfite pulping are commercially utilized 
today, and the further fact remains that this limited utilization is 
more than adequate to supply the presently available markets for 
these byproducts. 

Along these same lines, much consideration has been given to the 
possibility of evaporating and burning the waste liquors from the sul- 
fite pulping process. The idea here is to recover heat and, if possible, 
chemicals, in order to offset at least partially the cost of installing and 
operating such a system. Advocates of this method as an economical 
means of handling pulp mill effluent will do well to study the situation 
in Sweden, where a stringent national economy makes it necessary to 
salvage to the greatest possible extent all waste materials. In that 
country, the evaporation and burning of spent sulfite liquor is still 
very much in the experimental stage and today, after more than 30 
years of accumulated experience with the process, less than 10 percent 
of the sulfite pulp manufacturing capacity in Sweden is equipped with 
facilities for sulfite waste liquor ‘dist osal. 

As a final example, let us sabwidet the production of kraft pulp. 
Most of the newly constructed pulp mills are using this process. The 
chemicals and pulping equipment in a kraft mill are quite different 
from those used in a sulfite pulp mill and a sulfite plant cannot be re- 
vised to use the kraft process without expenditures which would be 
practically equivalent to the building of a new mill. The chemical 
and engineering balances in a kraft mill are such that it is possible 
and, as a matter of fact, necessary to recover cooking liquors. Thus, 
unlike the sulfite pulp mill, a kraft mill does not flush tremendous 
quantities of lignin and carbohydrates into the streams. Unfortu- 

nately, however, a kraft pulp mill cannot eliminate all the solids and 
dissolved materials from its effluent. And, in common with the other 
branches of the industry, these materials are present in such minute 
dilution that their removal would be a major undertaking with no 
compensating returns or salvage for the mill. 
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Having reviewed briefly some of the technical aspects of water 
treatment of the pulp and paper industry, I should like next to refer 
to two nontechnical points which have an important bearing on the 
status of the pulp and paper industry. There is, first of all, the point 
that pulp which, as you know, is the raw material for paper, is and has 
been for many years a duty-free commodity. This means that the 
economics of the industry are influenced, perhaps more than any other 
sigle industry, by world conditions and foreign competition. Thus, in- 
stallation of facilities which increase significantly the cost of produc- 
tion without providing other compensations, either through the avail- 
ability of byproducts or lowered unit costs, is bound to influence the 
ability of the pulp and paper industry to operate in the face of world 
competition. 

The second point which is pertinent to our discussion today lies in 
the fact that pulp or paper are produced in at least 35 different States. 
Most of these States within the past 10 years have enacted, or amended 
previously enacted, Jaws to bring the pollution of State waters under 
more specific regulation. Within the last 2 years there has been, in 
addition, a trend toward the enactment of le gisl: ation providing for the 
centering of certain stream pollution activities in interstate and na- 
tional bodies. Because it is widely spread geographically throughout 
this country, different branches of the pulp and paper industry, de- 
pending upon the particular regions in which they may be located, may 
find and are finding that they are faced with stream improvement 
and water treatment standards of rather widely varying stringency. 
bene plants in certain parts of the country may be urged or com- 

nanded to install facilities which would place them at a competitive 

tapas antage with plants in other parts of the country. In some cases, 
these situations might actually lead to the necessity of a bandoning 
operations unless there is some measure of relief or some formula 
which will allow an equating of the regional Voudvaniaote: 

I am sure that responsible executives in the pulp and paper indus- 
try are in complete sympathy with the social desirability and, indeed 
necessity of improving the « ‘onditions of our public waters and streams. 
The enormous amount of energy and money which they have spent 
over a period of years in trying to improve the industry position in 
this respect is, I believe, adequate testimony to their position. They 
would like to do everything that can be done on grounds which are 
plausible, both technically and economically, to improve still further 
the industry’s handling of its waste waters. 

From the foregoing, it is apparent that we and others in our indus- 
try, as well as other industries, feel that tax consideration is war- 
ranted. 

A rapid writeoff of our capital expenditure for this purpose would 
provide us relief from the standpoint of capital at a time when it is 
most needed. 

In this connection T would like to refer you to the attached corre- 
spondence on this subject from Mr. M. B. F olsom, Under Secretary oF 
the Treasury, wherein he indicates the Treasury position on the desir: 
bility of liberalizing depreciation deductions. 

We do know that the Federal Government has demonstrated a very 
real and active interest in taking over the administration and control 
of our waters as well as the waters of our sister States. Equitable tax 
treatment of expensive facilities might restrain such a costly and 
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bureaucratic new adventure. It would certainly assist the States 
in the enforcement of their existing laws. 

We, and many others, find ourselves being required to construct 
quasi-public-utilities which will be extremely burdensome to our pro- 
duction and working capital. We take the position that its sole benefit 
to the general public gives ample justification for the consideration we 
seek. Financial well-being and good health in the market place are 
prerequisites to taxpayments. 

Let us remember that the cause we espouse here is not discrimina- 
torily favorable tax treatment. We seek to avoid a possibly fatal ef 
fect of compliance with an unique expenditure which public interest 
requires. 

Although the principle I have supported might initially reduce 
somewhat the Federal revenues, it must be remembered that it contains 
lifegiving properties that will enhance the revenues of our Government 
in an anticipated future. The question then is will our Congress 
ignore our need at a critical time by refusing to postpone revenues it 

vill ultimately derive in any event, at the risk of ultimately curtailing 
th: at. revenue by our inability to remain competitive. 

For these reasons, we urge your favorable action on the legislation 
which has been recommended to your consideration. We have antici- 
pated that spokesmen for industry will be present to state their posi- 
tions. Very few enterprises for earning a livelihood would be unaf- 
fected by this proposed legislation. Although we have spent a con- 
siderable amount of time and thought on this matter of elimination 
of water pollution, we cannot speak forthem. For our part, it is hoped 
that the philosophy of encouragement will prevail. 


DEPARTMENT OF THE TREASURY, 
Washington, D. C., May 21, 1958. 
Mr. E. W. TINnKeEr, 
Executive Secretary, American Paper and Pulp Association, 
New York, N. Y. 

Dear Mr. Tinker: Thank you for your letter of May 11, in regard to the views 
of your association on H. R. 234, which would provide accelerated amortization 
for industrial waste-treatment facilities install doin compliance with State 
pollution laws and in aid of the Federal antipollution program. 

As you doubtless know, the Treasury is now engaged in studies of the entire 
Federal tax system, in which one of the principal topics is the proper treatment 
of depreciation. We are sympathetic in our approach to the view that adjust 
ments in the speed of writeoff for income-tax purposes may serve effectively 
to increase the willingness to incur the risks of investment in fixed assets. In 
a recent talk on Treasury tax problems and objectives before a special tax 
conference of the National Industrial Conference Board, I stated: 

“We hope to be able to permit greater discretion by management in the timing 
of depreciation deductions. In the long run, some liberalization of present rules, 
we are satisfied, will increase total investment, the national income and, inci- 
dentally, total tax revenues at any given level of tax rates. We are clear on the 
objective. The problem is one of the method of change and the timing of its 
adoption. Some liberalization may be made in the regulations, while others 
may require legislation.” 

Your proposal for 5-year amortization for waste-treatment facilities is one of 
a number of suggestions for accelerated depreciation for particular industries 
or forms of investment with a special public interest. This is an important 
aspect of the broader depreciation problem, and for that reason we have com- 
pleted the examination of possible modifications in depreciation allowances for 
business generally. 

Your letter has been brought to the attention of our tax analysis staff for their 
careful study, and we appreciate having your views on this proposed legislation. 

Sincerely, 
M. B. Forsom. 
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AMERICAN Putp & PAPER ASSOCIATION, 
New York, N. Y., May 11, 1958. 
Re Byrnes Bill, H. R. 234. 
Hon. Marion B. Foisom, 
The Under Secretary, Department of the Treasury, 
Washington, D. C. 

DeaR Str: For some years now the American Paper & Pulp Association has 
been vitally interested in legislation proposed by a number of Senators and 
Representatives which would provide for accelerated amortization of expendi- 
tures for the development of industrial waste-treatment facilities. 

We are writing now to express our viewpoint with respect to H. R. 234, intro- 
duced by Representative Byrnes (Republican, Wisconsin). This will would 
provide that industries installing pollution-treatment works which comply 
with State pollution laws, and which are found by the Surgeon General to be 
in aid of the Federal pollution program, would be permitted to amortize the 
cost of such facilities over a period of 5 years. The basic reason for per- 
mitting such accelerated amortization is the costliness and nonproductive nature 
of most pollution-treatment works. This bill recognizes that most industries, 
anxious as they are to abate their own pollution, cannot afford under present 
depreciation laws to construct expensive facilities and still maintain their 
competitive position. It should be noted here that the enactment of such legis- 
lation would be of particular assistance to the smaller companies in any 
industry, which, in contrast with larger and more successful companies perhaps 
able to make such substantinal investments, would be seriously weakened by 
the necessity of so doing. When it is considered that some States are proposing 
to make the construction of waste-treatment facilities mandatory, it can be 
readily appreciated that the future of some of the smaller companies may be 
jeopardized because of their inability to expend their liquid assets for such 
nonproductive construction. 

H. R. 234, by permitting industries to write off the cost of these waste- 
treatment facilities at a faster rate than normal depreciation allowances would 
permit, would be particularly beneficial to these smaller enterprises. 

It is the position of the American Paper & Pulp Association that H. R. 234 
is manifestly in the public interest. We believe that private industry in general, 
and the pulp and paper industry in particular, will recognize in it the desire 
of the Federal Government to cooperate in the solution of this problem. We 
know it will encourage pulp and paper mills to consider these costly steps 
toward the elimination of industrial waste. This bill represents a step toward 
wholehearted and intelligent cooperation between Government, industry, and 
civic and conservation groups, because it provides an incentive for private initia- 
tive. We feel, therefore, that H. R. 234 on its merits is worthy of the approval 
of the United States Treasury Department, and we earnestly hope that the 
Department will lend its support to its enactment. 

Your views with regard to the proposed legislation would be greatly appreciated. 
We would be glad to discuss the question with you if in your opinion a useful 
purpose would be served. 

Very truly yours, 
B. W. TinKeER, Evecutive Secretary. 

Thank you. 

The Cuarrman. We thank you, sir, for your appearance and for 
the information you have given the committee. 

Mr. Moore. I thank you for the opportunity, Mr. Chairman. 

The Cuarrman. Are there any questions! If not, we thank you 
very much. 

Mr. Moors. Thank you, sir. 

The Cuamman. The next witness is Mr. Charles N. Howison, ex- 
ecutive secretary of the Smoke Abatement League of Hamilton County, 
Cincinnati, Ohio. 

We are very glad to have you here, sir. Please give your name 
and the capacity in which you appear. 
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STATEMENT OF CHARLES N. HOWISON, EXECUTIVE SECRETARY, 
THE SMOKE ABATEMENT LEAGUE OF HAMILTON COUNTY, 
CINCINNATI, OHIO 


Mr. Howtson. My name is Charles N. Howison, executive secretary 
of the Smoke Abatement League of Hamilton County, Cincinnati, 
Ohio. 

I have submitted a statement, and I would like to speak to it 
briefly. 

The Cnuarrman. You wish to have your statement in full as a part 
of the record ¢ 

Mr. Howrson. Yes, sir; if you please. 

The Cuarrman. It is so ordered, without objection. 

Mr. Howison. 

Mr. Howson. This bill (H. R. 2720) would provide for rapid 
amortization of capital funds expended by industry for facilities to 
control air pollution at the source, providing such installation of 
equipment is required and certified by a State, Territorial, or local 
agency, or authority charged with the enforcement of laws relating 
to the abatement of atmosphereic pollution. 

We favor the passage of this bill because we believe it will accom- 
plish the purpose for which it was written. We believe that this bill 

(H. R. 2720) will: 

(1) Encourage the installation of air-pollution-abatement equip- 
= by industry, especially during periods of high earnings. 

2) Encourage communities to enact reason: able and effective ordi- 
nances and establish enforcement procedures to reduce air contami- 
nation, thus permitting industry to take advantage of the provisions 
of this bill. 

(3) Subsequent reduction of air pollution will thus bring the bene- 
fits of cleaner air to many communities which now endure needless 
and unreasonable air pollution. 

With the greater air-contamination hazards that industrial growth 
and technological advancements are bringing to many communities 
throughout the Nation, it is important that industry be given every 
encouragement to make the large capital expenditures required for 
air-pollution-control equipment, which will reduce noxious fumes 
and odors, industrial dusts and smoke which are some of the air con- 
taminants harmful to public welfare. 

We believe that the installation of air-pollution-abatement equip- 
ment, costly as it is, mstalled for the benefit of the public, should be 
encouraged in every possible way. This bill will so encourage indus- 
try, especially during periods of high earnings. In the Greater Cin- 
cinnati community there are many municipalities and large unincor- 
porated areas containing industrial activities. This area is located 
in 2 States, southern Ohio and northern Kentucky, and 3 counties 
(Hamilton County, Ohio, and Campbell and Kenton Counties, Ky.). 

Since air pollution does not recognize municipal county, or State 
boundaries, it is important that the many cities, towns, villages, and 
unincorporated areas forming a part of our industrial centers, should 
be encouraged to establish air-pollution-control programs to reduce 
needless smog and, so that industries within their borders could take 
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advantage of a rapid tax amortization program for equipment in- 
stalled to reduce air pollution at the source. 

The Smoke Abatement League of Hamilton County is a citizen’s 
league for cleaner air which was incorporated in 1906. The league 
is a health and welfare agency of the Cincinnati Community Chest, 
which represents all the people of Cincinnati and Hamilton County, 
Ohio. We are proud of the practical smoke-control ordinances which 
have been adopted by the city of Cincinnati. These ordinances are 
both enforceable and well enforced. The Smoke Abatement League 
has helped to bring about the enactment of such ordinances, and works 
with the city bureau of smoke inspection, helping to gain public 
understanding of, and voluntary cooperation with its important ob- 
jectives. Cincinnati’s growth and progress requires perpetual effort 
in respect to reduction of smoke and other air pollutants. 

On June 19, representatives of the Covington and Kenton County 
(Ky.) Chamber of Commerce, city officials of Covington, Ky., and 
Cincinnati, Ohio, and representatives of the Smoke Abatement League 
met to discuss the opportunities provided to communities and indus- 
tries — H. R. 2720. It was unanimously agreed that this bill 
would be very helpful to the greater Cincinnati communities. Be- 
cause of the accelerated demands for cleaner air in many municipali- 
ties, the adoption of H. R. 2720 by the Congress would provide the 
justification for many cities and towns to adopt modern, up-to-date 
smoke-control ordinances, which would permit industry to take ad- 
vantage of the rapid amort ization provisions of the bill. 

This bill is of great importance in the furtherance of our work of 
air-pollution abatement. We therefore recommend that H. R. 2720 
receive your favorable consideration. Because of the increasing de- 
mand for cleaner air in many communities, industries are already in- 
stalling or are planning to install air-pollution-control equipment at 
a more rapid pace than ever before. It is important that this matter 
be resolved at an early date. 

Thank you very much. 

The Cuatrman. We thank you, sir. 

Mr. Jenxrns. I have followed your statement very carefully, sir. 
I was looking for this point, and I think you made it: That is, that 
all of what you would call the greater Cincinnati area communities 
are ready to cooperate and collaborate with you and Mr. Kellogg, 
who testified as the cit y manager. 

Mr. Howtson. I believe that is true sir. We are beginning to get 
a much more active interest from these smaller cities and towns in 
our greater Cincinnati area. With the help of this bill it would aid 
the communities and cities and industries to do a much better job 
for reduction of air pollution in these urban areas 

Mr. Jenkins. Thank you. 

The CHamman. Thank you very much, sir. You have made a very 
fine statement. Are there any questions? 

Mr. Saptakx. Mr. Chairman, I have no questions of this witness. 
However, I would like to tell the chairman that [ have phoned the 
Connecticut Development Commission to ascertain the whereabouts 
of Mr. Coates. 

The Cuarrman. He is on the way. 

Mr. Saptax. Apparently he took off at 7: 30 this morning by plane 
and encountered bad weather in the New York area. Normally, his 
plane would reach Washington at 10 o’clock. 








~~ 
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The CuarrMan. He is just arriving, I understand. 

Mr. Saptax. Thank you very much. 

The Cuairman. Thank you. 

I notice we have as a witness Mr. Danner, from Akron, Ohio. Is 


Mr. Danner here? Apparently not. 
Is Mr. Lavin of Los Angeles here? 


STATEMENT OF CHARLES G. LAVIN, HOSPITAL CONSULTANT, 
WASHINGTON, D. C. 


Mr. Lavin. Yes, sir. 

Mr. Chairman, with your permission, and the permission of the 
committee members I would like to introduce the full statement and 
attachments for the record. 

The CHamrMan. Without objection it may be made a part of the 
record. 

(The information is as follows :) 


STATEMENT OF CHARLES G, LAVIN, REPRESENTING HILLCREST HOSPITAL, INC., 
Los ANGELES, CALIF., ENTITLED “RAPID TAx AMORTIZATION, A DEVICE TO EN- 
COURAGE VITALLY NEEDED HOSPITAL CONSTRUCTION’ 


My name is Charles G. Lavin. I am a hospital consultant, 1621 Connecticut 
Avenue, Washington, D. C., and have been asked by Dr. George QO. Shecter, 
administrator of Hillcrest Hospital, Los Angeles, Calif., to represent the views 
of his organization on tax amortization for hospitals before this committee. Dr. 
Shecter was invited to appear before this committee but due to the pressure of 
other work, was unable to come to Washington. 


THE EXTENSION OF AX AMORTIZATION PRIVILEGES TO HOSPITAL FACILITIES IS OF 
VITAL IMPORTANCE TO THE HEALTH AND WELFARE OF THE UNITED STATES 


This policy will create an incentive to private capital and will permit the con- 
struction of needed hospital facilities through private enterprise; it has been 
endorsed by health agencies on the local, State, and Federal level, and by the 
American Hospital Association. In addition, Mr. Ralph 8S. Trigg, Acting Ad- 
ministrator, Defense Production Administration, Washington, D. C. and Mr. 
A. E. Pierce, staff director, Joint Committee on Defense Production have written 
Dr. Shecter that they are personally in favor of granting tax amortization to 
hospitals provided it is within the meaning of the law and intent of Congress 
(see exhibits A and B respectively). 

Accelerated tax amortization as an incentive for private capital has worked, 
and is working. It is the only practical encouragement to private capital to meet 
this urgent situation. It is a well-tried approach. 


ACUTE SHORTAGE OF HOSPITAL BEDS 


The shortage of hospital facilities is acute today because of our great population 
increase and because hospital construction was held to a minimum during World 
War II. According to the latest official studies, there is a hospital-bed shortage 
of 848,000 beds,’ and this shortage is most severe in those population centers which 
have shown the greatest population increase due to the defense program. 


CRITERIA 


A criteria of essentiality,? in applying this tax-ineentive device to hospitals, 
have been established jointly by the United States Public Health Service and the 
Defense Production Administration, which is as follows: (@) 50 percent or more 
of the actual or estimated patient load must be employed in defense plants and/or 





1H. Rept. 595, 83d Cong., 1st sess. 

*“The inclusion of hospitals for tax-amortization privileges was recommended by the 
Federal Security Agency, Public Health Service, on August 6, 1952.” Communication 
from Federal Security Agency to Defense Production Administrator. (See exhibit C.) 
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military installations; or contractual arrangements must exist with one or more 
defense industries; (0) facility must be in an area where a population increase 
is directly attributable to the defense program; (c) facility must be in conformity 
with State plan of the State agency, and the unmet bed need in the area (for 
similar institutions) must be 15 percent or greater; (d) minimum standards 
established by the State agency for physical plant and operation must be met; 
(e) construction must be in conformity with sound civil defense planning; (f) 
professional management and financial ability of the applicant must be estab- 
lished to the satisfaction of the State agency, and the application must be en- 
dorsed by the State agency. 


CIVIL DEFENSE 


In case of military attack, the present hospital shortage, particularly in defense 
areas, would result in the loss of many lives; therefore it is in the defense regions 
that hospital construction must be pushed forward as fast as possible. This need 
cannot be wholly met by Federal or local budgets. Part of this construction 
program must be met by private capital. It is estimated that the construction of 
these 848,000 beds will cost in excess of $18 billion.’ 


CONSISTENT WITH ADMINISTRATION POLICY 


Any legislative action encouraging private capital and stimulating local private 
enterprise is entirely consistent with the repeatedly announced policy of this 
administration. Here is an opportunity to put this policy into effect; to create 
additional employment in the construction industry; and to render a tremendous 
health benefit to defense-impacted communities. 


NO TAX LOSS 


Tax acceleration will not ultimately mean the loss of a single tax dollar to the 
Government. Such incentives are merely a deferment of taxes, and not a real 
reduction. In fact, they will rather increase revenues by encouraging private 
investors to build hospitals. Tax acceleration should apply to hospital construc- 
tion whenever it is in the public interest. 


FUTURE OUTLOOK 


The deficit of hospital beds in urban areas can, in a large measure, be over- 
come through the active entrance of private capital in the hospital-construction 
field 

To meet this critical need, tax amortization offers a means of supplementing 
present efforts in urban defense areas, since the Hill-Burton Act is slanted toward 
rural areas, and therefore tends to deemphasize metropolitan centers, 

The acute shortage of hospital beds is also one of the factors in deterring the 
rapid expansion of voluntary prepaid hospital-insurance plans, Every assistance 
possible should be given such plans, in order that the widest possible medical 
eare can be given to our civilian population—in answer to those who would 
sponsor socialized medicine. Essential public-service organizations such as hos- 


pitals can eventually meet the demands made upon them by the voluntary-in- 
surance program, if new hospital construction is encouraged. 

Gentlemen, from your personal experience, you know there is no substitute for 
a hospital when life hangs in the balance from either illness or injury. 

In summary, I have stated that the need for more hospital beds is urgent. 
It is extreme. It is most severe in defense centers. A device does exist for meet- 
ing the need, consistent with administration policy. 

Hospital construction is essential to the health and welfare of every person 
in the United States. The Department of Health, Education, and Welfare’? and 
the American Hospital Association,‘ the largest organization of its kind in the 
world, realizing the extreme hospital-bed deficiency and seriousness of this situa- 
tion, have already gone on record in recommending that hospitals be eligible for 
tax amortization in the public interest, 

May I add that your immediate favorable action will be a great humanitarian 
and practical contribution to the country. 





*U. S. News & World Report, February 20, 1953, p. 66. 
*Statement of William S. MeNary, AHA, before Committee on Banking and Currency, 
March 2-9, 1952, on Standby Economic Controls. 
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EXHIBIT A 


DEFENSE PRODUCTION ADMINISTRATION, 
OFFIC! F THE ADMINISTRATOR 
Washington 25, December 12, 195 
Dr. Groree O. SHECTER, 
Administrator, Hillcrest Hospitai, Inc., 
63338 Wilshire Bouievard, Los Angeles, Calif 
DEAR Dr. SHECTER: Since my letter of December 1 to you on the subject of 
accelerated tax-amortization privileges for hospitais, I have aga discussed 
this matter with Mr. A. E. Pierce, Staff Director, Joint Committee on Defens 
Production, who has shown me your letter of November 21. Mr. Pierce informs 
me that he has subsequently talked to you and you feel my letter was not 
explicit enough in light of the telephone conversation the three of us had recently. 
In this connection, I indicated to you th it is our intention to present to 
the Joint Committee on Defense Production of Congress the administrative 
policies which are being followed in the approval of cases for tax amortization 
As noted in my previous letter, the applicable tax-amortization legislation has 
not been interpreted by the Defense Production Administration as including 





service facilities. Such privileges have been limited to production tacilities 
directly connected with the mobilization program. At the time this matter is 
brought to the attention of the Congress, we shall request clarification as to 
whether it was their intent to include service fecilities such a hospitals. Our 
policies on this matte* will then be reviewed in the light of their decision. 

I should like to reiterate that J am personally in favor of granting tar amorti 
cation to h epitals prow ided itis within the meaning of the c and the int of 
Congress. My opinion will be presented to the committee at the appropriate 
time [Italie added. } 

It should be clearly understood that r present considerations are based o1 


the overal 
limited to granting such privilege 


problem of tax-amortization privileges for hospitals and are not 
) to Hillcrest Hospital I trust this letter will 
serve to clarify our position. 

Sincerely yours, 
RAtpu 8S. Triea, Acting Administrator. 


ExHIsBiTt B 


JOINT COMMITTEE ON DEFENSE PRODUCTION, 
December 11, 1952. 
Dr. GreorGe O. SHECTER, Administrator, 
63338 Wilshire Boulevard, 
Los Angeles, Calif. 

Dear Dr. SHECTER: This is in reference to your letter of November 21 re 
garding your application for a certificate of necessity for the proposed Hillcrest 
Hospital, Inc., in Los Angeles. In your October 20 letter you asked us to review 
with the Defense Production Administration their reasons for denying this 
application. 

As you know, members of our staff met with Mr. Ralph Trigg, Acting Admin 
istrator, DPA, and his associates, on November 7. Following this meeting you 
were informed in a three-way telephone conversation with Mr. Trigg and 
myself as to the conclusions reached at this conference. 

From the numerous letters and conversations you have had with DPA officials 
you are fully acquainted with the fact that it is not the Hillcrest project as such 
that has heen denied, but rather all hospitals have been excluded from rapid tax 
amortization under the criteria standards established by DPA in their adminis 
tration of this authority. 

This procedure has resulted from their firm conviction that it was the intend of 
Congress in enacting this law that accelerated tax amortization should be re 
stricted to expansion projects for the production of a product needed in the inter- 
est of national defense. In fact it is our understanding that in no instance has 
a certificate of necessity been issued by DPA to cover any project proposed by 
individual nonindustrial customers for the expansion of service facilities such 
as hospitals, local transportation or recreation facilities, grocery stores, ete., 
regardless of its need to carry on the defense program in some areas. 








860 GENERAL REVENUE REVISION 


Of course, we cannot speak for members of the committee, but as I told you 
over the telephone, it is our personal opinion that while it was undoubtedly 
the intent that certificates of necessity would be issued primarily for industrial 
defense plant expansions, we question whether it was the intention that the 
authority should be limited solely for this purpose. It is our feeling that because 
of the vital importance of hospitals to both our national defense and the civilian 
fense programs, DPA should modify their policy to permit exceptions in those 
instances where the current shortage could well endanger our national safety 
during an all-out emergency. | Italie added. ] 

Officials of DPA are in full accord that section 124-A of the Internal Revenue 
Code and the provisions incorporated in the Defense Production Act, as amended, 
are written in sufficiently broad terms that there is adequate authority for grant- 
ing certificates of necessity for hospitals in cases where it is found they are 
necessary in the interest of the national defense. 

As we pointed out to you, however, the responsibility for interpreting the law 
establishing the criteria and policies for following out the intent of Congress 
rests with the agency. In the case of hospitals, while they recognize that there 
has existed a serious shortage in many areas for several years, they do not find 
that, generally speaking, this condition has been caused by the defense program. 

loreover, the fact that Congress has also recognized this long-standing problem 
for some period as indicated by its passage of legislation to help relieve this 
situation, has been a deciding factor in their policy decision. 

As Mr. Trigg explained to you, the responsible officials in DPA are most sym- 
pathetic to this overall problem. They feel, however, that they should not make 
any exception which opens the door to less deserving cases until they have had 
an opportunity to present all the facts to the committee members and obtain 
further guidance in the administration of this authority. This they plan to do 
at the earliest opportunity afforded by the committee after Congress convenes, 

At that time, it is my understanding, Mr. Trigg intends to recommend to the 
committee that accelerated tax amortaization be granted to hospitals where it 
can be clearly established that bed shortage is due to the defense program or is 
necessary in the interest of national defense. 

I trust that this letter sets forth our position, as well as the pertinent points 
discussed with you during the telephone conversation with Mr. Trigg and myself. 

Sincerely yours, 


de 





A. E. Prerce, Staff Director. 


Exutisitr C 


FEDERAL SecuRITY AGENCY, 
Purtic HEALTH SERVICE, 
DIVISION OF CIVILIAN HEALTH REQUIREMENTS, 
Washington, D. C., August 6, 1952. 
Mr. Ravpn §. Triaa, 
Deputy Administrator, Office of Program and Requirements, 
Defense Production Administration, Washington 25, D. C. 

Dear Mr. Trac: The purpose of this letter is to furnish information concern- 
ing eligibility of hospitals and health facilities for tax-amortization certification 
under section 124A of the Internal Revenue Code of 1950, and to recommend that 

urrent DPA requirements for the establishment of expansion goals, prior to the 
approval of tax-amortization certificates, be waived. 

As you know, the Federal Security Agency, under DPA Order No. 1, is desig- 
nated as a claimant agency to present requirements to the Defense Production 
Administration with respect to “(a) All school and library construction; (b) 
all hospital and health facility construction other than Veterans’ Administration 
and military hospitals: and (¢c) the domestic distribution of all supplies and 
equipment needed in the fields of health (including sanitation), education, wel- 
fare, recreation, and related activities,” 

Acting under this delegation and under NPA delegation No. 14, the Public 
Health Service, as a constituent of the Agency, prepares estimates of materials, 
equipment, and supply requirements for hospital and health facility construction 
and operation, receives and issues quarterly allotments of controlled materials, 
and authorizes DO ratings for equipment and supplies to such facilities. 

DPA regulation No, 1, as amended February 14, 1952, provides for referral 
of tax-amortization applications to delegate agencies for the purpose of securing 
“reports and recommendations for specific action to the certifying authority 
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regarding each application. Such reports and recommendations shall be based 
upon a thorough examination and investigation conducted by the delegate agency 
or officer or by other competent Government agencies or officers. Such reports 
shall conform to instructions issued by the certifying authority.” In line with 
this regulation, DPA has referred a number of cases to us for review and recom- 
mendation. 

Additional background information concerning the eligibility of hospitals and 
other health facilities for financial assistance, including Federal loans, grants, 
and tax amortization, has been assembled by the Public Health Service, and is 
attached hereto. This information is an amplification of the items outlined in 
my letter of June 11, 1952, to Mr. Fowler and discussed with members of the 
staff of the Office of Resources Expansion and the director of the expansion 
goals staff by representatives of the Public Health Service. 

In the review and recommendations on cases referred by the Office of Re 
sources Expansion, DPA, this Agency has followed the principles cited in the 
attached statement, relating them to the instructions outlined in the DPA memo- 
randum on this subject dated December 7, 1951. 

We regard it as vital under existing circumstances that hospital and other 
health facilities not be excluded from consideration for tax amortization, and 
we trust that this information will be useful to you in considering the question 
of waiving expansion goal requirements for such facilities. 

Sincerely yours, 
Rurvus E. MItes, Jr., 
Assistant Administrator for Program 


STATEMENT CONCERNING THE RELATIONSHIP OF HospiITALs To TAX AMORTIZATION 
UNpeR SecTION 124A OF THE INTERNAL REVENUE CODE OF 1950 


INTRODUCTION 


1 


Hospitals and other medical care facilities serve our Nation during the emer- 
gency period, as well as at all other times, by preserving and protecting our 
most valuable resource—the health of our people. The President, in establishing 
the Commissicn on Health Needs, stated in part: 

“T have long been interested in safeguarding and improving the health of our 
people. The provision of adequate health care for all of our population must be 
a matter of national as well as local concern. It is particularly important that 
in this day of world crisis we should seek to limit the drain upon our strength 
through illness and health. 

“We still have a long way to go, however, before we can hope to provide for the 
health needs of our people on both an immediate and long-time basis. Many 
vital problems remain unanswered, such as * * making more hospitals and 
hospital beds available where needed; * ‘ 


I, RELATION OF HOSPITALS TO THE DEFENSE PRODUCTION EFFORT 


Hospitals contribute directly to the defense effort by protecting the health ana 
lives of industrial and agricultural workers and their families. The Defense 
Production Administration has recognized this defense role by maintaining suit 
able allotments of controlled materials, thereby permitting construction of all of 
the projects proposed. 

Due to geographic location, type of facility, and contractual arrangements, 
certain hospitals have a more immediate relationship than others to direct 
defense production. 

The following elements are pertinent to direct defense relationsh ps: 

(1) Under Public Law 96 or Public Law 139, 82d Congress, certain areas 
are certified as “critical defense areas”; other heavily industrialized defense 
production areas have been designated by the Federal Civil Defense Admini 
tration, These areas are significantly affected by influx of additional popu 
lation related to military or defense operations. Hospitals located in these 
areas will furnish medical care predominantly to defense workers. 

(2) General, emergency, and industrial hospitals will provide the major 
portion of medical care to defense workers. Hospitals for chronic disease. 
tuberculosis, and similar specialized institutions, normally furnish care to 
the general population for a particular problem, 

(3) Contractual arrangements may exist between hospital and defense 
connected plants for furnishing medical care to the personnel employed, 
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(4) For existing hospitals which are planning expansion, it is possible 
to obtain from their records the relative proportion of the patient load that 
is defense-employed. 

(5) For proposed new hospitals, the State plans, supplemented by local 
surveys, Will indicate the defense relationship in the area. 


Il. RELATIONSHIP OF HOSPITALS TO DISPERSAL AND TO CIVIL DEFENSE 


In order to serve effectively the medical-care needs during the present emer- 
gency period, and in the event of attack, hospital services in contiguous areas are 
coordinated for such use. The dispersal arrangements for hospital care, as 
included in State and local civil-defense plans, provide for utilization of both 
immediate facilities and those within reasonable evacuation distance, 

rhe Federal Civil Defense Administration manual Health Services and Special 
Weapons Defense, states : 

“Hospitals are the focal points for the civil defense. If an atomic attack were 
to result in 60,000 casualties as estimated in paragraph 1.39 about 40,000 sur- 
vivors would be in need of medical care; about two-thirds of these (26,000 per 
sons) would need hospital care. If it is assumed that 6,000 could be evacuated 
to points outside the attacked community, 20,000 persons would remain to be 
cared for in local hospitals. 

“These hospitals would be of three types: 

“(a) Existing general or special hospitals in the immediate vicinity which 
were still usable. 

‘(b) Improvised hospitals or converted nonhospital buildings 

“(c) Hospitals in surrounding areas.” 

Because of the vital relationship of hospitals to the civil defense, the State 
hospital agencies, the national and State hospital associations, the individual 
hospitals and the Public Health Service, have participated directly in civil- 
defense planning in order to implement this general plan and to provide for the 
most effective utilization of all available medical-care facilities in case of attack. 


Ill, FINANCING OF HOSPITAL CONSTRUCTION 


(1) The Federal Government has given recognition to the long-term problem 
of financing hospital construction through enactment of the Hospital Survey and 
Construction Act (Public Law 725, as amended, 79th Cong.). This act provides 
for grant-in-aid funds to the States to be allocated for nonprofit (public and 
voluntary) hospital construction projects on a matching basis 
Under this law, popularly known as the Hill-Burton Act, public and voluntary 
(nonprofit) hospitals may obtain Federal (‘Public Health Service) grant-in-aid 
funds in amounts ranging from one-third to two-thirds of the cost. The national 
average is 47 percent. The appropriation for the fiscal year 1952 was $82,500,000, 
and for 1953 is $75 million 

(2) Under the Community Facilities Act (Public Law 139, 82d Cong.) financial 
assistance is authorized to communities certified as being severly affected by 
defense activities. Public and voluntary (nonprofit) hospitals may obtain Fed- 
eral (Public Health Service) funds, as loan or grant, in amounts up to 100 per- 
cent of the cost. The fiscal year 1953 will be the first year for which appropria- 
tions have been made for hospital construction under this act. 

(3) (a) Under its basic authority, the Reconstruction Finance Corporation 
can make loans for hospital projects as follows: 

Public agencies (city, county, etc.) up to 100 percent of cost at 4-percent inter- 
est; maximum term, 40 years (usually 25 to 30 years). 

Proprietary (business loan) up to 50 percent of cost at 5 percent; maximum 
term, 10 years. 

(b) Under section 409 of the Federal Civil Defense Act (Public Law 920, 81st 
Cong.), the Reconstruction Finance Corporation is authorized to make loans to 
nonprofit facilities, which have been certified by FCDA as being necessary to 
civil defense. Amount may be up to 50 percent of cost at 5-percent interest, not 
to exceed 50 years. 

In summary, it may be stated that several grant and loan financial incentives 
are available to public and voluntary (nonprofit) hospitals. Proprietary hos- 
pitals may apply under (3) (@) above, except as provided under section 124A of 
the Internal Revenue Code. 
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IV. STANDARDS OF CONSTRUCTION AND OPERATION 


A total of 48 States and Territories have hospital licensure laws prescribing 
minimum standards for the physical plant and for operation which are applicable 
to all hospitals. The remaining 10 jurisdictions have standards of construction 
and operation which apply only to hospitals receiving Hill-Burton aid. Informa- 


tion from the records of the official licensing agencies are available to the Public 
Health Service in connection with the review of applications. With respe« 
the physical plant, the minimum construction standards in use in the various 


States in the administration of the Hill-Burton hospital survey and construction 
program must be complied with as a prerequisite for recommending approval 
applications for tax amortizatio! \lso available is information on the licensur 
status of medical and nursing personnel connected with the facility. 


V. RELATED HEALTH AND MEDICAL-CARE FACILITIES 


In addition to hospitals, such institutions as medical clinics, laboratories 
and health centers are directly related to health and medical-care programs 
Health centers are normally nonprofit institutions and would rarely be con 
sidered for tax amortization. However, a few medical clinics and laboratorie 
might apply for certification and would be considered under provisions similar 


to those listed for hospitals. 


VI. EXPANSION GOALS FOR HOSPITALS 


In cooperation with the Public Health Service, each State conducts an annual 
review of hospital-bed needs. This review reflects the requirements within all 
“hospital service areas” in each State. These areas consist of counties, groups 
of counties, or metropolitan districts. In this way a continuous localized in- 
ventory of existing hospital beds is maintained, as well as a detailed projection 
of additional requirements in terms of numbers, types, and distribution of beds 
Each year a complete State hospital plan, which is the basic data required for 
setting expansion goals, is filed with the Public Health Service. 

At the beginning of 1952 in the United States and Territories, there was a 
total of 1,017,823 acceptable hospital beds, exclusive of those in hospitals 
operated by the Federal Government rhere were, in addition, approximately 
175,000 classified as “nonacceptable” because of fire and health hazards, obso 
lescence, unsuitable design, and similar factors 

Under criteria prescribed pursuant to Public Law 725, 79th Congress, the 
present population of this country requires $81,983 additional acceptable hos 
pital beds. In other words, of 1,899,802 beds needed, only 54 percent are avail 
able. A tabulation of these by States is attached. 

With respect to current DPA requirements for the establishment of expansion 
goals, prior to the approval of tax amortization certificates, we reconimend 
that such requirements be waived in the case of hospitals, health centers, and 
other health facilities for the following reasons: 

(a) The Hill-Burton Act (Public Law 725) gives to the Public Health Service 
and the various States the responsibility for surveying, planning, and determin- 
ing the needs of the various communities for medical-care facilities. 

(b) Each State agency, created by law to administer the Hill-Burton Act 
in conjunction with the Public Health Service, has established and maintains 
currently a State plan which calls for expansion of health facilities. These 
State plans establish, within each State, regions and areas on a population 
basis. They show the total existing facilities, the number of totally or partly 
acceptable facilities, the total number of beds, the number of acceptable and 
nonacceptable beds, the estimated total need, the net additional beds needed, 
and the area priority. 

(c) The Public Health Service has the staff competency to determine relative 
need and the mechanics are at hand to establish whether expansion is needed 
in any given area. 

(d) The number of applications for tax amortization will be relatively small 
and is not expected to exceed a dozen cases a year. 
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VII. GENERAL CRITERIA USED IN PROCESSING APPLICATIONS 


At the present, the Public Health Service is using the following criteria in 
passing on eligibility of health and medical-care facilities and we believe that 
these criteria are adequate assurance that DPA expansion goals are protected 
in the granting of a waiver: 

(1) Only hospitals are considered eligible. 

2) Fifty percent or more of the actual or estimated patient load must be 
employed in defense plants and/or military installations ; or contractual arrange- 
ments must exist with one or more defense industry. 

(3) Facility must be in an area where a population increase is directly attrib- 
utable to the defense program. 

t) Facility must be in conformity with State plan of the State agency, and 

he unmet bed need in the area (for similar institutions) must be 15 percent or 
greater. 

5) Minimum standards established by the State agency for physical plant 
and operation must be met 

(6) Construction must be in conformity with sound civil-defense planning. 

(7) Professional management and financial ability of the applicant must be 
established to the satisfaction of the State agency, and the application must be 
endorsed by the State agency. 

VIII. CONCLUSION 

There exists a serious shortage of hospital beds and other health facilities iu 
the United States. This has been declared to be a serious problem related to 
the national emergency. Substantial financial incentives are provided by the 
Federal Government to encourage construction of nonprofit health facilities. A 
portion of the deficit of health facilities may be overcome through construction 
of proprietary institutions. Eligibility of these institutions for tax amortization 
certification provides financial incentives not exceeding existing financial incen- 
tives for nonprofit health facilities, comparable to those which are available to 
other than health and hospital projects which have a relationship to the defense 
effort. The existence of State pians and the relatively small number of appli- 
cations per year indicate that the current expansion goal requirements might 
be waived. 

Mr. Lavin. Thank you, sir. 

My name is Charles G. Lavin. I ama hospital consultant, 1621 Con- 
necticut Avenue, Washington, D. C., and have been asked by Dr. 
George O. Schecter, administrator of Hillcrest Hospital, Los Angeles, 
Calif., to present the views of his organization on tax amortization 
for hospitals before this committee. Dr. Shecter was invited to appear 
before this committee, but due to the pressure of other work was un- 
able to come to Washington. 

The extension of tax-amortization privileges to hospital facilities 
is of vital importance to the health and welfare of the United States. 
This policy will create an incentive to private capital and will permit 
the construction of needed hospital facilities through private enter- 
prise. It has been endorsed by health agencies on the local, State, and 
Federal level, and by the American Hospital Association. In addi- 
tion, Mr. Ralph S. Trigg, Acting Administrator, Defense Production 
Administration, Washington, D. C., and Mr. A. E. Pierce, Staff Direc- 
tor, Joint Committee on Defense Production, have written Dr. Shecter 
that they are personally in favor of granting tax amortization to hos- 
pitals provided it is within the meaning of the law and intent of Con- 
eress. Introduced in the record are copies of those two pieces of cor- 
respondence. 

Accelerated tax amortization as an incentive for private capital has 
worked, and is working. It is the only practical encouragement to 
private capital to meet this urgent situation. It is a well-tried 
approach. 
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The shortage of hospital facilities is acute today because of our 
great population increase and because hospital construction was held 
toa minimum during World War II. According to the latest official 
studies, there is a hospital bed shortage of 848,000 beds, and this short 
age is most severe in those population centers which have shown the 
greatest population increase due to the defense program. 

A criteria of essentiality in applying this tax-incentive device to 
hospitals has been estab lished jointly by the United States Public 
Health Service and the Defense Production Administr: ition, which is 
as folows: (a) Fifty percent or more of the actual or estimated patient 
load must be employed in defense plants and/or military installations; 
or contractual arrangements must exist with one or more defense in- 
dustries; (6) the facility must be in an area where a population in- 
crease is directly attributable to the defense program; (c) the fac ility 
must be in conformity with State plan of the State agency, and the 
unmet bed need in the arear (for similar institutions) must be 15 per- 
cent or greater; (d) minimum standards established by the State 
agency for physical plant and operation must be met; (e) construc- 
tion must be in conformity with sound civil-defense planning; 
(7) professional management and financial ability of the applicant 
must be established to the satisfaction of the a ite agency, and the 
application must be endorsed by the State agency, which in most in- 
stances is the State health department. 

In case of military attack, the present hospital shortage, particu- 
larly in defense areas, would result in the loss of many lives; therefore, 
it is in the defense regions that hospital construction must be pushed 
forward as fast as possible. This need cannot be wholly met by Fed- 
eral or local budgets. Part of this construction program must be met 
by private capital. It is estimated that the construction of these 
848,000 beds will cost in execss of $18 billion. 

Any legislative action encouraging private capital and stimulating 
local private enterprise is entirely consistent with the repeatedly an- 
nounced policy of this administration, Here is an opportunity to put 

this policy into effect; to create additional employment in the con- 
struction industry ; and to render a tremendous health benefit to de- 
fense-impacted communities. 

Tax acceleration will not ultimately mean the loss of a single tax 
dollar to the Government. Such incentives are merely a deferment 
of taxes, and not a real reduction. In fact, they will rather increase 
revenues by encouraging private investors to build hospitals. ‘Tax 
acceleration should apply to hospital construction whenever it is in the 
public interest. 

The deficit of hospital beds in urban areas can, in a large measure, 
be overcome through the active entrance of private capital in the hos- 
pits al-construction field. 

To meet this critical need, tax amortization offers a means of sup- 
plementing present efforts in urban defense areas, since the Hill- 
Burton Act is slanted toward rural areas, and therefore tends to de- 
emphasize metropolitan centers. 

The acute short: ige of hospital beds is also one of the factors in 
deterring the rapid expansion of voluntary prepaid hospital-insur- 
ance plans. Every assistance possible should be given such plans, in 
order that the widest possible medical care can be given to our civilian 
population—in answer to those who would sponsor socialized medi- 
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cine. Essential public-service organizations such as hospitals can 
eventually meet the demands made upon them by the voluntary-insur- 
ance program, if new hospital construction is encouraged. 

Gentlemen, from your personal experience you know there is no sub- 
stitute for a hospital when life hangs in the balance from either illness 
or injury. 

In summary, I have stated that the need for more hospital beds is 
urgent. It is extreme. It is most severe in defense centers. A device 
does exist for meet ing the need, consistent with administration policy. 

Hospital construction is essential to the health and welfare of every 
person in the United States. The Department of Health, Education, 
and Welfare, and the American Hospital Association, the largest or- 
ganization of its kind in the world, realizing the extreme hospital-bed 
deficiency and seriousness of this situation, have already gone on 
record in recommending that hospitals be eligible for tax amortization 
in the public interest. 

May I add that your immediate favorable action will be a great 
humanitarian and practical contribution to the country. 

Thank you, sir. 

Mr. Eserniarrer. We understand thoroughly what you are sug- 





gesting. 

Mr. Lavin. I appreciate that, sir. I realize your time is short. 

The Cuarrman. Thank you very much for your statement, Mr. 
Lavin. 

Is Mr. F. W. Danner, the president of Danner Press, of Akron, Ohio, 
in the room? Apparently not. 

Is Mr. Batzell present ¢ 


STATEMENT OF ELMER BATZELL, ON BEHALF OF THE INDEPEND- 
ENT REFINERS ASSOCIATION OF AMERICA 


Mr. Barzewtu. Yes, sir. 
The Cnatrman. We would be glad to hear from you, Mr. Batzell. 
(Mr. Batzell’s prepared statement follows:) 


My name is Elmer E. Batzell. I am appearing today on behalf of the Inde- 
pendent Refiners Association of America, for which the firm of Meyers & Batzell, 
of which I am a partner, is counsel. The IR\A has members in the principal 
refining areas of the country except in California. 

The independent refiner is the small-business man of the refining branch of 
the petroleum industry. In general, he is nonintegrated; that is, he depends 
virtually exclusively upon his refining operations for the revenue which keeps him 
in business. 

rhe rate at which he may amortize his capital investment in refining processes 
is of significant importance to him in his ability to continue a successful refining 
operation. It is for this reason that we are presenting this statement on his 
behalf. 

For approximately a year and a half prior to September 1952, I was associated 
with the Petroleum Administration for Defense, first as finance counselor and 
later as Assistant Deputy Administrator and General Counsel. During the 
greater portion of this period I had firsthand experience with the accelerated- 
amortization provisions of the internal revenue law passed to encourage invest- 
ment in defense and defense-supporting installations. During World War II, 
as Special Assistant to the Deputy Administrator of Petroleum Administration 
for War, it was my responsibility to work with the Army and Navy Departments 
and later with the War Production Board in developing standards for the 
administration of accelerated-amortization provisions as applied to petroleum 
facilities, and to review PAW recommendations for conformity with these 
standards. 
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Both the defense period and the World War II systems have been dependent 
upon Government approval of the particular facilities as to which a speedy 
writeoft for income-tax purposes is permitted. ‘To qualify, a facility must 
fit within some Government-approved program of defense construction. The 
percentage of the total dollar cost of the facility which may be amortized 
quickly is determined by the Government. 

In all of these determinations the person actually putting up the money 
and erecting and operating the plant has little or nothing to say; his contribu- 
tion stops when he shows the Government how he thinks his facility fits within 
the standards entitling him to a certificate of accelerated amortization. It 
is not the person who knows how fast a facility must be written off to make 
it a sound investment who makes the determination; it is the Government 
man, subjected to constant intimations that somehow in granting an accelerated- 
amortization certiticate he is giving away the Public Treasury, who must 
ultimately decide according to arbitrary rules whether or not accelerated depre- 
ciation will be permitted 

Basically, “depreciation” is a technical term used by accountants to describe 
a cost inherent in using up large capital items. The cost of these items cannot 
ordinarily be charged off in 1 year, simply because they have a useful life of 
longer than 1 year. Ir appendix A we have set forth some of the more impor- 
tant aspects of depreciation as developed under sound accounting theory. 
Stripped to the bone, depreciation embraces a systematic and equitable method 
of cost allocation having for its purpose the distribution of the costs of tangible 
capital assets, less salvage, over the estimated useful life of those assets. Depre- 
ciation is an allocation method; not a valuation method. 

The Treasury’s regulations implementing the Internal Revenue Code incor- 
porate the accounting conception of depreciation as a systematic method of cost 
allocation.’ Bulletin F issued by the Treasury Department includes tables of 
the estimated average useful lives and depreciation rates of depreciable capital 
assets. These, however, are based upon estimates of physical life of equip- 
ment and do not contain provision for extraordinary obsolescence such as is 
occasioned by revolutionary technological development, abnormal growth, the 
occurrences of radical economic changes or other unpredictable factors which 
may force the retirement or other disposition of property prior to the termina- 
tion of its normal useful life. 

Limiting the depreciation allocation to the physical life of equipment has 
serious disadvantages in the complex industrial economy in which we operate. 
These disadvantages become significantly important to small business in gen- 
eral and to dynamic growth in industries, such as petroleum refining, where 
technological obsolescence is a vital factor in the development of the industry. 

‘he problem we are discussing is not new. I quote, for example, from the 
Annual Report of 1934, Detroit Edison Co., which indicates a wide diver- 
gence between income-tax treatment of depreciation charges and the company 
treatment of these same charges: 

“We seek to provide for retirement as we foresee it is likely to occur. This 
year, When actual retirements were unexpectedly large, we made an extraordi- 
nary appropriation out of earnings to retirement reserve. In good years we 
set aside more and in poor years less, realizing that it is the pressure of good 
business which above all accelerates retirements. We believe our method is 
sound, and it depends upon judgments based on intimate knowledge of the 
property. The Federal tax officials who can have no such knowledge on which 
to base judgment, require, for tax purposes, the use of a uniform rule-of-thumb 
inethod, and we have conformed to their requirements. This means that our 
Federal income-tax returns show as ‘depreciation’ sums which vary consider- 
ably from our appropriations to ‘retirement reserve.’ In some years our ap- 
propriations have been larger, but the aggregate of ‘depreciation’ reserves 
conforming to the Government's theory substantially exceeds our own ‘retire- 
ment reserve.’” (See Accounting Record No. 22, May 1944.) 

In the 45 years since 1908, five revolutions have occurred in the art of refining 
crude oil. These have been basic changes in processes which, when installed 
as new facilities, rendered obsolete the preceding refining processes long before 
the period of physical usefulness of the plant and equipment utilizing the old 





1Sece. 23 (1) of the Internal Revenue Code permits as a charge for depreciation “a 
reasonable allowance for the exhaustion, wear and tear (including a reasonable allowance 
for obsolescence) of property used in the trade or business, or of the property held for 
the production of income.’ 
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processes had ended. Present approaches to depreciation provide an inflexible 
depreciation policy which cannot possibly take into account such radical de- 
velopments as these. 

Depreciation based on the physical life of existing equipment cannot even 
take into account the intrinsically higher replacement costs of existing facilities 
arising by virtue of tremendous increases in the steel, copper, brick, fabrica- 
tion, and labor costs which go into a plant, much less provide a reserve for 
nstallation costs of the new processes which frequently make obsolete already 
installed facilities in a quarter to half of their useful physical life. Present 
rules of depreciation are inadequate to satisfy two other characteristics which 
attend the rapid development of processes in the refining industry: (1) The 
new processes svestuies require increases in the size of basic refining facilities 
n order that maximum efficient operation can be obtained; (2) the new proc- 

ves intrinsically more expensive than the ones which they re- 





place ‘his means that a large quantity of the earnings of a refiner must be 
d back in expanding facilities in order that a basic plant and new facilities 
may be maintained for operation at economic, competitive levels. 


Generally accepted accounting concepts tend to be historical rather than 
anticipatory in character. Businessmen who operate the plants and investors 
Who put up the money for installations of new facilities must look to the future 
not the past in deciding whether the risk of operation and investment should 
be undertaken. In essence, this prospective or anticipatory way of looking 
at the problem requires considerable adjustment in the present rules which 
attend the writeoff of capital assets Under an anticipatory approach, the 
capital assets become m« a statement of deferred charges to be written off 
ind the rate at which these deferred charges are 
written off should be adjusted as closely as possible to the rate at which they 
occur. They should not be arbitrarily distributed on the basis of an estimated 
li period which fails to consider the effects of obsolescence in reducing the 
effective useful life of facilities by a substantial period. In appendix B a table 
is set forth indicating wide differences in effective, useful life of refining facili- 
ties as determined under rules established by the Pureau of Internal Revenue 
and compared with realistic appré lisal of refining facilities. 

The person best fitted to make adjustments in rates of depreciation on the 
asis of informed business ae ent is the taxpayer who actually must operate 
the fac ility and face the competition of newer and better processes. The general 
tax laws should recognize the dynamic nature of current American industry: 
When equipment becomes ont of date and useless, long before it wears out, it 
should be replaced. A flexible depreciation policy leaving the choice of the best 
period for depreciation to the taxpayer will enable the taxpayer to charge off 
outmoded capital assets in conformity with business requirements. Such a 
poliev will induce the replacement of unproductive equipment with new pro- 
ductive equipment, further increasing the industrial might of this Nation. 

There is a confusion wl ich exists as to the nature of depreciation charges; 
that any increase in depreciation charges other than as measured by the physical 

capital asset represents an improper accumulation of cash reserve. 
‘ at the time depreciation charges are taken the investment costs in 
the facility have already occurred. The purpose of the depreciation charge is 
not to earmark a source of funds as such but rather to adequately charge the de- 
ferred costs of the capital asset to current income. It shonld embrace the idea 
of reflecting the current replacement value of capital assets upon which future 
economic operations will depend. 

The experience with accelerated amortization in World War IT and in the 
eurrent defense neriod shows how important a sound and flexible depreciation 
——- is to financing of facilities. Investors, be they lenders or equity holders, 
typically consider the value of capital assets as being exhausted long before the 
lite tahies specified in Bulletin F of the Treasury regulations. These investors 
generally are well aware that at anv moment a new process may be developed 
and put into operation which renders the present process in which the invest- 
ment is put economically inferior. They know that this can mean a substantial 
reduction in the net income of the company if comnetitors, with lower unit 
charges, reduce the ultimate price of competing products. Alternatively, in a 
period of rising operating costs, they know that new and more efficient processes 
may provide the enshion which will nrevent price adjustments necessary to the 
survival of less efficient operating facilities. 





to income on a realist 
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In essence, just this development has occurred in petroleum refining I call 
attention to the statement of the President’s Materials Policy Committee on 
Price of Petroleum Products Since 1925: ° 

“Along with this greatly increased volume of production, the quality of motor 
fuels, lubricants, and other products has been steadily improved and the re ce 
of refining greatly reduced, and all in all the technical performance of the pe 
troleum industry has been outstanding. Prices in dollars of constant purchas 
power, were more than 16 percent lower tm 195 than in 192 in spite fa A 





pt reent rise in the price of crude o li constan i ita Ss suppile 1. ] 


Messrs. Coqueron and Pogue of the Chase National Bank suecinctly stated 
the problem which confronts the petroleum refining industry as a result of in 
adequate depreciation policies. 

‘Corporate income during the last 5 yeal has been overstated because of 


the inadequacy of current capital extinguishment charges to provide for the re 


placement at present high costs of properties and facilities which are being ex 
tended in current operations. Only charges for depre on, depl n 1 
amortization, which are deducted from earnings for the purpose of amortizing 
the carrying value of fixed assets during the estimated life, are based upon 
original cost. However, current replacement costs are far above those whicl 
prevailed when present facilities were constructed or acquired As a res 

current capital extinguishment charges are in most cases at a rate far below 
the provisions now needed for replacement of reported net income. In effect, 
what has happened is that the petroleum industry has been selling its low-cost 
productive assets, particularly crude oil reserves and has been taking the profit 


into operatitg income and paying taxes on it, without proper provision for rv 
placement at current inflated costs 

“The capital required to finance replacements of crude oil reserves, plant 
and other facilities in the petroleum industry at present costs, over and above 
that provided by capital extinguishment charges computed on original cost can 
be obtained only from three sources: reinvested earnings, borrowings, and the 
sale of equity capital. All three sources require that the industry have good 
earnings, without which there would be a deficiency of funds to reinvest and 
also no basis for attracting outside capital.” 

In a period of continuing inflation only a flexible depreciation policy can 
protect the operator against the declining value of the dollar. It is impractical 
from a legal or an accounting standpoint to depreciate a facility beyond its book 
value. The requisite adjustments can be made only through an adaptable de- 
preciation program which will deal realistically with inflationary and defla- 
tionary trends. 

The chief objection to the adoption of a more flexible depreciation policy seems 
to have been a fear of the Treasury Department that the loss in current revenues 
cannot be absorbed in the face of the tight fiscal position of the Government 
Such a consideration seems to us completely to overlook the far more important 
consideration that an accelerated depreciation program will inevitably assist 
in a more rapid development of the industrial base of this Nation and in the 
aggregate income subject to taxation. The additional cash available to busines 
men through a reduction in taxes arising out of a more realistic deprecia 
policy, inevitably will find itself returned to the business for generation of in- 
creased income and increased profits. 

An inflexible depreciation policy, on the other hand, stifles this growth op 
portunity and is especially disadvantageous to the smaller sezments of an in- 
dustry. It may, indeed, both in the short and long run, mark the difference 
between whether a business succeeds or fails. 

There are a number of precedents in the experience of other nations for ado} 
tion of a flexible depreciation policy. Britain has found it absolutely essential 
as a means of maintaining a continuing flow of investments into new and im 
proved productive facilities. The laws of Canada, Norway, and Sweden all 
provide for a flexible depreciation policy; and it is not without significance that 
Canada and Norway under a modern depreciation charge-off program are tiie 





¢ n 





*The President’s Materials Policy Committee, Resources for Freedom, vol. III, p. 4 
(1952) 

* Capital Formation in the Petroleum Industry, by Frederick G. Coqueron and Joseph 
BP. Pogue, Petroleum Department, Chase National Bank of the city of New York, February 
1952. 
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nations which show the greatest industrial expansion since World War II. Any 
economy which depends for its stability upon a dynamic industrial base must 
make adequate provision for continued investments and reinvestments in facili- 
ties which will insure the continued vigorous growth of that industrial base. 

The long-range security of this Nation depends, just as does the short-range 
security, upon our industrial might. An important inducement in maintaining 
that industrial strength is a policy with respect to depreciation which will per- 
mit a reasonable payout of facilities during periods when there is demand for 
the production from those facilities. If the facilities have continued use- 
fulness at the end of the period, the revenues derived from them will be sub- 
jected to full taxation without benefit of depreciation allowance. If the facili- 
ties have no such utility, sound accounting would require an orderly writeoff 
within the limited period of their useful life. 

It is important today to create and maintain a climate of investment which 
will assure continuing expansion of the entire industrial potential of the 
Nation. A policy which does this will make unnecessary selective depreciation, 
such as is presently incorporated in the revenue laws for defense facilities, and 
will assure a far more rounded industrial economy than can ever be achieved 
by the selective administration of depreciation incentives in Washington 

It is our view that a number of different methods could be utilized to provide 
a more flexible depreciation policy. 

The simplest and most realistic method would be one which permitted each 
taxpayer to select the rate at which he would depreciate his facilities. Under 
this arrangement any taxpayer who elected to depreciate his facilities over a 
period of time substantially less than that now provided in bulletin F would 
be well aware of the fact that the sooner the facilities were written off, the 
greater would be his tax burden in the event he continued the operation of 
those facilities after the writeoff period. In such circumstances the Govern- 
ment would recover the reduced revenue arising as a result of a more rapid tax 
writeoff in subsequent years. The Treasury would not be confronted with a loss 
of income but merely with a deferral of income in the interest of a more realistic 
depreciation rate, 

If, as might well be the case, the facilities were substantially retired, the 
operator’s election to utilize a higher rate of depreciation would be fully appro- 
priate, since it would mean merely that the operator had taken proper charges 
against annual income rather than improperly low, charges against annual 
income with a final unwarrantedly high charge in the year of retirement. 
So long as a normal tax rate structure remains high—and in the present 
condition of the United States it is unlikely to be reduced in the near future— 
a provision of this kind would do nothing to alter the total ultimate recovery 
which the Government would receive. Moreover, such an arrangement would 
probably in the aggregate increase the revenues to the Government in the years 
to come since it would to the extent of tax deferral provide additional working 
capital to small and intermediately sized business so absolutely vital to the 
existence and growth of that business 

A variation of the freedom of election principle would be an arrangement 
permitting depreciation on a substantial portion of a newly installed facility in 
the early period of its life, letting the unrecovered portion of the total cost be 
recovered over the remaining longer period. This would assure prospective 
investors in new facilities that cash would be available to repay loans and 
interest incident to the installation and amortization of the facilities. It would, 
further, be in keeping with the known fact that the value of new equipment 
requently drops appreciably during the early years of its life and then levels 
off for a considerably longer subsequent period. Such an arrangement would 
assure to the taxpayer and to the Government a continuing incentive to main- 
tain modern facilities, utilizing the best and most economic processes and at the 
same time it would assure a continuing depreciation charge in the event that 
the facility had a longer useful life than that originally contemplated. 

There is an additional approach which could be utilized in conjunction with 
either of the foregoing methods which might counteract the view that providing 
a general program of accelerated amortization would be unwarrantedly expensive 
to the Treasury. This would envisage a formula under which a taxpayer, to 





the extent that he elected to substantially increase his rate of depreciation, 
would be confronted with some type of additional charge as compensation to 
the Government for any borrowing which it might have to do in order to make 
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up for the temporary loss in revenue arising out of the reduced tax paid. Such 
a charge would be measured at the rate of estimated interest on the difference 
between taxes which would be paid by the taypayer without accelerated depr« 
ciation and taxes actually paid by the taxpayer under accelerated depreciatior 
We do not recommend this type of approach since we feel that it is theoretically 
unsound in the light of the clear necessity to modify present rules with respect 
to depreciation. It would, however, if imposed for a limited period only, at 
least assure to the Federal Government no loss in total revenue as a result of 
the shift-over from present depreciation standards to depreciation rules more 
nearly in keeping with the present dynamic character of American industrial 
activity. 

One important thing seems highly desirable regardless of the method: That 
the rules as to accelerated depreciation be self-operating and without review 
by Government in the selection of facilities to which the rules may be applied 
It is the taxpayer rather than the Government official who is in the best posi 
tion to estimate the useful life of the activity Any system in which Governr 
approval of the facilities involved is required as a condition for utilizing the ac- 
celerated depreciation necessarily will result in Government programing of in 
dustrial activities, inequities between applicants in the administration of rules 
and a premium upon know-how in securing Government approval rather than 
know-how in operating the facility. 

My experience with accelerated amortization during World War II and in the 








defense period convinces me that accelerated amortization is basically a nd 

concept for assuring continued expansion of the industrial activities of this 

country without ultimate loss in revenue to the Government \s a result, on 

accelerated amortization policy should be adopted in furtherance of a realistie 

continuation of the present industrial growth of the Nation. My experience also 

convinces me that the rules for accelerated amortization should be self-operative 
} 


and no dependent upon Government review of particular facilities before the 
taxpayer is entitled to apply those rules. I think that such review can be con 
ducted only in accordance with relatively inflexible standards which necessarily 
presume a degree of knowledge on the part of the Government administrator 
which he cannot possibly possess. I think, further, that no matter how honestly 
how fairly, how objectively, and how consistently such rules would be adminis 
tered, inequities would arise, leaving the Government open to charges and coun- 
tercharges of discrimination and unfairness. 

During a period of defense or war, construction of facilities is generally strictly 
limited. Accordingly, facilities which are permitted to be constructed are almost 
solely those which have a direct and immediate relationship to defense or de 
fense-supporting activities. This circumstance makes possible a fairly objective 
evaluation of eccelerated amortization applications by Govern: 
Such a circumstance would not be generally operative, however, in the normal 
economy and, indeed, even though continued defense construction is necessary, 
it is not operative today. As a result, it becomes extremely difficult, if not im 
possible, to employ any selective accelerated amortization program such as pres- 
ently envisaged in the internal-revenue laws or operative during World War ITI. 
A realistic understanding of the situation seems to me to make it clear that any 
general provision for accelerated amortization or depreciation should be opera 
tive without review by the Government prior to the installation of the facilities 
to which the accelerated depreciation will apply. 

On behalf of the Independent Refiners Association, I urge that the committee 
give substantial attention to this problem and adopt a method of accelerated 
amortization which can be operative for all industry. It is especially important, 
i believe, to the smaller segments of industry; and critically important in an 
industry such as petroleum, where processes and facilities are in constant de 
velopment and where technological obsolescence plays such an important part 
in the economics of the industry, and the ability to continue the progress that 
has been made over the past 30 years. 

Tax rates today are such that, very literally, the refiners of this Nation are 
not securing sufficient capital to replace the facilities which they are presently 
utilizing in turning out superior products. A flexible depreciation policy will 
help to assure a proper adjustment to current income so that the opportunity for 
continuing an improved, efficient, productive machine will exist now and in the 
years to come. 


nt officials 
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APPENDIX A 
CONSIDERATIONS OF DEPRECIATION FROM ACCOUNTING STANDPOINT 


Depreciation is a technical term used by accountants to describe a cost arising 
out of the use of instruments of production such as buildings, machinery, and 
so forth. It includes, generally, so much of the cost arising from the gradual 
exhaustion of physical, functional usefulness of such property as is reasonably 
foreseeable and is not restorable through current maintenance, It covers the cost 
of exhaustion due to wear and tear, decay, obsolescence, inadequacy, and super- 
fluity (and possible requirements of public authorities). It does not include 
losses which may result from unforeseeable or abnormal causes, 

The term may be used to describe either an accumulated cost or the cost al- 
located to an accounting period, in accordance with accepted accounting pro- 
cedures. Variations in methods of allocating are permitted by good accounting 
practice but any method to be acceptable must provide for the distribution of 
the estimated total depreciation cost during the useful life of the property to 
which the amount relates, over accounting periods, in a systematic and equitable 
manner. (See Accounting Research Bulletin No. 16, American Institute of 
Accountants, October 1942.) 

As an accounting technique depreciation is an arbitrary method of cost al- 
location. Generally a cost or other basic value is allocated to accounting periods 
(such as a year) by a rational and systematic method. As to depreciation, how- 
ever, the accounting method does not attempt to relate sums allocated to either 
(a) what occurs during a given period affecting the length of life of the property 
or (b) the changes in value of the property within such period. From the point 
of view of accounting, definitions which imply that “depreciation for the year” 
is a measurement, expressed in monetary terms, of the physical deterioration 
or of the decline in value within the year or, indeed, of anything that actually 
occurs within the period, are generally unacceptable. Depreciation is a process 
of allocation, not valuation. 

In furtherance of this accounting concept of depreciation as a systematic 
method of cost allocation, several methods of reflecting depreciation have evolved 
as acceptable: 

The commonest method is a straight-line depreciation accounting which arbi- 
trarily assigns a life period of physical usefulness. A typical life period is 20 
years, whereby the rate of depreciation is 5 percent of the original cost and is 
allowed as a yearly fixed depreciation charge against income. A second method 
is retirement accounting which allows a single depreciation charge against in- 
come, taken only in the year of retirement, and equal to the original cost of the 
retired equipment. A variation of this is the replacement method which allows 
a single depreciation charge against income in the year of replacement at the 
cost of the property newly acquired in that year. 

Che replacement and retirement methods have the advantage of more nearly 
reflecting the costs of new equipment in their year of incidence, but are not gen- 
erally preferred since they tend to overstate income until the year of retirement 
or replacement when income is understated. The straight-line method, on the 
other hand, by assigning a fixed annual charge fails to recognize the economic 
fact that plant and equipment may decline in usefulness at a greater rate in 
their initial years of life, level off, and then again decline rapidly in the final 





years. The most significant defect in all of these depreciation methods from the 
operating business point of view, is their failure to provide adequate reserves 
to meet industrial expansion and replacement forced by technological and eco- 
nomic obsolescence, which generally has no reflection to the estimated physical 


life of plant or equipment. 








GENERAL REVENUE REVISION 873 


ApPENDIx B 


Table of useful lives of representative refining installations * 
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Mr. Barzeiu. There are four specific points I wish to make this 
morning. 

First, there is a genuine and real need in the refining industry for 
an opportunity to accelerate the rate at which depreciation is now 
taken. That has been demonstrated, as has been testified, in the expe- 
rience with accelerated amortization in World War II and the defense 
period. There are higher costs. Refining processes are quickly tech- 
meee? obsolete. There have been 5 major shifts in refining proc- 
esses in 45 years. These are circumstances which can only be met 
by sae nt out of current income through accelerated depreciation. 

The second point is that we have had the experience in World War 
II and today and we know that that experience shows that additional 
investment comes quickly to the front when there is a method for 
writing off facilities rapidly. It is that experience which gives us 
the third point I want to make. 

It ada to us that the parallels in other countries—some of which 
have been mentioned today; Great Britain, Canada, Norway, and 
Sweden—all show that a sound method of accelerated amortization 
will add materially to the national wealth. We suggest that the 
operator be given the privilege of selecting his own period of leprecia- 
tion, of course, with the requirement that he must maintain that oe 
once it has been selected with respect to a particular facility. We 
suggest as an alternative a quick, early writeoff with a limiting period 
of years for a remaining portion of the facility. 

I want to make a fourth specific point. In connection with any 
accelerated amortization program written into the law I do not think 
that it is well in normal times to have governmental review before 
that can come about. My experience as general counsel of the Pe- 
troleum Administration and financial counselor of that organization 
has indicated to me that during times of emergency, where construc- 
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tion is limited to direct defense or defense-supporting activities, Gov- 
ernment judgment can reasonably be operative. During normal times 
it cannot. The Government and the industry would be subjected to 
sides and countercharges of discrimination, which I think would 
perhaps make the entire program unworkable. 

These points and many others are covered in detail in the more 
lengthy statement. I appreciate this opportunity to appear before 
you. 

The Cuamman. We appreciate your appearance here, sir, and the 
Tia ation you have given the commi utes. Your statement is very 
brief, and we shall examine the information you have submitted. 

Mr. Barzeci. Thank you, sir. 

The CHatm™ AN. The committee would be pleased at this time to 
hear from Mr. Charles F. Coates, the vice chairman of the State of 
Connecticut fp ctieeen Commission. 


STATEMENT OF CHARLES F. COATES, VICE CHAIRMAN, STATE OF 
CONNECTICUT DEVELOPMENT COMMISSION, HARTFORD, CONN. 


Mr. Coates. Thank you, sir. 

The Crimman. I am awfully sorry to have to leave, sir. 

Mr. Coates. I am very sorry my plane was delayed. 

The Cxamman. Yes, sir. We all have those difficulties. We are 
glad you are here, however. 

Mr. Coares. Mr. Chairman and members of the committee, I have 
a prepared statement, to conserve your time, which I would like to 
read. 

Mr. Curtis of aoe (acting chairman). You may proceed. 

Mr. Coares. I appear before you to urge that you give serious con- 
sideration to changing the Internal Revenue Code so that areas sub- 
ject to continuing economic decline be permitted to provide industrial 
inducements through rapid amortization and accelerated depreciation 
of plant assets. 

The Connecticut Development Commission, of which I am a mem- 
ber and represent here, is a State agency whose primary objective 
is the economic development of the State of Connecticut. It was 
created by statute about 14 years ago and is composed of 11 citizen 
members who serve without compensation. This State body estab- 
lishes the policy that guides a State-employed paid staff of 27 
members. 

Our job is to take a comprehensive view of the State’s total econ- 
omy—to study the causes of its progress or decline and to foster such 
plans or remedies as may be conducive to its future well-being. 

The long-time decline of any major area of my State cannot be 
viewed by this State Deve ‘lopme nt Commission with anything but 
alarm and this has been the situation confronting Connecticut in the 
economic decline which has taken place in the eastern part of Con- 
necticut. Eastern Connecticut, comprising New London, Tolland, 
and Windham Counties, covers a total area of approximately 1,600 
square miles—roughly, one-third of Connecticut’s total area, has a 
population of 250,000 and includes 49 towns, 5 cities, and 6 boroughs. 
For a long number of years, this area was in great measure dependent 
upon its textile industries, but in common with other similar areas of 
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New England, it has felt the effects of the exodus of this type of 
industry to other sections of the country. 

The State of Connecticut relies heavily on manufacturing indus- 
tries to supply employment opportunities. Roughly, one- half of its 
workers are in manufacturing industries. Its high diversification of 
industry is indicated by the fact that 7 proximately 75 percent of the 
453 industry groups classified by the United States census of mann- 
factures are represented in Connecticut—the great majority of which 
are located in 3 of Connecticut’s 8 counties, namely, Fairtield, 
New Haven, and Hartford, which have accounted for most of Con 
necticut’s production. However, the three countries of eastern Con- 
necticut, namely, New London, Tolland, and Windham, have been 
unable in recent years to show industrial progress comparable to the 
remainder of the State. This latter area (eustern Connecticut) with 
12.5 percent of the population had only 8.7 percent of the State’s total 
covered employment in March 1951, and dropped to 8.4 percent by 
September 1952. It had 17.7 percent of Connecticut’s unemployed 
workers in mid-May 1953, and at times during recent months this 
percentage has been between 20 to 25 percent of the total. 

Tracing the decline of eastern Connecticut back to 1938, it was 
found even at that time that 25 percent of all its industrial space was 
vacant. Moreover, the buildings are decrepit and not so designed as 
to interest manufacturers with modern procedures. In fact, the build 
ings had become obsolete for modern equipment even in textile manu- 
facturing. Some towns suffered more than others—one town had 90 
percent of its space vacant. This, when compared with an average 
vacancy of 10 percent for the State as a whole, gives some indication 
of eastern Connecticut’s plight. While there was a temporary im- 
provement in the picture with the advent of World War I, the end 
of the war again found this area resuming a downward trend. 

As a result of this situation, the State Development Commission 
fostered the formation of the Tri-County Development Corp., which 
was established in November 1951. This latter organization, which is 
a nonstock, nonprofit corporation organized under the laws of Con 
necticut, has been granted tax exemption under section 101 (8) and 
23 (a) 1 (A) of the Internal Revenue Code. The specific purpose 
of the stecebiten is to provide new industrial buildings in the above- 
mentioned three-county area covered by its charter, and as such was 
intended to supplement the research and promotional services in indus- 
trial development rendered by the State of Connecticut through its 
development commission. Rather than go into detail here, I have left 
with the secretary of your committee, Mr. Russell Train, a copy of the 
research report that was prepared prior to the establishme int of the 
Tri-County Development Corp. and some supplementary research 
material which brings the eastern Connecticut situation down to date. 

Despite the efforts of the Connecticut Development Commission to 
alleviate the plight of eastern Connecticut, it is evident that substan 
tial progress can be made only if funds are available for modern 
plant construction and means are provided to retire such indebtedness 
as rapidly as possible. A 5-year amortization and depreciation pro- 
gram would enable us to tap funds not otherwise available. A cor- 
poration such as the Tri-County Development Corp., must of necessity 
operate on borrowed money and it should therefore have the privilege 
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to charge whatever rental is required to retire its indebtedness quickly. 
It should be appreciated that rental payments during a short period 
must return the entire building and land cost with token rental pay- 
ments thereafter during the remainder of a long term lease. By the 
same token, the manufacturer or other business enterprise for whom 
Tri-County builds should have definite assurance that such varying 
rental charged by ‘Tri-County will be allowed in the year required as 
a rental deduction from gross income by the Internal Revenue Bureau. 
Amendment of section 23 of the Internal Revenue Code would be 
necessary. Paying otf out of earnings would provide an incentive of 
the most practical usefulness in enabling such areas to counter the 
effects of economic blight. Tri-County Development Corp. would 
continue to hold title to such property. It is evident that long term 
use of the property under a lease arrangement by a business enterprise 
is as beneficial as would be owne rship of the property. 

I can assure you as a practicing certified public accountant that 
business profits can stand such stepped up rentals. 

Moreover, I believe that the granting of such powers to regional 
industrial development corporations would have the further advan- 
tage of cou tering a trend that has serious implications for the North- 
east. That is the growing tendency of certaim States to make use of 
tax-free revenue bonds for erecting industrial buildings and the offer- 
ing of property tax exemptions for a period of years. This is a 
serious challenge to our continued industrial development and we in 
Connecticut find ourselves in a squeeze play. The Federal Govern- 
ment is annually taking as income taxes more than $1 billion out of 
Connecticut citizens and business enterprises—with a considerable 
share of that amount going to help ot ae States. Concurrent ly. many 
of those same States are inequita bly using their “sovereign privileges” 
when they grant their municips ities avin: to issue tax-exempt bonds 
for the purpose of luring our industry. The Connecticut Develop- 
ment Commission’s Research Division has in its files many examples 
of the very tempting offers made to our industries by these same 
States. Within recent days, two more Connecticut corporations have 
indicated their intentions to accept offers of buildings erected with 
tax-free bonds in Tennessee and Mississippi. 

[ quote from a recent notice to stockholders of one of the corpora- 
tions, the American Hardware Co., New Britain, Conn., by its presi- 
dent, Evan J. Parker: 

In our letter to you dated March 4 of this year, we mentioned the proposed 
establishment of a branch plant in Clarksdale, Miss. We are pleased to inform 
you that in the municipal election to approve the issuance of the 20-year 
financing bonds there was an overwhelming affirmative vote. On May 19, a 
financial syndicate bid on the entire issue of $1,750,000 at an interest rate slightly 
under 314 percent. The bonds representing the plant construction cost issued by 
the city of Clarksdale will be amortized by our rental payments over a 20-year 
period, at the end of which time we may renew the lease for suecessive 10-year 
terms up to a total of an additional 79 years. The renta) charge after the 
primary lease term is of a token nature. 

At present we are in the process of having the plant designed by our architects 
and engineers and expect to commence construction on or about August 1, with 
completion scheduled in January of 1954. 

Regarding the second corporation the following item quoted from 
the July 1, 1953, Tennessee Industrial Newsletter : 


Lux Clock Manufacturing Co., of Waterbury, Conn., last month announced 
plans for establishment of a branch plant at Lebanon, Tenn., to manufacture 
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spring-driven alarm clocks. Lebanon will hold a referendum July 2 on a $250,000 
industrial building revenue bond issue to finance erection of a building for the 
concern, reports the Lebanon Democrat. 

So it is that certain States which benefit through the largess of the 
Federal Government as a result of taxes exacted from Connecticut and 
other industrial States are permitted to further unde rmine the eco 
nomic stability of those States by resorting to pract ice Which in lesse1 
business relations would be prohibited as highly unethical or illegal. 
From a practical point of view it would seem that they are intent to 
“kill the goose that lays the golden egg,” 

We have finally reached the point in our social and economic obliga 
tions when we can no longer stand idly by and watch our industries 
being siphoned off through such inequities which in our concept of 
both free enterprise and public purpose never should have been per 
mitted. 

Regardless of what may be done toward liberalizing amortization 
and depreciation rules to help business in gel eral, I strongly recom- 
mend you amend section 23 of the Internal Revenue Code to make it 
possible for State-sponsored development corporations such as Tri- 
county to charge whatever rental may be necessary to meet obligations 
and to give assurance to the individual business prospect that such 
rentals will be tax deductible in the year incurred or paid. 

Mr. Curris of Nebraska. You have made a very important state- 
ment, Mr. Coates. We are delighted to have you here. Are there 
any questions { 

Mr. Sapiak. Mr. Chairman, I agree with the chairman on the very 
fine presentation Mr. Coates has made. It is regrettable that he was 
delayed through the inclemency of weather en route from Connecticut 
to Washington. I have run into weather changes on occasion during 
my weekly visits to Connecticut and understand the delay that is caused 
thereby. Mr. Coates is accompanied by Mr. Elmer Coburn of the 
development commission. 

It is unfortunate also that a quorum call is in progress, following 
which the House will take up the rule for debating the Simpson bill. 

For my part, Mr. Chairman, because many of our committee col 
leagues are not here at this time for reasons I have mentioned, I want 
to assure Mr. Coates and those he represents here today that I shall 
vigorously assist him in this proposal with our colleagues when we 
discuss the matter. 

Mr. Coates. Thank you very much, Representative Sadlak. 

Mr. Curtis of Nebraska. Do you have any exhibits you want incor- 
porated ¢ 

Mr. Coates. Copies have been left with your secretary, 60 copies, 
with some research material. 

(The information is as follows :) 

SUPPLEMENT TO BROCHURE DESCRIBING THE TRICOUNTY DEVELOPMENT Corp. 
(Connecticut Development Commission, Hartford, Conn., July 1953) 
DOWNTREND CONTINUES DESPITE DEFENSE EFFORT 

More recent data available since preparation of the original brochure describing 
the Tricounty Development Corp. indicates that, despite the current defense effort 
which has led to a general strengthening of the economy, the eastern Connecticut 


counties have been unable to show industrial progress comparable to the remainder 
of the State. This area, with 12.5 percent of the population, had only 8.7 percent 
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of the State’s total covered employment in March 1951 and dropped to 8.4 percent 
by September 1952. Conversely it had 17.7 percent of Connecticut’s unemployed 
workers in mid-May 1953 and during several recent months this percentage has 
been between 20-25 percent of the total. 


TEXTILE INDUSTRY AREA’S ACHILLES’ HEEL 


During the period following the outbreak of hostilities in Korea through Sep- 
tember 1952, eastern Connecticut's textile industry has declined by over 14 percent. 
As a result of this continued downtrend unemployment throughout most of the 
area has remained at a high level at a time when other industrial centers in the 
é ging for workers. Conditions became so depressed during 
1952 that 2 of the region's 5 labor market areas, Danielson and Norwich, were 
plunged into the substantial labor surplus grouping. These were certified to 
the Surplus Manpower Committee of the Office of Defense Mobilization as group LV 
areas having over 6 percent of their total labor force unemployed by the United 
States Department of Labor’s Bureau of Employment Security on April 7 and 
June 17, respectively It is possible to isolate and identify two major factors 
which contributed to the growth of these labor surpluses: (1) Poor markets for 
textile products which resulted in employment cutbacks, the closing of some plants 
and the shift of others to communities in different sections of the country, and (2) 
lack of sufficient industrial diversification to absorb the workers affected by 
these cutbacks 

Although most of the losses in the textile industry may be attributed to the 
closing of the Hockanum Mills in Rockville and liquidation of the Powdrell & 
Alexander Co.’s Danielson holdings, many smaller mills have also either ceased 
operations or shown a drop in employment. A summary of textile mills liqui- 
dated in Connecticut during the period 1946-52 prepared by the research depart- 
ment of the Textile Workers Union of America lists 13 mills in eastern Con- 
necticut which employed over 8,500 workers that are no longer in operation, It 
shows further that 7 of these failures involving over 3,000 workers occurred in 
1951 and 1952. 


State have been b 








TOLLAND COUNTY HARDEST HIT 


Of the three eastern Connecticut counties, Tolland County, with manufacturing 
centers located in Rockville and Stafford Springs, has suffered the greatest set- 
back. According to the Connecticut State Department of Labor there were 4,700 
manufacturing workers employed in this county in September 1950. The textile 
industry provided 3,900 jobs, 88 percent of the total. Two years later, in Sep- 
tember 1952, textile employment had declined to 2,100 and the entire manufac- 
turing segment employed only 2,900 workers. 

Similar conditions prevail in Windham County where manufacturing employ- 
ment has dropped from 16,000 in December 1950 to 14,000 in September 1952, 
with losses in the textile industry numbering 1,200. 

New London County with its greater and more diversified industrialization 
has been able to withstand its textile losses thanks to expansion in defense- 
connected industries. Although textile employment dropped from 7,400 to 6,400 
between September 1950 and September 1952, total manufacturing employment 
moved upward from 18,700 to 22,400 to reflect gains in the chemical, paper, and 
transportation equipment industries. 





DANIELSON AND NORWICH ARE LABOR SURPLUS AREAS 


The Bureau of Employment Security, United States Department of Labor, 
dropped Danielson and Norwich from the list of labor surplus areas in February 
1953 “as the result of improving employment conditions.” While it is true that 
unemployment during the winter of 1952-53 was substantially below the midsum- 
mer and fall levels, there is considerable doubt that the drop was attributed solely 
to increased hiring in these areas. Rather there seems to be considerable evi- 
dence in support of the theory that a great many of the job seekers, having ex- 
hausted their unemployment insurance benefits, were forced to withdraw from 
the labor market because there were no jobs available locally. In January 1953 
one out-of-State firm which conducted a 2-day survey relative to the availability 
of labor in the Danielson area was stormed with 2,300 applications. In further 
substantiation a recent development commission study of the work histories of 
750 former Powdrell & Alexander Co, employees showed that 35 percent of these 
workers had no earnings reported during the first quarter of 1953. 
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It is also noteworthy that although $4% million of military supply contracts 
were placed with firms in the Danielson area during the period in which it was 
extended preferential treatment, none of the contracts were placed as a result of 
Defense Manpower Policy No. 4 and only a small percentage of the tetal dollar 
value was for textile mill products. In the Norwich area the dollar value of 
contracts placed totaled only $41,880 and here again no contracts were placed as 
a result of DMP No. 4. 


ADDITIONAL MEASURES NEEDED TO ATTRACT NEW INDUSTRY 


The Tricounty Development Corp. and the Danielson Industrial Foundation 
have been organized to further the industrialization of this area but despite these 
positive measures something more is needed. The most recent tally taken at 
the end of 1952 showed that eastern Connecticut had received but 6.1 percent of 
the new manufacturing firms established in the State since the outbreak of the 
Korean conflict. These new industries in the tricounty area have contributed 
only 2.6 percent of the 18,600 jobs created by new firms and only 1, the Dow 
Chemical Corp.’s division at Ledyard, is a potentially large employer. 

It is a sad commentary on the current state of affairs that while many Con- 
necticut firms are contemplating establishment of out-of-State branches due to 
tight labor situations locally, the eastern area, unable to compete with tax ad- 
vantages and other financial inducements being offered by States in the South 
and West, has a marked shortage of jobs for available workers. 

The old adage “for want of a nail, the horse was jost’’ was never more apropos 
than it is today when our industrial position is being attacked from all sides by 
other States and communities. It is vital therefore that a nail be found with 
which to secure the economic welfare of the State as a whole and eastern Con- 
necticut in particular against this industrial competition. 


BrocHure DEscrisINnc THE TrI-CoUNTY DEVELOPMENT CORP, 
(Connecticut Development Commission, Hartford, Conn., November 1951) 


There has been established a nonprofit, nonstock corporation under the laws 
of Connecticut which has as its purpose the promotion and development of indus- 
trial and related economic and community activities as may be required to fur- 
ther the employment and general economic opportunities of the area included 
in Tolland, Windham, and New London Counties. Among other things, the cor 
poration will have the power to build or buy industrial properties to be leased 
or sold to manufacturing companies. 

It is expected that the corporation will work in close collaboration with the 
Connecticut Development Commission, an agency of the State government which 
has as its principal duty the promotion of the economic development and welfare 
of the communities of the State by every means proper to a State agency. Its 
policies and programs are determined by the commission composed of 11 mem- 
bers appointed by the Governor and responsible to him. The members serve for 
terms of 5 years without compensation. By law there is at least 1 member 
appointed from each of the 8 counties of the State and, in addition, 1 member 
representing agriculture and 1 representing labor. The chairman is appointed 
annually by the Governor from the membership of the commission. 

The duties of the commission as set forth in section 3538, chapter 161, of the 
General Statutes of Connecticut, include that described in item b of that section 
as follows: “* * * promote and encourage the location and development of new 
industry, business, commerce, agriculture, recreational and residential facilities 
in the State.” To carry out the functions outlined in section 3538, the commis 
sion employs a staff of 28 permanent employees organized into functional divi 
sions as follows: Research and planning, public relations, commerce, and indus- 
trial development. Specialists in these subjects are available for eastern Con 
necticut development. All funds for personal services and other expenses of 
the commission are tax derived and are appropriated by the General Assembly 
of the State of Connecticut. 

Present members of the Commission include 4 executives of manufacturing 
firms, 1 farmer, the State commissioner of labor, 2 public-relations executives, 
1 distributor, 1 college instructor, and the managing director of the States’ largest 
concert hall and theater. All are active in civic and welfare activities of broad 
public interest. 
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The Tricounty Development Corp. will operate in much the same way with 
respect to the Connecticut Development Commission ihat industrial development 
corporations operate in relation to chambers of commerce in many parts of the 
Nation. The full scope of the powers and duties of the corporation are as outlined 
in the commpanying articles of association. It will be noted, as previously 
stated, that the corporation is being organized on a nonprofit, nonstock basis. 

Present plans call for the work of the corporation to be financed through 
contributions, certificates of indebtedness, and mortgages. 

The management of the corporation will be vested in a board of directors. It is 
further expected that members of the development commission representing 
eastern Connecticut counties will also serve on this board of directors. All 
projects will be subject to review by the Connecticut Development Commission. 
All income shall be applied first to the expenses of operation. No income shall 
inure to the benefit of any member and no dividend shall be paid to anyone. 
Upon dissolution of the corporation any remaining property shall not be dis- 
tributed to members, but will be used for the purposes stated in the corporate 
papers 


REASON FOR THE ESTABLISHMENT OF THE TRICOUNTY DEVELOPMENT CORP. 


Research studies show conclusively that the social welfare of eastern Con- 
necticut poses a special problem in the State. In common with certain other 
parts of New England, this area has suffered an eeonomic decline extending 
over a period of years. For many years textile industries provided the major 
source of manufacturing emplo, ment in eastern Cornecticut. History recounts 
that Connecticut was the fourth of the colonies to engage in silk culture. This 
was about 1752 and in the first quarter of the last century eastern Connecticut 
became the center of the raw-silk industry. Cotton-goods manufacturing also 
took root early in the area, its evo ution being traced to the introduction of 
waterpowered machinery for cotton spinning by Samuel! Slater at Pawtucket, R. L, 
in 1790-91. 

Cotton-spinning manufacture fanned out for a radius of 80 miles into eastern 
Connecticut and Massachusetts. Numerous streams and fine water of eastern 
Connecticut early attracted the establishment of woolen mills. While it is 
recorded that the first woo!en factory in America was established in Hartford in 
1788, the real center of woolen manufacture in Connecticut soon became estab- 
lished in Tolland County. 


LOSS OF COTTON INDUSTRY TO SOUTH 


The history of the rise and decline of textile manufacturing in Connecticut 
follows very closely the rise and decline in New England. Cotton textile, for 
example, which became a major industrial factor in New England as well as in 
Connecticut within a relatively short period of years, shoved a serious reversal 
of trends. In 1890 New England hed 75 percent of the Nation's active cotton 
spindles and the South 25 percent. By 1947 the shiff had resulted in a complete 
reversal. New England had the 25 percent and the South, 75 percent. By 1950, 
New England's share had dropped further to 15.8 percent of the national total. 
At the same time, various factors were entering to change the picture in other 
textile groups. 


VACANT TEXTILE PLANTS AFFECT ENTIRE ARFA 


During the 1920's, woolen-goods manufacture ev perienced difficu'ties and silk 


was face to face with the growing comp?tition of rayon. By 1938, 25 percent 


of all industrial space in eastern Connecticut was vacant. Some towns suffered 
more than others—one town had 90 percent of its space vacant. ‘This, compared 
with the average vacancy of 10 percent for the State as a whole, gives some 
indication of eastern Connecticut's plight at that time. The impact of such a 
loss of industry had a corresponding impact throughout the whole social fabric 
of the area. Many municipalities found it increasing!y difficult to meet expenses. 
Public-service companies found it necessary to suspend or curtail services. In 
other words, degeneration of the areas’ economic wellsprings led to the degener- 
ation of the whole fabric of community life. 

The State health department, in reporting at that time, stated that only 1 
municipality out of 49 townships in the area had a health officer who devoted 
his entiire time to the work and then stated that there are possibly only 2 or 3 
communities in the area large enough to make it economically possible to organize 
an up-to-date department of health: “* * * however, even the smallest towns 
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could secure good health protection by joining to form sanitary districts under 
section 28376 of the General Statutes, 929¢ as revised in 1935. That they have 
failed to take advantage of this act is largely due to lack of economic resources 
which town officials traced to the industrial decline * * *.” 


GAINS DURING WAR ONLY TEMPORARY 


The advent of World War II temporarily altered the picture. Some of the 
textile industries that had survived were engaged in war work. Some diversilica 
tion of industry which had started was accelerated during the war years ‘The 
establishment of a macroni plant at Danielson prior to World War II was hailed 
in many quarters. During the war, others came along. The shadow plant of 
Pratt & Whitney at Willimantic was one of the major employment sources in 
the new pattern. All of these industries gave eastern Connecticut a taste of a 
new lease on life, but the end of World War LI brought changes that altered the 
manufacturing employment picture downward. Pratt & Whitney’s shadow plant, 
which had provided employment for some several thousand workers, was closed. 
Subsequent operation of the plant by the American Screw Co. absorbed only a 
small percentage of the available labor. 

Among other industries established in the area in recent years, Bostitch at 
Stonington and the Charles Pfizer Co. at Groton are two that give promise of 
substantial employment over the years. 


LACK OF NEW INDUSTRIAL GROWTH 


A review of data recently compiled by the United States Census of Manufac- 
tures reveals changes in the period 1989-47. Relating these data to the rest of 
the State makes it clear that the area was not making progress comparable to 
the remainder of the State. Charting the trends in growth of new industries 
that were established in Connecticut in the period immediately following World 
War II through August 1950 reveals again how little industry went into the 
eastern part of the State. In fact, it will be noted that the area as a whole has 
lagged considerably behind the State over a period of a great many years. (See 
accompanying map.) ie 

Tracing from 19V0 to 1950 the population of the State increased by 123 percent. 
Eastern Connecticut gained by only 63 percent, considerably below even the na- 
tional average of approximately 100 percent. Moreover, today eastern Connect- 
icut’s population accounts for about 12% percent of the total State population 
but in an economic sense it is notable that industrial decline has left its mark 
in several instances. For example, despite the fact that the area has, as pre- 
viously stated, 12% percent of the State's population it accounts for only 10.9 
percent of the trade, 9.8 percent of the manufacturing employment, 9.6 percent 
of the buying income, 8 percent of the taxable property, 8 percent of the den- 
tists, 7.2 percent of the physicians, 6.8 percent of the lawyers. 


23 PERCENT OF THE STATE’S UNEMPLOYMENT IN THIS AREA 


As of September 15, 1951, the Connecticut Department of Labor reports an 
estimated 5,100 persons unemployed in the area. This comprised 23 percent of 
the State’s total unemployment. Thus, despite the growing importance of the 
defense efforts and at a time when many centers in Connecticut are ¢ xperiencing 
a tight labor situation, the eastern area has a marked shortage of jobs for avail- 
able workers. The present situation does not stem from any maladjustme nt to 
the present defense-production situation but rather is a further reflection of the 
employment decline which has extended over the years. Some measure of this 
decline is revealed in a comparison of the figures for 1919 and 1950. Although the 
population of the area increased from 184,642 in 1920 to 251,289 in 1950 manufae- 
turing employment during this same period dropped from $8,034 to 29,818, 
Greater attention has been devoted to problems of industry in eastern Conne 
ticut than to any other part of the State, but it has become increasingly apparent 
that something more concrete is needed. It is also well to bear in mind that 
eastern Connecticut is not in the category of other areas in the Nation that 
have suffered decline because of the depletion of natural resources. Its prob- 
lems stem from factors of change that have left its basic characteristics practi- 
cally unaltered. On the contrary, eastern Connecticut has physical ‘and 
geographical characteristics that should make it desirable as a major industrial 
area. a 
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Being within a few hours’ driving distance of two major metropolitan areas, 
New York and Boston, it has many potentials that given proper impetus would 
enable it to become one of the finest industrial areas of the East. Many indi- 
viduals and groups are aware of the problem and are taking steps to improve 
the situation. Last spring, for example, the Development Commission initiated 
a regional meeting in New London for the express purpose of bringing community 
leaders together for a discussion of common problems. The commission has also 
published a special brochure describing the advantages of the area and steps 
are now being taken to organize community planning programs with an eye to 
coordinating the plans of contiguous communities. Today there are relatively 
few communities in the area with planning programs, New London, Waterford, 
Norwich, and Willimantic are the exceptions having recently started such pro- 
grams. Two of these communities, New London and Norwich, have also created 
redevelopment agencies which, under the Connecticut legislation, will enable 
them, if they choose, to take some steps in modernizing industrial areas, as well 
as the blighted housing areas. 

Out of the experiences of recent years it is clear that more positive measures 
are needed, chief of which is the one of being able to provide modern industrial 
space at reasonable rates. There has been a serious lack of new manufacturing 
construction in the area that extends over a period of several years. The latest 
published figure (1947) shows that the area accounted for only 2 percent of the 
State’s manufacturing construction. By the same token it has become obvious 
that when a modern building is available at a rate which would enable a manu- 
facturer to operate economically, the situation is immediately altered. For 
example, one improvement noted in the area in recent years is traceable to the 
fact that the Pratt & Whitney plant at Willimantic was sold to the American 
Serew Co. after World War II considerably below its constructed cost. 

The early migration of the textile industry to the South was influenced by 
such factors as nearness to raw materials (cotton), cheaper labor rates, and 
lower power costs. In recent years new competitive factors have been intro- 
duced which may become greater threats to our industrial economy than all the 
others. These threats are aimed not only at our textile companies but at all 
types of manufacturing activity. 

One factor is the tax advantage which has been used by States in the South 
and West to attract manufacturers. Louisiana is perhaps the foremost in 
this field. During the past 3 years it has been granted exemption from State 
and local taxes on buildings and machinery to over 434 new and existing indus- 
tries, representing a capital investment of more than $214,000,000. 

The marked shortage of equity capital in recent years has also developed the 
growth of another competitive factor—that of industrial financing. Such financ- 
ing schemes as the Mississippi BAWI plan and the revenue-bond plans of Ala- 
bama, Illinois, Kentueky, and Tennessee pose a very special problem. The extent 
of such competition is reflected in the fact that the last year Mississippi reported 
that more than $200,000,000 of new manufacturing construction has been built 
during the past 10 years in Mississippi, all directly or indirectly the result of its 
official Balance Agriculture With Industry Act. This act permits the municipali- 
ties to borrow, through the issuance of bonds, for the purpose of purchasing a site 
and erecting an industrial building for a desirable manufacturer. Thus, the 
BAWI Act places public credit behind the problem of acquiring new industry. 

The zeal of Mississippi citizens is not limited to impersonal pleas in newspapers 
and magazines. The following letter from a Mississippi banker to a Connecticut 
manufacturer is typical: 

“Greetings. Our city would like to help your plant, so that it can operate 
peacefully and very successfully without meeting constant demands of labor 
leaders. 

“We have a very fine building, formerly occupied by the 
which will be beautified into one of the finest industrial buildings in our entire 
State. It contains 130,000 square feet of space and up to 10 acres of land if 
desired. We can turn this over to a good company at very low carrying charges 
and with the taxes exempted for 99 years. No company capital outlay is required. 
If a new building is desired, we shall be glad to provide it on the same basis. 

“You will find a supply of very fine labor, mostly high-school graduates who 
will give you higher average production, and with gross average hourly earn- 
ings running between 50 cents and 60 cents lower here for industrial workers, it 
will mean a healthy savings in labor costs 

“You will also get savings in power, tuel, utility, tax costs, and other things. 
There is an abundance of good water, convenient materials, and excellent trans- 
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portation. When all is put together you will find your company in a fine com- 
petitive position and well located for distribution. 

“In addition to all these advantages you will have the warm joyous coopera- 
tion of our city behind you at all times in helping your plant to operate in the 
true American way. 

“You are most cordially invited to visit our city as its guest. We want you 
to see how ready and willing we are to make these promises good for your com- 
pany. Will you come? Our citizens hope that you will. I shall be glad to hear 
from you.” 

There is still a third element of competition and that is the inequitable distri- 
bution of Federal taxation among the States in relation to the benefits received. 
Connecticut and the other industrial States in the Northeast have for years 
paid a high proporion of the Federal tax load—much of which has been used 
to build up the economy of southern and western States through various Federal 
grants and projects such as the TVA. Whereas no one could justifiably criticize 
the idea of improving the economy of any section of our country, the fact remains 
that we are not only paying for much of this improvement but are also reaping 
the result, which is further industrial competition for our industries, 

The various State tax incentives, financing schemes, and Federal aids have 
developed competition quite rapidly and could very well leave an area such as east- 
ern Connecticut in a vacuum or at least more seriously intensify the general de- 
cline that has been taking place. It is of great importance to the State itself 
that such a situation does not develop. This is especially so in view of the re- 
cently adopted Federal policy on industrial dispersion that may have the effect 
of stifling the industrial growth that normally takes in Fairfield, New Haven, 
and Hartford Counties. The State’s economic welfare makes it of major im- 
portance that any industry loss in the aforementioned areas because of disper- 
sion policy should not be a loss to the State. Wherever possible such industry 
should be guided to eastern Connecticut. The proposed Tri-County Development 
Corporation would provide the means of promoting the industrial and economic 
growth of this area. 





ARTICLES OF ASSOCIATION OF THE TRI-COUNTY DEVELOPMENT CORPORATION 


Be it known, That we, the subscribers, do hereby associate ourselves a body 
politic and corporate, pursuant to the statute laws of the State of Connecticut 
regulating the formation and organization of corporations without capital stock, 
and the following are our articles of association: 

ARTICLE 1. The name of said corporation shall be THe Tri-County DEvELop- 
MENT CORPORATION, 

ARTICLE 2, The purposes for which said corporation is formed are as follows: 

(a) To engage in promoting the establishment and expansion of diversitied 
industries in the Counties of Windham, Tolland, and New London in the State 
of Connecticut ; 

(b) To promote the social welfare of the inhabitants of the three named 
Counties by relieving unemployment and by creating employment therein, by 
alleviating depressed economic conditions and increasing the flow of wages and 
income into the channels of trade and commerce within the communities located 
therein; 

(c) To offer such imincements as may encourage an influx of new industrial 
enterprises into the three named Counties by such lawful means as are calculated 
to assist, promote, and attract such enterprises; 

(d) To locate, acquire, buy, sell, exchange, barter, own, hold in trust, mortgage, 
convey, transfer, pledge, sell, lease, manage, improve, and otherwise handle real 
estate and industrial sites in the three named Counties and to make contracts 
for, to build, erect, and construct industrial buildings and other buildings neces- 
sary and pertinent thereto and any and all things necessary and/or proper to 
carry out and perform these purposes; 

(e) To compile and disseminate commercial and economie information and 
promotional material designed to induce industrial enterprises to locate in the 
three named Counties; 

(f) To raise funds by borrowing, by subscription, by gift or other lawful 
means from individuals, local governmental bodies, corporations, associations 
or organizations and to administer such funds solely to further the purposes and 
objectives of the corporation and without pecuniary gain or profit whatsoever, 
directly or indirectly, to any participant or participants therein; 
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(g) To assist and promote the formation of local organizations in the com- 
munities comprising the three named Counties designed to further the purposes 
and objectives of the corporation; 

(h) To consult with and avail itself of the facilities of the State of Connecticut 
Development Commission or such other governmental agencies as shall make 
their facilities available to it to insure informed and impartial administration 
of the corporation’s funds and furtherance of its objectives; 

(i) To apply any surplus or profits made in the course of the carrying on of 
its business exclusively and solely to the advancement of the charitable objects 
and purposes herein set forth; 

(j) To use upon dissolution any and all properties, money, or securities 
remaining in its hands solely and exclusively for the purposes set forth or for 
such charitable and educational purposes as shall promote the social welfare of 
the inhabitants of the three named Counties. 

ArticLe 3. The affairs of said corporation shall be regulated, its powers de- 
fined, and its officers, directors and members and their powers shall be as follows: 

(a) Membership in the corporation shall be limited to persons twenty-one 
years old or over who are citizens of the United States and who are interested 
in the social welfare of the three named Counties. 

(b) Management of the corporation shall be vested in a Board of Directors 
consisting of fifteen (15) directors of whom a majority shall reside in the three 
named Counties and of which majority not more than one-half shall reside in 
any one of the three named Counties. 

(c) Projects for which capital expenditures are contemplated by its Board of 
Directors shall not be made if the Connecticut Development Commission shall 
disapprove such project. 

(d) Income received by the corporation from the ownership, maintenance, 
operation, leasing, and selling or other disposition of its property shall be applied 
first to the expense, maintenance, and operation of said corporation. Any income 
remaining after the payment aforesaid shall not inure to the benefit of any 
individual or member but shall be used for the purposes of the corporation. No 
dividends shall ever be declared or paid or distribution made to any corporation, 
association, individual or member 

(e) Upon dissolution of the corporation if there shall remain in its hands any 
property, money or securities, such property, money and securities shall not be 
distributed to the members of the corporation, but, on the contrary, shall be used 
solely and exclusively for the purposes set forth herein or for such charitable 
and educational purposes as shall promote the social welfare of the inhabitants 
of the three named Counties, or if a Court of appropriate jurisdiction will not so 
apply said funds then said funds shall be paid to the State of Connecticut for the 
use of the State Development Commission. 

(f) Bylaws to implement and to carry out the purposes of this corporation 
shall be adopted at a meeting of the then existing membership to be held at such 
time and place as shall be designated by a majority of the subscribers. 

ArTICLE 4. The said corporation is located in the Town of Hartford, County of 
Hartford and State of Connecticut, and the location of the principal office is the 
office of the Connecticut Development Commission, State Office Building, Hart- 
ford, Connecticut; and the name of the agent upon whom process may be served 
is Elmer Coburn, State Office Building, Hartford, Connecticut. 

Dated at Willimantic, Connecticut, this 20th day of November 1951. 

ALLYN L. Brown, Jr. 
RALPH A, POWERS. 
RONALD A. MITCHELL. 
HENRY S. WOODBRIDGE. 
Dovetas J. BENNET. 


NOVEMBER 20, 1951. 
STATE OF CONNECTICUT, 
Norwich, County of New London, ss: 
Personally appeared ALLYN L. Brown, Jr., of Norwich, Connecticut, signer and 
sealer of the foregoing instrument, and acknowledged the same to be his free act 
and deed, before me, 


Pavut J. Driscot., Notary Public. 
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NOVEMBER 21, 1951. 
STATE OF CONNECTICUT, 
Montville, County of New London, ss: 

Personally appeared RAtpH A. Powers, of Montville, Connecticut, signer and 
sealer of the foregoing instrument, and acknowledged the same to be his free act 
and deed, before me, 

Rost, L, Pace, Notary Public. 


NOVEMBER 21, 1951. 
STATE OF CONNECTICUT, 
Stafford, County of Tolland, ss: 
Personally appeared RoNALD A, MITCHELL, of Stafford, Connecticut, signer and 
sealer of the foregoing instrument, and acknowledged the same to be his free act 
nd deed, before me, 
Wma. O. LADIsH, Notary Public 
NOVEMBER 21, 1951, 
STATE OF CONNECTICUT, 
Pomphret, County of Windham, 8s: 

Personally appeared HeNry S. Woopprince, of Pomfret, Connecticut, signer and 
sealer of the foregoing instrument, and acknoweldyed the same to be his free act 
and deed, before me, 

JAMES J. Byrnes, Notary Public. 


NOVEMBER 21, 1951. 
STATE OF CONNECTICUT, 
Lyme, County of New London, ss: 


Personally appeared Douctas J. Bennet, of Lyme, Connecticut, signer and 
sealer of the foregoing instrument, and acknowledged the same to be his free act 
nd deed, before me, 


M, F, Brevicuikr, Notary Public, 


Cc. D. C. File F-A-4-6 Rev, 
CONNECTICUT DEVELOPMENT COMMISSION 


CHAPTER 161 OF THE REVISED STATUTES, 1949 REVISION 


ome 


SEc. 3536. Members.—The Connecticut development commission shall con- 
tinue to be composed of eleven members who shall be appointed by the governor 
and who shall represent the various business and economic interests in the state 
and shall always include at least one resident from each county in the state and 
one representative of labor. The members shall hold office for five years. The 
governor shall, annually, designate one member of the commission to be chair- 
man. On or before July 1, 1949, and annually thereafter, the governor shall 
appoint successors to the members whose terms expire in such year. The gov- 
ernor shall fill any vacancies that may occur for the unexpired portion of the 
term and he may remove any commissioner as provided in section 94. The com- 
mission shall have authority to call in the responsible executive head of any state 
department, board or commission in consultation for the purpose of advising and 
cooperating in the preparation and coordination of plans of said commission. 

Sec. 3537. Expenses—Director.—The members of said commission shall receive 
no compensation for their services thereon except as hereinafter provided, but 
their necessary and actual traveling expenses incurred in the performance of 
their official duties shall be paid by the state. The commission shal! appoint, 
with the approval of the governor, a director who shall be experienced in in- 
dustrial operations, development and research, and who shall also serve as secre- 
tary to said commission. In the selection of a director, preference shall be given 
to a person who shall have been a resident of the state for at least two years. He 
shall serve at the pleasure of the commission. Said director shall have general 
charge of the development and research program and shall perform such other 
duties as the commission shall prescribe and shall direct all other activities of 
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the commission. He shall devote his entire time to the duties of his office and 
shall be paid such salary as may be determined by the commission subject to the 
approval of the commissioner of finance and control. Subject to the provisions 
of chapter 14, said director shall appoint such assistants, experts, technicians 
and clerical staff as the commission may deem necessary for the efficient con- 
duct of its work. 

Sec. 3538. Duties —The commission shall (a) study and investigate con- 
ditions affecting Connecticut industry, business, commerce, agriculture, recrea- 
tional and residential facilities and promote and encourage the preservation, ex- 
pansion and development of such industry, business, commerce, agriculture, 
recreational and residential facilities within and without the state; (b) promote 
and encourage the location and development of new industry, business, com- 
merce, agriculture, recreational and residential facilities in the state; (c) col- 
lect, compile and disseminate information relative to the natural and economic 
resources of the state; (d) cooperate with promotional and research groups and 
associations, with agencies of the state and its political subdivisions and with 
avencies of the federal government and other states, in the execution of its duties, 
Each officer, board, commission or department of the state government shall 
assist said development commission in the performance of its duties, and the 
commission shall have access to all available information collected by any state 
agency. 

Sec. 3539. Meetings—Regulations—Report.—Meetings of the commission 
shall be held at least once a month and at such other times as the chairman shall 
deem necessary. The commission is empowered to adopt rules and regulations 
for putting into effect the provisions of this chapter, which rules and regulations 
shall not be inconsistent with the provisions hereof. The commission shall make 
a written report of its activities to the governor annually on or before the 
fifteenth day of December and such other special reports as the governor may 
request from time to time. 

Sec. 3540. Receipts.—The commission is authorized to receive, and, upon order 
of its chairman, to pay over to the state treasurer, any moneys from any source, 
including contributions made for the purposes of said commission by individuals, 
corporations or associations, or any amounts from the sale of any printed matter 
or other material. Such receipts when so turned over to the state treasurer 
shall become part of the general fund of the state: and the commission is author- 
ized, upon the order of its chairman and subject to the approval of the comp- 
troller, to expend for its purposes such receipts. The commission is further em- 
powered to enter into a contract or contracts from time to time for the purposes 
of this chapter, such obligations to be met from any appropriation or other funds 
made available to it, as herein provided. 





1949 SUPPLEMENT TO THE GENERAL STATUTES 


Sec. 388a. Connecticut Building at Eastern States Erposition—The manage- 
ment and control of the operation and affairs of the Connecticut building at the 
Eastern States Exposition at West Springfield, Massachusetts, including the 
maintenance of the land and building. shall be in the charge of the Connecticut 
development commission. * * * Coverage by fire and casualty insurance shall be 
the responsibility of the comptroller. The building shall be used by the de- 
velopment commission, in cooperation with public and private agencies, to con- 
duct an educational exhibit which will promote the agriculture, industrial, recea- 
tional and other physical and natural resources of this state. Effective May 18, 
1949 

Sec. 389a. Appropriation.—For carrying out the purposes of section 388a the 
sum of seventeen thousand dollars is appropriated for the fiscal period ending 
June 30, 1951. Effective May 18, 1949. 

(Connecticut Development Commission, Research and Planning Division, 

State Office Building, Hartford, Conn. September 1950) 





During the last 50 years eastern Connecticut’s rate of population growth has 
been less than half as great as the remainder of the State. 
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POPULATION CHANGES 
1900 - 1950 


Source: VU, S. Census of Population 


Population changes in castern Connecticut and remainder of State, 1900-50 











re cent 
1900 1910 1920 1930 | 1940 | 1950 | inerease 
| | And 
New Lond 82,758 | 91,253 | 140,611 | 118,966 | 125,224] 144, 821 5.0 
\ 4 523 | r4 ) ” Of 28. 659 f 44.709 82.3 
Vind | 46, 861 | {8. 36] 2 815 4. ORE 6, 223 t 9 31.8 
| - 
Tot | 

t | 154,142} 166,073 184, 642 201,711 ; 213,313 2 89 63.0 
I 4 | 754,278 | 948, 683 /1, 195, 989 {05,192 |1, 495,929 |1, 755,99! } 132.8 
Total, Connecticnt 908, 420 (1,114, 756 |1, 380, 631 |1, 606, 903 |1, 709, 242 2, 007, 28 121.0 

Eastern Connecticut as percen | 
of Statedaeeties. ccdcaanteaccd 17.0 14.9 13.4 12.6 | 12. 5 12. § candle 


source: U. S. Census of Population. 


Eastern Connecticut comprises 32.7 percent of the State’s area but has only 
12.5 percent of its population, 
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Employment in eastern Connecticut’s textile industry has dropped by 13.8 
percent since 1940 and is more than 7,000 below the World War II peak. For 
the remainder of the State, the industry is only 5.5 percent below the prewar 
level. 


Employment trend in textile manufacturing, eastern Connecticut and remainder 
of State, 1940 to September 1952 










} 
| W orld Percent 
| War J Day =e orea 
vat | ty " 1945, ae S050" Ie + ae 
1942 0-92 
New London County 7, 155 | 8,874 6, 299 6,3 7,13 6, 430 10.1 
rolland County 3, 024 | 2 3, 575 } 3, 887 2, 073 31.4 
Windham County 8,478 10, 769 7, 403 8, 144 7, 704 7, 577 —10.6 
Eastern Connecticut textile | 
cturing, total | 18, 657 23, 208 17, 277 17, 898 18, 72¢ 16, O08 —13.8 
Connecticut total 
cturing 29, 900 44, 365 32, 043 33, 330 77 39, 33 +31. 5 
tiles to total | 62.4 2.3 3. 9 7 2.4 40.9 
Remain of State, textile 
total | 19, 899 23, 267 16, 497 21, 38 20, 404 18, 797 ‘ 
Connecticut, textile total 338, 556 46,472 33, 774 39, 28 39, 130 34, 877 9.6 
Eastern Connecticut textiles as 
percent of State , 8.4 49.9 51.2 45. € 47.9 46. 1 
Source: Derived from Connecticut State Department of Labor information. 


Between 1894 and 1936 the relative position of New England and the South 
in textile production was completely reversed. 


SHIFT IN DISTRIBUTION OF COTTON SPINDLES 
18914-1936 
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a: New England & = Southern States B = All Others 


Source: Dockham's American Trade Report & Directories 
Davison's Textile Blue Book 
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Distribution of cotton spindles in New England and selected Southern States, 
1894-1950 


1804 1927 1932 1936 | 1918 | 1950! 


| 

Connecticut - - . ‘ , 033, 935 | 987, 820 | 899, 734 676, 646 | 662, 828 490, 000 
Massachusetts , 160, 450 | 10, 718, 875 , 202,937 | 4, 664, 008 2, 884,260 | 2,623, 000 
Rhode Island 2, 076, 665 2, 287, 134 , 746, 096 | 082, 856 899, 724 | 698, 000 
New Hampshire , 296, 606 1,421,542 | 1,305, 946 418, 096 305, 224 | 2 250, 000 
Maine 931, 116 1, 134, 242 , O11, 012 783, 212 | 645, 452 631, 000 
Vermont aad a : 102, 303 145, 248 117, 264 104, 512 | 34, 740 | (?) 

New England, total 12, 601,075 | 16, 694, 861 , 372, 989 7, 729, 420 5, 432, 228 4, 332, 000 





United States total --| 17,126,418 | 37,956,141 | 32, 271,735 | 28,431,372 | 26,097,972 23, 007, 000 
New England as percent i | | 
United States.......... 73. 6 44.0 35.2 | 27.2 | 20.8 18.8 
Alabama a ati 170, 159 1, 403, 815 , 698, 682 27, 473 | 1, 979, 256 1, 706, 
Mississippi-_.._- 4, 484 179, 636 187, 48 | 98, 564 133, 524 | 113, 000 
Tennessee 21, 984 613, 022 | 646, 708 | 651, 996 601, 248 554, 000 
Georgia a 550, 510 3, 549, 488 3, 807, 174 3, 669, 430 3,742,718 | 3,194,000 
North Carolina... : 556, 4 5, 940, 339 5, 819,638 | 6, 690, 997 6, 659, 744 5, 975, 000 
South Carolina : 5, 586, 309 5, 673, 767 | 5, 555, 178 5, 809, 813 | 6, 679, 000 


Southern States, total 2, 180, , 272, 609 3, 833, 617 , 693, 638 | 18, 926, 303 17, 221, 000 


United States, total 17,1 , 956,141 | 32, 271,735 | 28, 431,372 | 26,097,972 | 23, 007, 000 
Southern States as percent of | 
of United States... : 48.1 65.8 72. 5 74.8 





1 Cotton spindles in place, July 1950 


2 Information reported for New Hampshire and Vermont combined. 


Source: 1894 data, Dockham’s American Trade Report and Directories; 1927-48 data, Davison’s Textile 
Blue Book; 1950, U. S. Department of Commerce, Bureau of the Censu 


During the years of the cotton textile decline, the importance of the woolen 
and worsted industry in Connecticut also decreased. 


DECLINE OF WOOLEN & WORSTED INDUSTRY 
IN CONNECTICUT 
CARDS AND/OR COMBS 


ES LEER MO ER ES 


Source: Davison's Textile Blue Book 
Dockham's American Trade Report & Directories 
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Distribution of woolen and worsted machinery in New England (cards and/or 
combs), 1894-1948 


| 
| Percent 

1927 | 82 1936 1948 ue change 
1927-48 


Connecticut. 
Massachusetts 
Rhode Island 
New Hampshire 
Maine 


New England total 


United States total 
New England a 


State 


Source: 1894 data, Dockham’s Americar »R rta Directori 1927-48 dat 
Blue Book, 


As a result of this textile decline, manufacturing employment in eastern 
Connecticut has dropped by 10.6 percent since 1919. The remainder of the State 
shows an increase of nearly 33 percent as booming defense industries have 
resulted in virtually full employment. 


Distribution of manufacturing employment’ in eastern Connecticut and 
remainder of State, 1219-52 


County 191! 1947 amt change, 
| 1919-52 


New London. ... . . cook SAG. 1 578 | 13, 136 15,401 | 18,880 | 
: | 


Tolland 4, 545 | 4,15 3, 934 | 3, 954 2.540 
Windham | 13,345 10, 747 9, 320 11, 083 12, 600 


Total, eastern Connecticut 38, 034 31, 476 26, 390 30, 438 34. 020 
Remainder of State 254, 638 | 220,385 | 206, 589 | 301,089 | 337. 613 


Potal, Connecticut | 292,672 | 251,861 | 232,979 | 331, 371, 633 
Eastern Connecticut as percent of State 13.0 12.5 


1 Production workers only. 


Source: 1919-29 data, U. 8. Department of Commerce; 1939-47 data, United States Census of Manufac- 
tures; September 1952 data, derived from Connecticut State Department of Labor Information. 


Eastern Connecticut’s present unemployment rate is far in excess of the State 
average. 
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EMPLOYMENT TO UNEMPLOYMENT 
IN EASTERN CONNECTICUT 


Estimated as of September 15, 1951 


a 





State's Employed 


Source: Derived from Conn. Dept. of Labor 


Estimated unemployment in eastern 


New London 
Tolland 
Windham 


Total, eastern Connecticut 
Remainder of State 


Total, Connecticut 


Eastern Connecticut as percent of State total 


Source: Derived from Er 


ployment Security Division 


Connecticut and 


Sept. 15, 1951 


Total unem- 


ployment 
1, 900 | 

700 

2, 500 

5, 100 

17, 000 

22, 100 

23 


remainder 


Female 


1, 050 
450 
1, 450 


2, 950 
11, 150 


14, 100 
21 


of State, 


Male 


gy 


ata, Connecticut Department of Labor. 


Eastern Connecticut, with 12.5 percent of the population, has 17.7 percent 
the State’s unemployment and only 8.4 percent of the total employment, 
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Relationship between total employment,’ unemployment, and population in 
eastern Connecticut to remainder of the Ntate 





Ty ila i Se he ' y . 
us May 1953 
New Lon n 154 19) O00 
Tolland 4 " { ) ) 
W thar ¢ " s 
EFaste necticut, total PFR. RO) 18, 700 140 
Remainder of State 1, S87, 2K 639, 986 900 
Connecticut tota 2 000 698, HS¢ 12, 100 
Eastern Connecticut as percent of State total l 8.4 17.7 
Covered by Connecticut unemployment compensation law 
Source 1953 population estimat ( necticut State Departn f Health; emy nt 
n, Connecticut State Department of Labor 


Eastern Connecticut is a low-wage island in the State’s economic sea. 
Although average weekly wages in manufacturing industries has risen steadily 
since 1940, there is still a differential of nearly 12 percent between wages in 
the tricounty area and elsewhere in Connecticut. 


iverage weekly earnings in manufacturing industries, castern Connecticut and 
remainder of State—Selected periods 


Percent 
County 1940 1947 1950 1952 ncrease 
$4} 52 
New London $24. 64 $52 $59, 87 $72. 68 195.0 
land 25. 51 1.t 64 } 184. 6 
W ndnham 18 Ss 47 4 54 93 t 27 2 35 1 
Eastern Connecticut total 23. 03 50, 68 59.14 69. 56 202.0 
Remainder of State 23. 20 56. O09 65. 71 77. 60 175. 2 
Connecticut total 27. 62 55. 5é 64. 97 76. 8 178. 1 
Percent differential in wages between eastern Con- 
necticut and remainder of State 22. 4 10.7 11.1 11.6 


source: Derived from Connecticut State Department of Labor information. 


Although eastern Connecticut has 9.8 percent of the State's manufacturing 
employment, since World War II it has received only 7.2 percent of the new 
manufacturing firms. 
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New manufacturing firms in eastern Connecticut and remainder of State, 
fugust 1945 to August 1950 


| New em- 


Tow firme 
New firms ployment 


39 1, 663 

lla 10 107 

l¢ 795 

EF r nne 1 65 2, 56. 

Re sinder Stat 544 11, 649 
( it tot 909 14, 214 

I rn Connect aS perce yf State <2 18.0 


Eastern Connecticut has received only 6.1 percent of the new manufacturing 
firms established in the State since the outbreak of hostilities in Korea. The 
tricounty area’s share of the 18,600 jobs created by these new industries has 
amounted to a paltry 2.6 percent of the total. 


New manufacturing firms in eastern Connecticut and remainder of State, June 
80, 1950-—Dec. 31, 1952 


New em- 


_ New firms ployment 
New Lor 7 411 
I snd 3 32 
Windham 5 40 
otal, eastern Connect t 15 483 
Remainder of State 229 18, 111 
tal, Connecticut 244 18, 504 
East Connecticut as percent of State 6.1 2.6 


ree: Connecticut Development Commission. 


Although eastern Connecticut comprised 9.2 percent of the State’s manufac- 
turing employment in 1947 it had only 2.5 percent of the new manufacturing 
construction. 
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New construction in eastern Connecticut and remainder of State (total construc- 
tion and manufacturing), 1947 


Count 
New Lond 
1 nd 
Polland 
W indha 
tal, eastern ( 
I r of State 
Connecticut 

Ea Connecticut er ce [ t 
Source: Derived from special ré t of I 


W. Dodge Cor] 


Manufactur- 


Total con- 
ing construc- 


struction 


tion 

$6, 709, 000 $149, 000 
2, 564, 000 22, 000 

2, 075, 000 173, 000 
11, 348, 000 444, 000 
155, 686, 000 17. 107, 000 
167, 034, 000 17, 551, 000 
6.8 2. 5 


Eastern Connecticut has 12.5 percent of the population but its merchants do 
only 10.9 percent of the State's retail trade. 


Growth of trade in eastern Connecticut and remainder of State, 


County 


New London 
Toliand 
Windham 


Fastern Connecticut total 
Remainder of State 


Connecticut total 
Eastern Connecticut as percent of State 


RETAIL TRADE 


Source: United States Census of Retail Trade. 


1939-48 


Percent 


1948 sales change 


1939 sales 


Thousands Thousands 


$48, 157 $130, 330 170. 6 
7, 444 23, 812 219.9 

20, 569 61, 711 200. 0 

76, 170 215, 853 183. 4 

641, 092 | 1, 759, 182 | 174.4 

717, 262 1, 975, 035 | 175.4 
10. 6 SUES cd cinintnie 


The per capita income in eastern Connecticut is $428 less than the per capita 
income for the remainder of the State. 
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Growth of buying income in eastern Connecticut and remainder of State, 
1940-50 


> ne’ i 
1940 1950 Percent increase 











1940-50 
( t . ; cial aceipiiniincegani ciiaaaiiiadiiiaing inilainiianitain 
Total buy Per | Total buy-| Per Total Per 
ing income | capita | ing income | capita | income | capita 
Thousands Thousands | | 
New London $99, 234 $792 $198. 963 | $1,374 100. 5 73.4 
I 14, 031 440 49, 077 1, 098 249. 8 149. 5 
Windham 36, 50€ 649 60, 910 ORE 66.8 | 61.9 
Easte ect a] 702 308. 950 1, 229 106.3 75.1 
I ainder of State 836 2, 910, 222 1, 657 132.8 98. 2 
ut, total 1, 400, 036 819 | 3,219,172/| 1,604] 129.9 95.8 
Ea ( cticut as percent of State 10.7 9.6 a 
NOTE 1940 data not strictly iparable to 1950, since former is gross income and latter, net income. 
Source’ Derived from Sales Management, Survey of Buying Power 1941 and 1951. 


The value of taxable property in eastern Connecticut since 1919 has increased 
by 119 percent, while the remainder of the State increased by 173 percent. 


Growth of assessed value of tarable property in eastern Connecticut nad remain- 
der of State, 1919-49 


In thousands of dollars] 

Percent 

County 1919 1929 1939 1949 increase 

1919-49 
\ London 9? 246 172, 597 162, 5&3 234, 244 153.9 
I ‘ 26, 524 31, 830 31, 371 46, 411 75.0 
W than 43, 873 58, 748 51, 723 74, 972 70.9 
Eastern Connecticut, total... 162, 643 63, 175 245, 677 355, 627 118.6 
Remainder of Stat 1, 499, 134 2, 746, 775 2, 852, 630 4, 092, 886 | 173.0 
Connecticut, tot 1, 661, 777 3, 009, 930 3, 098, 307 4, 448, 513 167.7 
Eastern Connecticut as percent of State 9.8 8.7 7.9 8.0 |. As 

s e: ( ( it Tax Department 


In eastern Connecticut there are only half as many lawyers, in relation to 
population, as there are in the remainder of the State. 


Distribution of attorneys in eastern Connecticut and remainder of State, 1950 


Number of 


attorneys 


Persons per 


Population attorney 


County 


New London 153 144, 821 947 
Tolland 7 | 26 44, 709 | 1, 720 
Windham x 36 | 61, 759 1, 716 
1, 169 

598 


Eastern Connecticut total 
Remainder of State 


Connecticut total ; = 
Eastern Connecticut as percent of State _. 





Source: Connecticut Register and Manual, 1950, U. 8. Bureau of the Census 


There is 1 doctor for every 1,295 persons in eastern Connecticut. In the re- 
mainder of the State 1 doctor is available for every 700 persons. 

Keastern Connecticut has only 8 percent of the dentists although it has more 
than 12 percent of the population. 
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Distribution of physicians in eastern Connecticut and remainder of the State, 





1949 
Number of . , Persons per 
doctors Population doctor 
| 
New London County 127 144, 821 | 1, 140 
Tolland County , 44, 709 | 2, 981 
Windham County 61, 759 | 1, 188 
Eastern Connecticut total 194 251, 289 1, 205 
Remainder of State... 2, 509 , 755, 991 700 
Connecticut total aun : 2. 703 2, 007, 280 743 
Eastern Connecticut as pe. + {s t m 2 12 
1 Doe tir aff of utions, those who are inactive, in the armed services, or in the 
ste health depa t 
irce: Connecticut State Department of Health, List of Physicians Licensed To Practice Medicine and 
Surgery, Registered in Connecticut, 1949, U. 8. Census, Population, 19% 


Distribution of registered dentists in eastern Connecticut and remainder of State, 
1951 





~ ' Persons per 

inty eee Population | *“,-.,:.; 

_ Gentists | ae ist 

| 

New London 76 144, 821 1, 906 
rie 44, 700 3, 489 
Vindhan airtel 27 61, 759 2, 287 
Fastern Conne t total oll 116 251, 289 | 2,166 
Remainder of State : 1, 340 Me 991 1, 310 
Connecticut total - 1, 45¢ 2, 007, 280 1,378 
I é ecticut t of DOG. « «idieidibeisnt 8.0 12. 5 > 
Source: Dentists, Dire ry of Registered Dentists in Connecticut, 1951; Population, U. 8. Census, 1950. 


Mr. Curtis of Nebraska. Does the gentleman from California wish 
to propound a question ? 

Mr. Kina. I do not believe so. 

Mr. Curtis of Nebraska. Any questions, Mr. Dtt? 

If not, thank you very much for your appearance here. All of 
your material will be perused carefully and diligently. 

Mr. Coates. Thank you. 

Mr. Curtis of Nebraska. The committee will stand adjourned un- 
til the further call of the Chair. 

(The following material was submitted for the record on topic 20:) 


STATEMENT BY ELLSWorTH C. ALvorp, WASHINGTON 6, D. C., IN RE Topic 20, 
DEPRECIATION AND AMORTIZATION 


DEPRECIATION 


Aside from the actual tax rates, depreciation policy probably has a greater 
effect on business than any other aspect of the tax system. And, for years, the 
Government's attitude toward depreciation deductions has been one of short- 
sighted suspicion and disregard of economic consequences. Businessmen today 
are faced with the following problems, all of which have a direct relationship 
to depreciation deductions: 

First, in an expanding economy a business must either expand or perish. It 
is necessary to expand to keep even, but the combination of high tax rates and 
ordinary, straight-line depreciation over the Bureau’s conception of an asset’s 
useful life makes expansion through reinvestment of current “profits” largely 
impossible. 
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Second, if our economy is to continue to expand after our military spending 
program reaches its peak and begins to decline, private investment must fill 
the gap which will result from reduced military spending, and the Government s 
attitude toward depreciation deductions will be a vital factor in determining 
private investment. 

Third, in order to expand, a business must be able to recover the current high 
costs of investment out of current earnings, because, if prices decline, it will 
be impossible to recover these costs on a pro rata basis over the life of the 
assets. 

fourth, aside from the difficulties of expansion, businesses are squeezed by the 
demands of ordinary replacement, because rising prices have resulted in replace- 
ment costs far in excess of depreciation reserves. 

Fifth, in an economy which is changing as rapidly as ours, obsolescence is a 
more important factor than ordinary wear and tear, but obsolescence is an in- 
tangible factor which is difficult for a Bureau agent to see (and difficult for any- 
one to calculate exactly in advance) so that, in practice, very little allowance is 
made for obsolescence in determining depreciation deductions, 

Sixth, viewed realistically, the cost of investment can only be recovered out 
of the excess of gross income over current expenses, It should be the function 
of the depreciation deduction for tax purposes to allow this recovery, even 
though accounting practice for other purposes may require a write-down of the 
value of an asset, based on physical wear and tear or obsolescence, even in a year 
of loss. 

Depreciation policy for tax purposes should be geared to the concept that our 
economy must expand and not merely “keep even,” it should recognize the effects 
of changing price levels, it should take account of the increasing role of obso 
lescence, and it should be based on the basic principle that the purpose of deduc- 
tions for depreciation is to permit the tax-free recovery of the cost of investments, 

Recommendations: (1) Permit taxpayers, at their election, to deduct 50 percent 
of expenditures for depreciable property either in the year made or over a 5-year 
period, with the remaining 50 percent being subject to the ordinary depreciation 
deduction. 

(2) Provide that depreciation allowed or allowable shall not reduce basis 
unless it results in a tax benefit, either in the year allowed or allowable or in 
another year to which a loss from such year was carried back or carried forward. 


AMORTIZATION 


Section 124A of the Internal Revenue Code is less effective than the similar 
provision in effect during World War II in that it contains no provision for 
shortening the arbitrary 60-month amortization period in the event that the 
emergency, or the emergency need for a particular certified facility, is terminated 
before the 60-month period has run out. Under the World War II law the tax- 
payer was permitted to amortize the cost of an emergency facility over a shorter 
period if the emergency terminated before the end of 60 months or the facility 
became unnecessary for defense purposes during the emergency. If taxpayers 
are to be expected to invest their funds in facilities designed to meet emergency 
needs, they should be given similar assurances under the present law. 


RECOM MENDATION 


Provide, at the election of the taxpayer, for “compression” of the emergency 
period if the emergency ends before the close of the 60-month period or if the 
certifying authority determines that the facility is no longer necessary in the 
interest of national defense. 


Sr. Louis, Mo., April 1, 1958. 
Mrs. JoHN B. SULLIVAN, 
House of Representatives, House Office Building, 
Washington, D. C. 

It is respectfully requested that you urge favorable consideration by Ways and 
Means Committee and subsequent passage of H. R. 2720. This bill, which would 
authorize industries to amortize in 5 years the cost of air pollution control 
equipment, would be of considerable assistance in air pollution control efforts 
in St. Louis area. 

Jos. M. Darst, 
Mayor, St. Louis, Mo. 
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New York Ciry, N, Y., July 20, 1958. 
Hon. DANTE. A. REED, 
Chairman, Waus and Means Committee, 
House of Representatives, Washington, D. C. 

DEAR CONGRESSMAN REED: My attention has been called to H. R. 2720 which 
was introduced in the House of Representatives on the recommendation of the 
American Municipal Association acting on behalf of the municipalities through- 
out the Nation I am informed that your committee will hold a hearing on the 
bill on Thursday, July 23 

The bill would provide tax amortization to anyone who constructs or remodels 
an air-pollution control device which is certified by a municipality as being in 
aid of, in compliance with, or pursuant to an order issued under State, Ter- 


riforial or local law for the prevention and abatement of atmospheric pollution 
and contamination 

The city of New York, like many other cities in the United States, is engaged 
n the development of a program for air pollution control. A considerable portion 
of air pollution in modern industrial cities is produced by the discharge of dust, 
ases, and fumes from industrial establishments into the atmosphere, It is 
essential in any well-rounded program that these industrial pollutants be brought 


under control This, in turn, means that industry of many different types must 
provide air cleaning equipment for the purpose of clarifying the air prior to its 
discharge from the factory Che equipment for such air-cleaning devices is often 
extensive and costly Industry repeatedly informs us that the cost of such 


equipment is too burdensome for them to meet in a short period of time. I am 
informed that other jurisdictions meet with this same response. 

The bill cited above, if enacted into law, should encourage industry to defray 
the costs of such installations and thus be a fundamental contribution of real 
magnitude for the control of air pollution in the city of New York and other 
cities throughout the Nation. For this reason, it is my opinion that this bill 
should be enacted into law in order to obtain the objective of clean air in our 
American industrial cities. 

Very truly yours, 





VINCENT R. IMPELLITTERI, Mayor. 


LXAGUE OF CALIFORNIA CITIES, 
Berkeley, Calif., July 17, 1958. 
Hon. Ceci R. Kina, 
House Office Building, Washington, D. C. 

DraR CONGRESSMAN KING: This is written on behalf of the board of directors 
of the League of California Cities to request and urge your support of legislation 
to provide for a 60-month rapid tax amortization of facilities constructed for the 
control of air pollution which will be up for consideration by the House Way and 
Means Committee of which you are a member at its hearing on July 23, 1953, on 
amendments to the general revenue act. 

At its regular meeting on July 16 the board of directors of the league voted 
unanimously to support passage of this legislation on the ground that it is 
urgently necessary as a means of securing a sound and continuing solution to 
the air pollution control problem of the metropolitan areas of the State. It is 
believed that legislation of this type will provide the necessary stimulus for the 
construction of these facilities by private industry, and that unless some impetus 
of this nature is provided there will be little hope for early alleviation of the 
air-pollution problem in the counties of Los Angeles and Orange, with which you 
are so familiar. 

Any action which you may be able to take to assist the passage of this 
legislation at this session of Congress will be sincerely appreciated by the League 
of California Cities as well as the cities in Los Angeles County who are most 
immediately and vitally interested in its passage. 

Sincerely, 





RIcHARD GRAVES, Hrecutive Director. 























| 
| 
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LEAGUE OF CALIFORNIA CITIES, 
Berkeley, Calif., July 17, 1958. 
Hon. JAMES B. UTT, 
House Office Building, Washington, D. C. 

DEAR CONGRESSMAN Urrt: This is written on behalf of the board of directors 
of the League of California Cities to request and urge your support of legislation 
to provide for a 60-month rapid tax amortization of facilities constructed for the 
control of air pollution which will be up for consideration by the House Way and 


Means Cemmittee of which you are a member at its hearing on July 28, 19535, on 
amendments to the general revenue act. 

At its regular meeting on July 16 the board of directors of the league voted 
unanimously to support passage of this legislation on the ground that it is 
urgently necessary as a means of securing a sound and continuing solution to 
the air pollution control problem of the metropolitan areas of the State It is 
believed that legislation of this type will provide the necessary stimulus for the 
‘onstruction of these facilities by private industry, and that unless some impetus 
of this nature is provided there will be little hope for early alleviation of the 
air-pollution problem in the counties of Los Angeles and Orange, With which you 
are so familiar. 

Any action which you may be able to take to assist the passage of this 
legislation at this session of Congress will be sincerely appreciated by the League 
of California Cities as well as the cities in Orange County who are most 
immediately and vitally interested in its passage. 

Sincerely, 





RicHARD GRAVES, Executive Director. 


UNITED STATES SENATE, 
COMMITTEE ON APPROPRIATIONS, 
July 18, 1953. 
Congressman DANIEL A. REED, 
Chairman, House Ways and Means Committee, 
House of Representatives, Washington, D. C. 


My DEAR CONGRESSMAN: As you probably know, many of the Nation’s munici 
palities and towns have, for some time, been petitioning the Congress to enact 
legislation to provide relief from the air-pollution problem affecting those areas 
l'v carry out this project, several bills have been introduced in the past Congress 
but regrettably no final determination on this legislation was made 

We have been advised that your committee has presently pending before it, 
H. R. 2720, introduced by Congressman Carl Hinshaw, and H. R. 2743, intro 
duced by former Congressman Poulson, and that you have scheduled hearings on 
the subject commencing next week. This legislation, a copy of which is attached, 
provides for a depreciation acceleration for pollution equipment prorated over a 
60-month period. 

Inasmuch as the city of Los Angeles is in critical need of Federal assistance on 
these ever-increasing difficulties of air pollution, we would sincerely appreciate 
any consideration you can provide looking toward a solution for this overall 
problem. 

With best regards, I remain 

Sincerely yours, 
THOMAS H. KucHet. 
WimtiAM F. KNOWLAND. 





CONGRESS OF THE UNITED STATES, 
HOUSE OF REPRESENTATIVES, 
Washington, D. C., July 22, 1953. 
Hon. DANIEL A. REED, M. C., 
Chairman, House Ways and Means Committee, 
House of Representatives, Washington, D. C. 

My DEAR Mr. REED: Your committee at present has under consideration H. R. 
2720, a bill which provides for the rapid amortization for tax purposes of facil- 
ities constructed by private industry for the control of air pollution. 
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This bill is of vital importance to both local governmental agencies of the 
State of California and private industry where air pollution is a serious problem 
and installations and construction of air-pollution control devices, facilities, and 
equipment are necessary. 

I will sincerely appreciate it if your committee takes this matter up as soon 
as possible, and I urge your favorable consideration of such legislation, 

Yours sincerely, 
Gorpon L. McDonoueH, 
Member of Congress, 15th District, California. 


SouTHERN HOSIERY MANUFACTURERS’ ASSOCIATION, 
Charlotte 2, N. C., March 31, 1953. 
Hon. T, COLEMAN ANDREWS, 
Commissioner of Internal Revenue, 
Washington, D. C. 

Dear Srr: According to press reports the Senate-House Tax Committee is giv- 
ing consideration to proposals for a more liberal treatment with respect to de- 
preciation of buildings and equipment for tax purposes. The purpose of this 
letter is to direct to your attention an exceedingly burdensome condition which 
exists in the hosiery industry in the hope that you may grant some relief through 
the medium of regulations whether or not the tax committee takes any action 
concerning depreciation allowances. 

A short history of the prevailing difficulties and conditions existing in the 
industry is in order so that you may have a better understanding of the situation 
as it stands today. 

When the regulation was issued in the middle thirties requiring that machinery 
be depreciated on the basis of its remaining useful life, new full-fashioned knit- 
ting machines were being sold at from $6,000 to $9,000 per machine. Today a 
machine made for the purpose of manufacturing full-fashioned hosiery costs 
from $35,000 to $40,000, installed. This increase in prices reflects not only the 
increases in cost of materials and labor, but also the tremendous improvements 
in the machines themselves. Most full-fashioned machines are built in sections 
operating on a single drive shaft and originally were made with 16 sections so 
that 16 stockings could be knitted in one operation. During the 30 years or so 
that such stockings have been made in this country, the number of sections has 
been increased from time to time so that today practically all of the machines 
being built are made with either 30 or 32 sections. Because the speed of the 
machines has been greatly increased and because several automatic features have 
been added, a single operator can run a machine producing either 30 or 32 stock- 
ings at each operation, whereas formerly an operator was required for a 20, 24, 
or 26 section machine. 

When the regulation mentioned above was issued, an arbitrary ruling was 
established by the Treasury Department fixing the useful life of new knitting 
machines at 15 years, thus permitting an annual depreciation charge of 6% 
percent. Because this decision appeared to us to be somewhat arbitrary and 
because it was made retroactive for 2 years, thus requiring full-fashioned oper- 
ators to open their books and pay additional taxes since they had previously 
charged 10 percent to depreciation, this association protested the ruling, but 
without avail. During the period of some 10 or 15 years up to the end of the 
Second World War, the ruling was not overly burdensome because the changes 
in the machinery were gradual and the obsolescence factor was not as serious 
as it has been in recent years. In the protest that was submitted, however, it was 
pointed out that while 15 years was not too long a period in which a machine 
could manufacture a stocking, the Department had not given sufficient considera- 
iton to the obsolescence factor which has since proven to be an unusually heavy 
burden on the hosiery industry. Just prior to the beginning of World War II, the 
machinery builders made available a machine which not only had a larger num- 
ber of sections, together with additional automatic features, but it made it pos- 
sible to manufacture a complete hose on 1 machine instead of requiring 2 
machines as previously. Prior to that time the leg portion of a woman’s stocking 
was knit on one machine as far as the ankle, and then the fabric was transferred 
to another machine called a footer in order to complete the hose. In addition to 
the new machine which made an entire hose without the necessity of transferring 
the fabric, machinery builders also produced attachments which made it possible 
to convert legging machines to make the entire hose. At the time of these 2 
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developments, there were approximately 16,000 full-fashioned machines in the 
industry, one-fourth of which were footers. Almost overnight these footers be- 
came worthless because their usefulness ended when the improved machines and 
the attachments were produced. During the 15-year period above mentioned, 
most of the full-fashioned hosiery mills operated on a 1- or 2-shift basis. Be- 
cause of the greatly increased cost of the new machines and in order to obtain as 
much production as possible because of the large investment, practically all of the 
latest type machines are operated 3 shifts. Obviously this serves to accelerate 
the wear-and-tear factors and provide another strong argument in favor of a 
more rapid depreciation schedule, 

Another factor which has accelerated obsolescence in knitting machines has 
been the trend toward finer gaged equipment which makes hosiery more sheer. 
With the advent of nylon which is a very fine fiber, the consumers have demanded 
that their hosiery be as light and fine as possible, and this has caused the junking 
of hundreds of coarse-gaged machines. The gage of hosiery refers to the number 
of needles to each 11% inches in the course around the stocking. For example, 
45 gage means that there are 45 loops to each inch and a half of the horizontal 
knitting process. The briginal machines were 36 gage, which was followed bjs 
39, 42, 45, 51, 60, and 66. The machinery builders are currently making nothing 
coarser than 51 gage, and they are being rapidly replaced by 60-gage machines 
It is extremely doubtful if there is a single 51-gage machine that could be sold 
today for its depreciated book value. While it is not intended to imply that there 
is a considerable amount of trading or selling of equipment by the hosiery mills, 
nevertheless, when it is decided to improve productive facilities in order to pro- 
duce goods to meet current demands, it is sometimes desirable to sell existing 
equipment. Simple justice would seem to demand that depreciated book value 
should have some reasonable semblance to current market prices. 

The industry is faced with the additional problem in that all of the new ma 
chines now in place can be operated at a speed of approximately 80 courses per 
minute. The largest machinery builder announced a few weeks ago the intro- 
duction of a new machine which will operate at 100 courses per minute, which 
will theoretically, at least, produce 25 percent more hosiery than the newest 
machines now in operation. In other words, it appears that while the industry 
has gone through a period of heavy losses on equipment and is permitted to 
charge only 6% percent per annum on its new equipment, it is now faced with 
the possibility of repeating the process because if the latest machines are success 
ful, then they will serve to force the present equipment out of existence through 
competition. 

It is generally conceded that when new machines are introduced into an in 
dustry, the profits are usually high during the first few years of their operation 
because the owners have a competitive advantage over other mills which have 
not yet acquired the new equipment. It would seem to be unreasonable that the 
owners of such equipment should be required to pay taxes on their profitable 
operations without commensurate depreciation allowance, only to find themselves 
a few years later with equipment on their hands on which only limited depre 
ciation has been allowed and with the market value of the equipment standing 
far below the depreciated book value. That is what has occurred in this industry 
in the past few years. 

Most of the above information has applied to full-fashioned knitting machines, 
but relatively the same considerations apply to new seamless knitting machines, 
The new machines making seamless hosiery are so far advanced over the older 
equipment that the depreciation allowance has been far from adequate. A new 
development in one type of seamless machines currently being offered to the indus 
try will have the effect of depreciating the value of a seamless type of machine 
far below the amount for which it is carried on the hooks of the owner. 

Now it would seem that some relief could be afforded in all justice to this 
industry without materially affecting the amount of taxes which will eventually 
be collected from its operations. The allowance of 624 percent is manifestly un- 
reasonable, and if a regulation could be issued which would provide a substantial 
percentage of depreciation during the early years of operation, with a declining 
rate thereafter, the problem could be fully solved. It is suggested that considera 
tion could be given to a rate of 20 percent for the first year in which the largest 
decline in value occurs, 15 pereent the second year, and 10 percent thereafter. 
Whatever rates may be decided upon should be permissive instead of mandatory 
There should be some flexibility allowed in order that each manufacturer may ad- 
just his depreciation charges according to his own judgment within prescribed 
limits. The ideal method, of course, would be to leave depreciation entirely up 
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to each individual, and this would solve the entire problem. Some arrangement 
should also be made to permit adjustments in order to bring depreciation charges 
up to date relative to machines purchased within the past 3 or 4 years. It would 
not be necessary to provide for refunds for previous years, but adjustments could 
be made over a period of 2 or 3 years in the future to balance up depreciation 
charges to conform to whatever new basis might be established. 

If the machinery is capable of continuing to operate on a competitive basis 
after having been fully depreciated, then of course taxes on its production would 
be based on all profits without any depreciation; but this would be an entirely 
new experience for the hosiery industry because for the most part technological 
improvements have been so rapid that most machines have become obsolete 
competitively long before the expiration of 15, or in recent times, even 10 years. 

lhis letter is more or less a preliminary presentation of this subject ; but after 
you consider it, we will be pleased to consult with any officer designated by you 
or supply such other information as may be desired. We are quite hopeful that 
some relief along the lines mentioned can be granted. 

Respectfully yours, 
F. R. Duruam, President. 


P. S.—Incidentally, since the war the hosiery industry has expended more than 


$200 million on the purchase of new full-fashioned machines, Ali other machines 


are becoming obsolete, even though they have not been fully depreciated. 


Fort Howarp Paper Co., INc., 
Green Bay, Wis., July 24, 1953. 
Statement on Depreciation Policy. 
WAYS AND MEANS COMMITTEE, 
House of Representatives, Washington, D. C. 
(Attention of Hon. Daniel A. Reed, chairman.) 

DeAR Sir: We are very interested in the depreciation aspect of your current 
study of the Internal Revenue Code and therefore wish to set forth below our 
ideas on this important subject. 

Probably the major problem facing business management today is capital to 
finance necessary replacements of assets and additions to plant properties, 
Under present code provisions we are permitted to deduct the original cost of 
the asset over its estimated life. ‘This deduction cannot provide the funds with 
which to replace the asset since the cost of new machinery today is many, many 
times the cost of similar machinery 10 or 20 years ago. In our industry (sani 
tary tissue papers) technological postwar advances have been phenomenal so 
that we are faced with the serious problem of replacing usable machinery with 
new improved, faster, and more accurate equipment at constantly increasing 
costs. Thus we find ourselves between the Scylla of a shortage of working 
capital (caused by high tax rates and reinflation depreciation schedules) and 
the Charybdis of a high-cost operation if we fail to maintain a modern plant. 

\ logical recognition of this problem would permit taxpayers to deduct depre- 
ciation based on present values of property and equipment in use, ‘Lhis change, 
however, would undoubtedly reduce tax revenues and may not be feasible at this 
time. 

There is one change, however, that should not cost the Government any tax 
revenue. That change would be a provision giving the taxpayer the right to 
determine its own depreciation policy without fear of change by bureau agents. 
Total depreciation deductions could be limited to cost so that no one would get 
deductions for more than his investment. Further changes in the capital-gains 
provisions could be made to eliminate possible abuses. 

it is difficult enough for a taxpayer to determine depreciation rates when 
assets are acquired. It shou!d be unnecessary for a taxpayer to spend much time 
and money trying to support his determinations before Bureau agents. The only 
result of the great amount of effort expended by taxpayers and the Bureau in 
changing depreciation deductions is the acceleration of taX payments to a minor 
extent. Many authorities feel that total tax revenue has actually been reduced 
by these changes. Our own experience supports this view. 

It goes without saying that where a depreciation schedule has been approved 
by Bureau agents after detailed examination on the one subject of depreciation, 
the Bureau should not be permitted subsequently to change the schedule on the 
theory that subsequent events have proved the Bureau wrong. 
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Recently the Bureau of Internal Revenue announced a policy of being more 
liberal in this respect. While such a policy is helpful we believe that expression 
of congressional intent in the form of an amendment to the code is necessary to 
clarify the situation. Such an amendment should give the taxpayers the right 
to determine their depreciation policies. 

Respectfully submitted. 

Fort HOWARD PAPER Co., 
By A. E. Corrin, President. 


STATEMENT OF ARTHUR J. PACKARD, PRESIDENT, AMERICAN HOTEL ASSOCIATION 


Chairman Reed and gentlemen of the Ways and Means Committee, I am 
Arthur J. Packard, president of the Packard Hotels Co., Mount Vernon, Ohio, 
owning and operating a chain of small hotels in that State. I am also president 
of the American Hotel Association, representing a substantial majority of all 
the hotel rooms in America. 

I am grateful for this opportunity to confer with you and to discuss briefly 
some of the problems of the hotel industry, with reference to item 20 on your 
| agenda. We have noted with deep interest that there are numerous bills before 
your committee which would permit the taxpayer to determine the useful life of 
property for purposes of determining depreciation. Adoption of such a proposal 
would meet our need. 

Although hotels of the country contain approximately 1,500,000 rooms, and can 
accommodate more than 2 million guests each night of the year, 70 percent of 
our hotels contain 100 rooms or less. So we are essentially small-business 
establishments. 

Hotels have been experiencing a declining volume of occupancy since 1946, and 
in view of high costs of operation this has caused considerable concern within 

| the industry. An accurate measurement of our national volume of business is 
i found in the comprehensive studies of two nationally known accounting firms 
i specializing in the hotel industry. For the calendar year 1952 national hotel 
| occupancy is reported by Horwath & Horwath at 76 percent and by Harris, Kerr, 
j Forster & Co. at 77 percent. This means hotel room occupancy is now back to 
1942 levels. 
Hotels are traditionally a low-profit industry. Reasonable earnings have been 
i enjoyed by some establishments during the past 10 years. However, on a national 
basis the accounting firms reveal that for 1952 the rate of earnings on the fair 
value of hotel properties was about 744 percent before Federal income tax+s and 
about 5 percent after deducting corporate income taxes. The Bureau of Internal 
Revenue shows hotels as experiencing a smaller base period rate of return per- 
centagewise than the other retail and service industries. And, of course, we in 
the hotel business will never forget the decade of the thirties, when approxi- 
mately 81 percent of all hotels either went bankrupt or were obliged to refinance. 
| Thus the hotel industry is forced to retain as much earnings after taxes as pos 
sible because it is operating on a low-profit basis and requires continual reinvest- 
ment of earnings in depreciable assets. 

Because depreciable assets constitute a very heavy proportion of total assets 
employed by hotels, we in the hotel business are unusually grateful to your com 
mittee for the instances in recent years when you have seen fit to amend the 
Revenue Code in a manner which corrected some of the inequities which we 
experienced. As I approach the subject of depreciation today I want to recall 
for the record the action of your committee, beginning with Judge Hobbs back 
in 1946, in restoring to hotels and other taxpayers surplus capital cred ts whie! 
they had been denied under the Supreme Court ruling known as the Virginian 
Hotel Co. case. Carrying on the fight which Judge Hobbs started, we will always 
remember the efforts of Mr. Camp, Mr. Dingell, you, Mr. Chairman, and other 
members of your committee in correcting this grave inequity. 

And we now laud your committee for undertaking this thoroughgoing study 
of the Revenue Code, including the subject of depreciation and amortization. 
During the past 20 years numerous things have happened, at least in our busi 
ness, causing dislocations in our economy. Throughout the abnormalities of the 
war period, with its rent control, price ceilings and material controls, hotels 
were unable to keep their properties maintained satisfactorily and to offer the 
desired high level of services. Material shortages caused shortcomings in our 
maintenance, and general neglect of our property. Year-end cash reserves, 
falsely treated as earnings, were taxed away. Also, the Bureau had begun 
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tightening up on depreciation schedules. So a general squeeze was present. 
It became apparent that the motivating factor in the administration of all our 
tax laws was that of immediate revenue to the Treasury. 

Business generally, however, believes that such new policies as that set forth 
in mimeograph 183, liberalizing depreciation procedures, point the way to a 
more fair and equitable type of treatment of one important field, depreciable 
assets. Representatives of our industry have discussed with officials of the 
Bureau of Internal Revenue three problems which we are experiencing under 
the heading of depreciation, in the light of the new policy set forth in mimeo- 
graph 183. We have sought administrative relief, but there appears some un- 
certainty as to whether Bureau personnel possesses the wide latitude of action 
necessary to acquiesce with our proposals. This is the reason we want to confer 
briefly with your committee, and make these three problems a matter of record. 

First, there are some instances where Bureau of Internal Revenue agents 
have arbitrarily extended the useful life of hotels beyond 40 years. A study 
made by the American Hotel Association showed that a great many hotels 
have not lasted beyond 35 to 40 years. There are some which have endured 
as long as 50 years; however, such hotels have undergone extensive improve- 
ment and modernization, almost to the extent of rebuilding them. 

The real problem of the majority of hotels lies in the history of their build- 
ing. Most hotels were constructed in the 1920's. There was virtually no sig- 
nificant hotel building until after the past war. Hence, the typical hotel is from 
25 to 30 years old. When internal revenue agents find the hotels to be in ap- 
parently good condition, they dispute the original estimated life of 40 yvears 
and want to extend the period of depreciation. Even though our hotel build- 
ings may be in good condition after 25 to 30 vears, we hotel owners are not 
at all convinced that they are going to be serviceable beyond our original estimate 
of 40 vears. Hotel obsolescence is an acute problem today in view of the 
tremendous technological advances. Also, the mere realinement of major high- 
ways in and out of a city can make a hotel building obsolete overnight. There 
have heen improvements in elevators, air conditioning, furnishings, and equip- 
ment that virtually revolutionize the methods of doing business. But, it is not 
always possible to put new things into an old structure. Hence, when a revenue 
agent makes an extension in the depreciable life of a hotel building beyond 
40 years, he not only ignores the statistics on the average life of the hotel 
buildings but he also makes an unwarranted assumption on the ability of the 
typical hotel to maintain its level of business in the face of these many technical 
improvements I have mentioned. 

We will shortly file with the Commissioner an inquiry as to whether his 
mimeograph 183 gives him authority to reassure hotel owners that their 40-year 
life estimates will be honored. However, we feel that his answer may well be 
based upon the guidance that he can secure from this committee. We urge the 
committee to make it possible for the Commissioner to apply realistic principles 
to the problem of the lifetime of hotel buildings. 

Second, we are asking the Commissioner for a revision of bulletin F, dealing 
with hotel furniture, fixtures, and equipment. The average useful life set up 
for personal property within our structures is far from accurate. As an 
example, a 6-vear life is shown for blankets and bedspreads, whereas a more 
realistic span would be 2 to 3 vears. Curtains and draperies are treated as 
having a life span of 12 years, whereas 2 to 3 years would be far more realistic. 
Further, shades and screens are given a 10-year life. We would advocate that 
this be changed to 5 years. Here again, the staff people to whom we proposed 
this revision are still weighing the question as to whether the Bureau does have 
the right, under mimeograph 183, to acquiesce in this request. 

If the taxpayer should he accorded the same latitude in determining the 
annual write-off for depreciation that is given today to the Canadian property 
owner, an interesting development might be noted in our business. There are 
some hotel men who feel quite strongly that depreciation rates on elevators, air 
conditioning, and similar heavy building equipment, might properly be tied to a 
sliding scale of occupancy, and charged off in direct ratio to the actual usage. 
It would be very easy for a hotel to establish this ratio from its operating figures 
at the end of any given year. 

Third, we will soon place before the Commissioner an original proposal for an 
alternate method by which buildings an’! contents might be depreciated for 
income tax purposes. This principle is apnlicable in almost every hotel building 
today. Neither the straight-line method, nor the declining balance method, as 
now approved by the Bureau, meets the needs of our industry in 1953. There 
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are serious objections to both. As a result, one of the outstanding accountants 
in our industry, Paul V. Wolfe, partner of Harris, Kerr, Forster, & Co., devised 
this third type of depreciation, which he has called the “modified declining 
balance method.” This method conforms with the general principle of the 
declining balance method now permitted by the Bureau. However, the Bureau's 
method has the very serious fault of not allowing the taxpayer to completely 
depreciate his fixed assets. Instead, the Bureau’s method stops the depreciation 
when only 75 to 80 percent of the original cost has been written off. Now I am 
sure that the committee will agree that any method that does not allow a tax- 
payer to depreciate his assets 100 percent is a method that contravenes all known 
and generally accepted policies of depreciation. Mr. Wolfe’s method cures that 
error by a method which will depreciate an asset completely by the end of its 
useful life. 

Permit me to file, for the record, a four-page statement describing this new 
formula. This was first discussed with Mr. Stam of your Joint Committee on 
Internal Revenue Taxation 4 years ago, and has since been discussed with some 
Treasury officials, as well as Bureau of Internal Revenue personnel. In this 
instance, too, Bureau personnel are not sure whether they have the authority 
to approve a formula of this character under existing statutes. 

Thank you sincerely, gentlemen, for this opportunity to appear before you once 
again. Our industry commends you, individually and collectively, for the out- 
standing leadership which you have provided the Nation in recent years. 


COMPARISON OF ALLOWANCE FOR DEPRECIATION UNDER STRAIGHT LINE, DECLINING 
BALANCE, AND CONSTANT DECLINING BALANCE METHODS 


STATEMENT OF THE PROBLEM 


The following comments upon the subject of depreciation are confined to 
buildings. While, theoretically, the Commissioner has prescribed no particular 
method for depreciating buildings, the method of almost universal application 
has been the so-called straight-line method, which consists in determining the 
salvage value, deducting such value from the basis of the building, the remainder 
being divided by the number of years in the estimated useful life of the building. 
The quotient is the annual depreciation expense or deduction. For example, 
assume a building cost $110,000 with an anticipated salvage value of $10,000 
and an anticipated useful life of 40 years. The annual depreciation expense or 
deduction would be $2,500, computed as follows: 


$110,000—$10,000 


40 =$2,500 

While this method has the virtue of simplicity which explains, in part its 
popularity, nevertheless, it does not accord with experience and reality in the 
case of buildings. The ultimate reason and purpose in allowing depreciation 
is to permit the recovery of the basis of a depreciable asset by an annual charge 
against each year’s income so that each year’s income will be charged with its 
proper share of the economic exhaustion of the fixed assets. What is the 
economic exhaustion of a building in its Ist year? What is the economic 


exhaustion of that building in its 40th year? Obviously, as a matter of 
experience the amounts cannot be the same, and yet, under the straight-line 
method that is exactly the conclusion reached, for, in the example already given, 
the depreciation expense for the first year, as well as the 40th year, is $2,500 
per year. And this in spite of the fact that in the Ist year the building, since 
it is new, produces its greatest revenue and requires relatively no repairs, whereas 
in the 40th year the building being old is producing its smallest revenue and 
requires repairs to the point that under our economy the question is a common 
one, whether to launch a program of complete rehabilitation or demolish the 
structure entirely. 

Therefore, since this defect in the straight-line method of depreciation is 
recognized by all merely by a reference to ordinary experience, the question 
then to be decided is what other method will more closely approximate reality, 
not only for the 1st and 40th years but also for the 38 intervening years. 


COMMISSIONER'S ALTERNATIVE NO SOLUTION 


An alternative to the straight-line method is the declining-balance method. 
This method contemplates applying a fixed percentage to the undepreciated )al- 
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ance of an asset so as to arrive at the depreciation expense for each year of 

the life of the asset. The percentage must necessarily be very high because it 

must be applied to the undepreciated balance of the asset and not the originial 

basis of the asset. The formula used in arriving at the fixed percentage is 
salvage value 


1 where 
cost 


‘n” equals the estimated life of the asset. (For a 
further explanation of this method see paragraph 14128 of the 1950 Prentice 
Hall Federal! Tax Service.) 

Now, the Commissioner has recognized the objections to straight-line method 
of depreciation in IT 2369, C. B. December 1927, page 63, as modified in IT 
3818, C. B. 1946-2, page 42 and specifically in respect to buildings in Bureau 
letter dated August 30, 1946, to the Housing Commissioner and Bureau letter 
dated September 11, 1946. (See paragraph 14128 of 1950 P. H. Federal Tax 
Service.) Briefly, the Commissioner will permit the declining-balance method 
in respect to buildings provided that such depreciation does not exceed 150 
percent of the normal straight-line rate. At first blush, this seems like a liberal 
concession on the part of the Commissioner. Actually, however, with the 150 
percent limitation, a taxpayer who intends to stay with his investment indefinite- 
ly is on treacherous ground and is much better off with the straight-line method 
with all its obvious faults. In applying the formula required by the declining- 
balance method it is necessary that there must be no limitation, otherwise, the 
result is that a substantial portion of the basis remains in the last year which 
will never be recovered. The Commissioner’s purpose in imposing the limitation 
in the early years is to prevent a disproportionate depreciation expense in the 
early years and this is supported by sound reasoning. Where the Commissionr 
goes astray is that he does nothing to offset the reduced depreciation in the 
latter years. Obviously, then the solution lies somewhere between the straight 
line method and the declining-balance method as limited. This method, which 
we will call the constant declining-balance method, attempts, and we believe suc- 
cessfully, to retain the virtues and to eliminate the vices of the straight-line 
method and the declining-balance method as limited. 


THE CONSTANT DECLINING BALANCE METHOD 


This method assumes that the Commissioner’s limitation of 150 percent of 
straight line depreciation for the first year conforms to experience generally. 
It would then follow that if the building depreciated at a constantly declining 
rate, the depreciation expense for the last year would be 50 percent of the 
straight-line method. Depreciation expense would, therefore, decline in a con- 
stant inverse arithmetical progression. The following table shows the annual 
depreciation expense for each of the 3 months discussed, in the case of a 
building having an estimated life of 40 years, a cost of $110,000 and a salvage 
value of $10,000: 
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It can be seen from the foregoing chart that under the declining-balance method 
as now limited by the Bureau of Internal Revenue at the end of its estimated 
useful life of 40 years, there is still over 21 percent of the value that has not been 
depreciated. It, therefore, is readily apparent that this method leaves some- 
thing to be desired because it would be impossible to ever recover the cost of 
the building over its estimated useful life. Such recovery would only be had 
where there is an extremely high salvage value, which condition never exists 
insofar as buildings are concerned. As a matter of fact, the cost of demolition 
exceeds the salvage value. The only reason a salvage value was used in the 
illustration is that the declining-balance method in the application of the formula 
requires a salvage value. 

A chart is attached hereto which illustrates graphically the annual deprecia 
tion expense under the three methods and indicates graphically, it is believed, 
the conclusions in respect to the three methods. 


SUMMARY 


The constant declining balance is to be preferred because— 

1. Use of this method results in reasonable allowance for depreciation 
each year. 

2. This method provides for greater depreciation during the early years, 
thereby conforming more nearly with reality than does the normal straight- 
line method. 

3. This method tends to equalize the total annual depreciation and repairs 
expense throughout the life of the asset. 

+. This method provides for full recovery of cost by reason of depreciation 
allowances during the life of the asset. In this connection it is far superior 
than the declining-balance method as long as the Bureau insists upon the 
150-percent limitation. 

5. This method meets the Bureau's limitations of 150 percent of the normal 
straight-line rate. 





STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES ON INTERNAL 
REVENUE CODE PROVISIONS IN Re Topic No. 20, DEPRECIATION AND AMORTIZA- 
TION 


The chamber’s policy statements with respect to depreciation and amortization 
are as follows: 

“Full costs of depreciable property should be recoverable free of tax as rapidly 
as is reasonable; the depreciation claimed by the taxpayer, in accordance with 
the computations used in his books of account, should be accepted unless clearly 
unreasonable. The ‘tax benefit rule’ should be applied to adjustments of the 
tax basis of property on account of depreciation and depletion. 

“Possible methods of giving suitable recognition to increased costs of replace- 
ments should be considered. 

“The cost of emergency facilities acquired for defense purposes should be 
amortizable in not to exceed 5 years, and without being made contingent upop 
establishment of possible residual usefulness.” 


I, DEPRECIATION 


Since the Revenue Act passed in 1913 Congress has recognized the need for 
reasonable depreciation allowances. The provision in section 23 (1) of the 
Internal Revenue Code for a “reasonable allowance for the exhaustion, wear, 
and tear” of property stems from the 1913 act. 

In the early years following the 1918 act depreciation allowances were not a 
major source of controversy between taxpayers and Treasury officials. Tax 
rates were low and the Treasury Department’s policy was liberal. It was recog- 
nized that after capital items had been fully depreciated there would be increased 
net income subject to tax. Accordingly, Treasury officials accepted the taxpay- 
er’s depreciation estimates “unless shown by clear and convincing evidence to 
be unreasonable” (U. S. Treasury., Regs. 77, art. 205). 

In 1934 all this was changed. Incomes were low and taxes were not produc- 
ing enough revenue to meet the costs of the new administration. Depreciation 
allowances were seized upon as a source of temporary additional revenue. It 
was believed that an additional $85 million in taxes could be raised by a change 
in policy toward depreciation allowances. 
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A subcommittee of the Ways and Means Committee of the 73d Congress pro- 
posed a flat 25-percent reduction in overall depreciation allowances to be ap- 
plicable for a 3-year period. Objections to this proposal were advanced, and the 
Treasury proposal as an alternative that assets should be depreciated over their 
“useful lives.” Where a taxpayer had had considerable leeway in determining 
depreciation, he would be put to strict proof of every dollar of depreciation 
claimed. The Treasury had confidence that the shift in the burden of proof 
would raise as much immediate revenue as the subcommittee’s proposal for a 
flat 25-percent reduction in depreciation allowances. 

The Treasury’s recommendation was approved and was placed in effect by 
T. D. 4422 and Mimeograph 4170. 


Basis of depreciation rates now in use 


Since the issuance of T. D. 4422 and Mimeograph 4170 shifting the burden of 
proof on depreciation allowances to taxpayers, and until the recent policy change 
announced by the Commissioner of Internal Revenue, which is discussed below, 
revenue agents auditing tax returns have repeatedly insisted upon lowering de- 
preciation rates originally established by management in the exercise of sound 
business judgment as required to recover investment costs over reasonable 
periods. 

In many instances the reductions in depreciation allowances compelled tax- 
payers to retain property longer than was advisable. This in turn often led to 
further reductions in depreciation allowances. Since Bulletin F (revised 1942) 
emphasized the historical usefui lives of property, taxpayers who, because of 
inadequate depreciation allowances, could not afford to replace property were 
usually confronted with elaborate Bureau studies showing the long physical lives 
of their depreciable property. These studies were then used to require the tax- 
payers to reduce further their depreciation rates and allowances. 

As a consequence, depreciation rates in use today are unrealistically low, and 
depreciation reserves are wholly inadequate for the replacement of wornout and 
obsolete plant and equipment. 


Depreciation controversies 


A simple illustration will show the problems which have confronted corpora- 
tions over these years in determining depreciation under section 23 (1). Within 
the last 2 years a revenue agent proposed a new audit of the depreciation sched- 
ules of a large manufacturing company. This corporation had periodically gone 
through lengthy depreciation discussions with revenue agents. 

In accordance with the policy of the Bureau of Internal Revenue on deprecia- 
tion cases, company officials were requested to prepare and submit detailed 
information on the machinery. This information consisted of elaborate sched- 
ules showing all machinery and equipment acquired by it for the prior 20 years. 
The schedules had to show the total dollar amounts of the acquisitions each year, 
the retirements of machinery and equipment for the 20-year period, and the 
retirements by year of acquisition. Since the company had millions of doliars 
invested in machinery and equipment, the task of supplying this information 
was very time consuming, particularly since the method approved for computing 
depreciation by the previous examining agent was a composite method of depreci- 
ation and the information requested was not readily available. 

The schedules were duly submitted, and after some months the revenue agent 
appeared with elaborate charts computing the “average life "of the company’s 
machinery and equipment arrived at by the use of an asymptotic study, with 
graphs attached; a mortality study, with survival rates projected; and a turn- 
over study arrived at by accumulating additions backward and adjusting for 
growth. The agent concluded that the “useful life’ of the machinery and 
equipment was substantially in excess of that which had been used in deter- 
mining depreciation allowances and which had been approved by the prior agent. 
The company objected strenuously because the mortality studies reflected the 
depression years when it could not afford new machinery and the war years 
when it could not acquire such machinery. The studies also included many 
machines long since obsolete but kept for emergency purposes so that an unusually 
long life was shown. ; 

The company had several choices when confronted by these studies. It could 
agree to the rate reduction insisted upon; it could hire engineers at great expense 
to refute the agent’s studies on a machine-by-machine basis; it could litigate; 
or it could agree to whatever rate the agent would set. The net result after 
months and months of preparation and discussions was that it agreed to a 
reduction in the depreciation rate. This decreased allowances for open and 
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future years, and the immediate effect was to reduce the amount which its 
directors felt they could authorize for the purchase of modern machinery. 


Recent policy change by the Commissioner of Internal Revenue 

By issuing I. R. 052, I. R. Mimeograph No. 183, and 1. R. Circular No. 144 
on May 12, 1953, the Commissioner of Internal Revenue called a halt to the 
prior practice of questioning depreciation allowances when there was no Clear 
and convincing basis for change. This new policy will be very helpful in avoid- 
ing needless controversies over existing rates. However, since it appears only 
to contemplate a “freeze” of current depreciation allowances which in them- 
selves are not realistic, more is needed to correct the inequities of the past. 


Recommended change 

The chamber of commerce recommends that the Internal Revenue Code be 
amended to make it clear that a taxpayer will be permitted to recover the full 
costs of depreciable property as rapidly as is reasonable, and that the deprecia- 
tion deductions claimed by a taxpayer, if in accordance with the computations 
used in his books of account, will be accepted unless clearly unreasonable. 
Taxpayers should not be required to adhere to depreciation allowances used 
for tax purposes in prior years if those allowances were merely compromises 
with revenue agents or were set too conservatively in order to avoid controversy 
with the Bureau of Internal Revenue. 

If taxpayers are to be encouraged to maintain their productive equipment 
and to modernize their plants, they must have assurance that they can recover 
new investments over a reasonable period of time. Those charged with busi- 
ness management, their financial advisers and auditors are in the best position 
to determine what investments should be made and the period over which those 
investments should be recovered in order to insure adequate maintenance and 
timely replacement of plant and equipment. Where taxpayers establish depre- 
ciation allowances for financial accounting purposes upon their books of account, 
those allowances should be accepted unless shown by the revenue agents to be 
clearly unreasonable. Those allowances should be continued until a taxpayer’s 
entire investment has been recovered as an offset against taxable income, 
Reproduction costs 

As a result of the high tax rates over the past years, and the drastic redue- 
tion in the value of the dollar, taxpayers have greater difficulty in securing 
capital to replace wornout and obsolete facilities. Replacement costs are much 
higher than the original cost of the facilities being replaced and depreciation 
reserves are insufficient to finance replacement. 

Reproduction cost depreciation may not be an answer to this problem because 
of the difficulties which would be encountered in administering such a depreci- 
ation system. Nevertheless, possible methods of giving suitable recognition 
to increased costs of replacements should be considered. As stated in the 
report of the Senate Select Committee on Small Business (S. Rept. 442, 83d 
Cong., 1st sess., p. 14): 

“We do not wish to recommend a reproduction-cost basis for calculating 
depreciation, but we do believe that management should have a greater latitude 
for judgment and should tie depreciation charges to its own policies as they 
relate to machinery replacement and the recognition of obsolescence.” 


Effect on Federal revenues 


In the past the main objective to any liberalization of depreciation has been 
its effect upon Federal revenues. The chamber’s proposal for permitting de- 
preciation allowances corresponding with a taxpayer’s computations used in 
his books of account should not, in the long run, have a substantial adverse 
effect on revenues. Any temporary loss during the first few years would be 
recovered by increases in later years after all depreciation allowances had 
been taken. Once a taxpayer has charged investment costs against taxable 
income by way of depreciation, no additional allowance could be taken. Fur- 
thermore, the stimulant provided by encouraging expansion and the replace- 
ment of obsolete plant equipment would quickly result in an increased tax 
base. 

It. AMORTIZATION 
Section 124A of the Internal Revenue Code, like its predecessor, section 124 


during World War II, has been effective in making possible the expansion of 
the Nation’s productive capacity to meet the Korean threat. There are, how- 
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STATEMENT SUBMITTED BY THE NATIONAL ASSOCIATION OF WOOL MANUFACTURERS, 
in the following ways: 

1. The practice of issuing partial or percentage certificates based on post- 
emergency utility and portions of facilities not attributable to defense purposes 
should be abolished, and certificates should be granted on 100 percent of emer- 
gency facilities as they were during World War II. Holders of partial certifi- 
eates should be allowed to write off the entire unamortized portion of the 
facility’s adjusted basis over the period of the emergency remaining after 
June 30, 1953. 

2. The “compression” or “telescoping” of the 60-month amortization period, 
which was an integral part of the World War II statute, should be revived to 
permit the amortization of emergency facilities over the actual period of the 
emergency, or the 60-month period, whichever is shorter, in the event the 
emergency is declared terminated or the need for the emergency facility no 
longer exists. 

3. In the case of industries where emergency production ends as soon as 
the manufacturers of military end products have been fully equipped for pro- 
equipment, and affords taxpayers some added protection against loss through 
when its defense-production goal has been achieved. 


’ 


Partial certification 

The partial certification considered by the Office of Defense Mobilization and 
its two predecessors, the Defense Production Administration and the National 
Security Resources Board, to be permissible under section 124A has led to 
discrimination between taxpayers with comparable emergency facilities. For 
example, taxpayers filing applications for necessity certificates at different 
times or taxpayers whose applications have been processed at different times 
bave received different percentages of certification, although they may be com- 
petitors facing the same problems of expansion and little or no prospect of 
future utilization of the facilities. Provision should be made retroactively in 
circumstances which exist like those in machine-tool-expansion programs for 
100-percent certification of all facilities, any part of which has heretofore been 
certified as necessary in the interest of national defense and for 100-percent 
certification of all facilities hereafter certified. This was the pattern in World 
War II certification. No good reason exists today for limiting 1 defense builder 
to 40 percent or 60 percent when his competitor has been given 75 percent or 
even 85 percent certofication. 

“Compression” or “telescoping” 

Although it is anticipated that the present emergency will probably continue 
some time, a provision should be included in section 124A for the recomputation 
of amortization deductions over a period shorter than 60 months ending with the 
date the emergency use or need for facilities of the Nation, an industry or industry 
subgroup is declared terminated by Presidential proclamation. Such a concept 
was included in the World War ITI section 124 (d). If such a provision is not 
included in section 124A, many manufacturers will enter a postemergency period, 
so far as their facilities are concerned, with emergency capacity no longer re- 
quired and for which full amortization deductions have not been taken. Amor- 
tization deductions which have not been taken could, perhaps, be offset against 
income from normal commercial operations in the case of many industries. The 
prospect, though, is bleak for the durable-goods producer who is, in effect, manu- 
facturing himself out of business. Amortization deductions should be related 
directly to income, produced by facilities qualifying for amortization. To accom- 
plish this, as suggested above, there should be a general provision in section 124A 
for a recomputation of amortization deductions when the emergency use or need 
is declared at an end by the President. 

Shorter amortization for certain critical industries 

The provision in the World War II amortization section 124 (d) for compressing 
the amortization period when facilities are no longer necessary for defense pro- 
duction should be written into section 124A. The lack of such a provision is of 
particular concern to industries such as the machine-tool industry, because of 
the prospect of tooling up the defense program long before the expiration of the 
60-month period over which facilities currently being acquired and constructed 
can he written off. 
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STATEMENT SUBMITTED BY THE NATIONAL ASSOCIATION OF WOOL MANUFACTURERS, 
New York Ciry, IN Re Topic 20, DEPRECIATIONS AND AMORTIZATION 


The association recommends amendment of the code to permit taxpayers to 
elect to depreciate new productive equipment over its useful economic life and at 
reasonable rates as determined by them. Of particular importance is the right 
to depreciate substantial amounts in the first or first few years of the life of 
the equipment. This results in a closer reflection of the actual market value of 
equipment, and affords taxpayers some added protection against loss through 
obsolescence, 


STATEMENT OF GEORGE S. EATON, EXECUTIVE SECRETARY, NATIONAL TOOL AND DIE 


MANUFACTURERS ASSOCIATION, CLEVELAND, OHIO, ON GENERAL FEDERAL Tax 
REVISIONS 


My name is George S. Eaton, and I am executive secretary of the National 
Tool and Die Manufacturers Association, Cleveland, Ohio. 

Our association has as members more than 750 of the leading contract shops— 
that is, jobbing shops—that make specially designed dies, tools, jigs, fixtures, 
molds, gages, and machines. For their business, they must look to the plants 
which manufacture all sorts of metal and plastic products and which find it more 
satisfactory to have much or all of their special tooling made in these contract 
shops rather than in their own toolrooms. 

Contract tool-and-die shops are all small businesses with employment ranging 
from 5 or less up to 400 or so. A typical tool-and-die shop employs 30 to 40. 

These shops are owner-operated, usually by men who began as tool and die- 
maker apprentices and eventually went into business for themselves. It has 
been customary for them to expand their shops by plowing back retained earn- 
ngs—usually the only important source of capital—in order to take care of the 
constantly expanding need for special tooling both in peacetime and wartime. 

Since mass production is impossible without the special tooling made by these 
shops, the war production potential of this country can be no greater than its 
ability to provide special tooling as rapidly as needed. Therefore it is de- 
cidedly in the public interest that the contract tool-and-die industry be further 
developed and maintained in a strong, healthy financial condition. 

This requires the lightening of the present tax load. We are assuming, of 
course, that the excess-profits tax will not be continued beyond December 31, 
1953. While the expiration of this inequitable and throttling tax will be very 
helpful, still other steps will be necessary hefore the tool-and-die shops are able 
to retain sufficient of their earnings to finance the modernization of their equip- 
ment and to expand their facilities in the pattern that for so long marked the 
American way of life. 

These small enterprises must look to their owners and operators, and to the 
‘arnings that can be retained for plowing back into the business for their finan- 
cial needs. And whereas once it was possible for them to lay aside reserves 
in good years to help them through the bad ones that inevitably followed, this 
is no longer possible under the very high income taxation now in effect. 

Speaking for the small-business men who operate these contract tool-and-die 
shops making special tooling, we recommend that the present surtax exemption 
of $25,000 be increased to $100,000. We understand that this higher exemption 
would result in a relatively minor loss of revenue whereas it would be very 
helpful in making it possible for a small business to expand in accordance with its 
possibilities. 

The present double taxation on corporate dividends is widely recognized as 
unfair and it is certainly time that steps be taken to lessen the inequity. It 
would seem no more than fair to allow individual stockholders a credit for divi- 
dends received equal to the lowest tax bracket of the personal income tax. 
Since the stock of tool-and-die shops. where they are incorporated as a great 
many of them are, is closely held, such a credit would give the owners still 
further funds for reinvestment in the business. 

This would also, to some extent, lessen the problems resulting from section 102, 
penalty tax on undistributed profits. 

While the Bureau of Internal Revenue has not heen applying this tax vigor- 
cusly, it is always a threat, particularly for companies that are closely held, 
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We would suggest that it be eliminated as regards small corporations and that 
in any case the burden of proof that retained profits are unreasonable be shifted 
to the Bureau of Internal Revenue. And whenever imposed this penalty tax 
should apply only on the part of the accumulation of earnings that is found to 
be unreasonable rather than on the entire amount. 

Since a large share of the tool-and-die shops are operating as partnerships or 
sole proprietorships, the present very high personal income tax rates should be 
lowered as rapidly and as far as practical. Of course, the scheduled reduction 
of some 10 percent the first of next year will be helpful but that will still leave 
these rates almost confiscatory in the higher brackets. 

One other point is of great importance to all tool-and-die shops regardless of 
the type of ownership. This is a liberalization of the regulations regarding 
allowances for depreciation and obsolescence. The useful life of a machine 
tool in a tool-and-die shop may be considerably less than in an ordinary machine 
shop or in a mass-production plant because of the extreme accuracy to which the 
employees of a tool-and-die shop must work. Measurements must often be exact 
to one ten-thousandth of an inch—which is no more than one-thirtieth the 
thickness of a human hair. 

There is a widespread feeling that the period over which full depreciation of 
machine tools and other equipment is allowed should be determined by the shop 
owner and not by the Bureau of Internal Revenue, as at present. If it is felt 
necessary to set some limit on the shortness of this period, we would suggest 
5 years. It will be found, we are sure, that in many cases the shop owner will 
not wish to write off much of his equipment in less than 10 years, and in some 
may wish to spread out the writeoffs on some types of equipment over a longer 
period. Sut in view of the violent ups and downs experienced in the tool-and- 
die industry and the possibility of rapid changes in the equipment made for tool- 
room use, the shop owner should be able to get back his investment in a relatively 
short period of time so that he can keep his shop modern and prepared for the 
sudden load of tooling for defense that may come at any time. 

The allowance of rapid depreciation will not itself reduce Government income 
from taxation over a period of time, assuming some stability in tax rates. There 
is just so much to be written off, whether it be divided into 5 or 20 installments. 

Under the present system it is very difficult for a shop owner to obtain approval 
of a higher than usual depreciation rate where the equipment is used for longer 
hours than normal. Since such use undoubtedly reduces the useful life of the 
equipment, this fact should be recognized by the Bureau of Internal Revenue 
and a corresponding increase allowed in the depreciation rates. 

One other point needs attention under the present system. This is that unless 
approved depreciation allowances in any year can be taken without throwing 
a company into a loss position, it should be permitted to hold up taking such 
depreciation until it can come out of profits in a later year. 

Some of the worse features of the present Federal tax setup have resulted 
from improper administration of the law and failure on the part of the Bureau 
cf Internal Revenue to comply with the intent of Congress. This may be difficult 
to correct through legislation and there is reason to hope that under the present 
administration many of these administrative faults may be taken care of by 
action within the Bureau. But we should like to mention perhaps the most 
aggravating practice; namely, the Bureau's virtual compulsion of a taxpayer to 
extend the statute of limitations, by thinly veiled threats, until an audit has 
been completed when it has not been finished within the normal allowable time. 

There has been much complaint from small-business men that frequently agents 
of the Bureau of Internal Revenue have made incorrect and arbitrary tax 
assessments that it is hardly worthwhile for the taxpayer to fight, in view of the 
expense and time involved in getting a court decision and the attention required 
by the principals of the business when they should be looking after the day-to-day 
conduct of the business. They do not have full time attorneys and accountants 
in their employ, as the larger companies do. 

While the tax reductions already scheduled for 1954 will be quite helpful, 
there is much still to be done before our tax structure is fair to small business 
and is so set up that they may grow through the reinvestment of retained earn- 
ings. And it is to be hoped that in the general revision of the tax laws now under 
consideration, the objectionable features described above will be remedied. 





VS ae ae 


GENERAL REVENUE REVISION 919 


Onto RIveR VALLEY WATER SANITATION COMMISSION, 
Cincinnati, Ohio, August 12, 1958. 
The Honorable DANteL A. REEp, 
Chairman, Committee on Ways and Means, 
House of Representatives, House Office Building, Washington, D. C. 

Dear Str: The Ohio River Valley Water Sanitation Commission, an interstate 
compact agency for the control of stream pollution, desires to place itself on 
record as favoring the principles and purposes of accelerated amortization of 
industrial waste treatment facilities as embodied in H. R. 234, H. R. 606, and 
H. R. 2535. 

Since its formation in 1948 this commission, representing the States of Illinois, 
Indiana, Kentucky, New York, Ohio, Pennsylvania, Virginia, and West Virginia, 
has consistently favored the philosophy of accelerated depreciation privileges for 
capital expenditures on industrial waste-treatment works. Our last statement 
in this connection was made to members of the House Ways and Means Committee 
on January 17, 1952. 

In the eight-State district represented by this commission the wastes from 
industry contribute more than half of the pollution. The commission believes 
that its program for clean streams and the enforcement of necessary action will 
be made much more effective if industries may elect to amortize the cost of 
waste-treatment facilities at an accelerated rate. This could be accomplished 
by amendment of chapter I, subchapter C of the Internal Revenue Code. 

May I respectfully request that this statement of the views of the commissioners 
of the Ohio River Valley Water Sanitation Commission be brought to the atten- 
tion of your committee and be made part of the record of hearings. 

Very truly yours, 
EpWArpD J. CLEARY, 
Berecutive Director and Chicf Engincer. 





Tuer YOUNGSTOWN Sueet & Ture Co., 
Youngstown, Ohio, September 18, 19538. 
Hon. DANIEL A. REED, 
House of Representatives, 
Washington, D. C. 

Dear Mr. REED: During recent hearings of the Ways and Means Committee on 
proposed amendments to the Internal Revenue Code, considerable testimony was 
introduced emphasizing the need for more liberal depreciation provisions in the 
law. In addition to discussions of this general problem, which is of utmost 
importance, convincing testimony was introduced by industry and public rep- 
resentatives, on the related subject of permitting accelerated amortization of 
the cost of facilities acquired or constructed for the purpose of controlling air 
and water pollution. 

Pollution-control programs in the various States are necessitating, and will 
continue to necessitate, substantial capital expenditures by industry. These 
expenditures will inure primarily to the benefit of the public. They will show 
no direct profit to those required to make the expenditures. For these reasons, 
it seems not only appropriate but greatly in the public interest that industry be 
permitted to amortize the cost of pollution-control facilities over a 5-year period, 
as proposed in bills now before the Ways and Means Committee. 

If sufficient liberalization of present depreciation provisions is effected in the 
forthcoming revision of the Internal Revenue Code, specific legislation with 
respect to air and water pollution might be unnecessary. In one way or another, 
however, the law should make some provision which will permit accelerated 
amortization of the cost of pollution-control facilities, thus assisting public offi- 
cials in attaining their objectives and at the same time affording some relief to 
industries faced with the substantial investment involved. 

Sincerely, 
J. L. Mautue, President. 





RESOLUTION, ADOPTED BY THE CouNnctIL or STATE CHAMBERS OF COMMERCE, WITH 
REGARD TO ITEM 20, DEPRECIATION AND AMORTIZATION 


“The Federal Finance Committee of the Council of State Chambers of Com- 
merce is convinced that business management can best determine the propriety 
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of a particular method of depreciation and obsolescence in any given case. 
Within the limits of sound and consistent accounting, business management should 
be allowed to exercise its discretion in the choice of the method and the rates 
of depreciation and obsolescence. This privilege should be granted by a legisla- 
tive clarification and liberalization of the depreciation policy for the guidance 
of the Bureau of Internal Revenue and the taxpayers.” 

The Georgia State Chamber of Commerce endorses the above resolution of the 
Council of State Chambers of Commerce. 

The Pennsylvania State Chamber of Commerce endorses the above resolution of 
the Council of State Chambers of Commerce, with the additional recommendation 
as follows: 


“(a) Burden of proof upon commissioner with respect to depreciation 

“Under existing procedure the Commissioner of Internal Revenue has the 
power to determine depreciation rates and to place the burden on the taxpayer 
to prove that the Commissioner is wrong. Such a procedure is unsound in prin- 
ciple. The determination of the useful life of an asset, and consequently of the 
rate of depreciation to be applied thereto, should be permitted to rest in the 
informed judgment of those who are using the assets in the business and who 
are in the best position to judge how long an asset will last, or when the needs 
of the business will require its replacement. Consequently, it is advocated that 
taxpayers be permitted to determine rates of depreciation in the first instance, 
and that the Commissioner have the burden to proving that such rates are 
unreasonable. 


“(b) Deduction of certain organization expenses 


“For future years only, organization, reorganization, and recapitalization ex- 
penses and trade-mark costs, should be permitted to be amortized for tax purposes 
over a period of 10 years subsequent thereto, since no actual value is added to 
the corporate assets by such expenditures. The present law permits amortization 
where a corporation’s charter limits its existence to a fixed term of years, but 
if its existence is unlimited no deduction is allowable until dissolution. This 
works an unfair discrimination against many corporations, since the laws of 
the varous States thus in effect determine the deductibility of capital expenditures. 
“(c) Cost of eliminating air and stream pollution 

“In recent years, several States have entered into a program of eliminating 
the pollution of both air and streams, by the imposition of certain regulatory 
measures. As a result, many industries have made substantial expenditures 
in order to comply with these provisions. Taxpayers cooperating with these 
State programs should be permitted to amortize for tax purposes over a 5-year 
period the amount of expenditures incurred in eliminating stream and air 
pollution. 


“(d) Taz treatment of demolition costs 

“In many cases land acquired for the purpose of constructing a building 
thereon, must be purchased along with existing structures already situated on 
the land. The old structures, which are only purchased in order to get title 
to the land, have no value to the taxpayer and must be demolished before 
construction of the new building can be begun. In such cases, the code should 
provide that the cost of these old structures and the cost of their demolition 
should be added to the cost of the new building, to be recovered by way of 
depreciation allowances.” 

The West Virginia State Chamber of Commerce endorses the above reso- 
lution of the Council of State Chambers of Commerce, with the additional 
recommendation as follows: 

“Section 23 (1) should be amended to provide that where the useful life of 
an item such as goodwill is not subject of exact proof, the taxpayer may elect 
to amortize the cost over a period of 10 years.” 


Los ANGELES CHAMBER OF COMMERCE, LOS ANGELES, CALIF., RE DEPRECIATION AND 
AMORTIZATION 


That, in the case of any depreciable asset having a life in excess of 5 years 
the taxpayer be permitted to determine the life of such asset and the method 
of depreciation, subject to the requirement that taxpayer must continue to use 
such method and life unless the Commissioner grants permission to change. 


(Thereupon, at 12:12 p. m. Thursday, July 23, 1953, an adjourn- 
ment was taken to meet at the call of the chairman.) 
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TUESDAY, JULY 28, 1953 


Houser or REPRESENTATIVES, 
COMMITTEE ON WaAyYs AND MEANS, 
Washington, D. C. 
The committee met at 10 a. m., Hon. Daniel A. Reed (chairman) 
presiding. 
The CuHarrMan. The committee will come to order. 


TOPIC 21—RESEARCH AND DEVELOPMENT EXPENDITURES 


Mr. Byrnes. Mr. Chairman, I would like, if I may, to ask unanimous 
consent to have printed in the hearing at that point at which the matter 
of depreciation was discussed a statement on that subject by the Fort 
Howard Paper Co. of Green Bay, Wis. 

The CuarrMAn. Without objection, it is so ordered. 

(The statement referred to appears on p. 908.) 

The Cuatrman. The testimony this morning is on research and 
development expenditures. We have the pleasure of hearing first 
from the Honorable Clifford Hope of Kansas. 

Mr. Hope, we are very glad to hear you. If you will give your 
name, address, and the capacity in which you appear for the record, 
we are ready to hear you. 


STATEMENT OF HON. CLIFFORD R. HOPE, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF KANSAS 


Mr. Horr. Mr. Chairman, I greatly appreciate the courtesy of bein 
vermitted to appear before this great committee in support of the bill 
1. R. 1809, to provide for the deduction from gross income for income 

tax purposes of expenses incurred by farmers for the purpose of soil 

and water conservation. 

I support this measure because I believe, if enacted, it will sub- 
stantially contribute to the progress of soil and water conservation in 
this country. 

I think we have a right to be gratified over our achievements in the 
field of soil and water conservation in this country in recent years. 
Our greatest difficulty is that we began such a program too late. The 
need for using our soils in such a manner as to preserve not only their 
fertility but the very soil itself for future generations has long been 
apparent to individual farmers and students of agriculture; but as 
long as there were new lands to be brought into cultivation when old 
farms wore out, the great importance of soil conservation was not 
apparent to the Nation as a whole. For that reason, it was not until 
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the Agricultural Appropriation Act of 1928 that Congress first gave 
formal recognition to this problem and appropriated funds specifically 
for research into soil erosion and methods of preventing it. 

Since then great progress has been made. Since the start of organ- 
ized soil-conservation activities, 2,467 soil-conservation districts have 
come into existence. These districts now include 84 percent of the 
Nation’s farm and ranch lands and 4 out of every 5 farmers and 
ranchers in the Nation. 

At the same time that soil-conservation districts have been assisting 
farmers with the technical and physical job of installing permanent 
improvements, the agricultural conservation payment program has 
been encouraging the adoption of farm practices designed to bring 
about better conservation on individual farms. In 1951 there were 
2,350,000 farms participating in this program. 

These figures sound like progress, and they are; but lest we become 
too complacent, let me remind you of the other side of these figures. 
Although 4 out of every 5 farmers and ranchers in this country live 
within soil conservation districts, only 1 farmer and rancher out of 
every 5 is now actively participating in the soil conservation service 
program as a cooperator. And in spite of the inducement of farmers 
to participate in the agricultural conservation payment program, it is 
rather startling to find that only 43 percent of the Nation’s farmers 
took advantage of the ACP program in 1951 and that the farmland 
presumably included in this program comprised only 52 percent of 
our total farmlands. It must also be remembered that a great deal 
of the work done under the agricultural conservation payment pro- 
gram is not of a permanent nature. 

I want to call attention also to the fact that in recent years it has 
become widely realized that soil and water conservation are tied to- 
gether so completely that conservation programs are an essential part 
of flood control and flood prevention in this country. We have now 
awakened to the realization that soil conservation and the terraces, 
gully stops, contour farming, check dams, and stock ponds designed 
to hold the water where it falls are the most effective form of flood 
prevention and an essential part of flood control. Furthermore, we 
are beginning to realize that these water-holding practices and struc- 
tures must be applied throughout whole upstream watershed areas, 
of which there are thousands, if we are to take the action necessary 
to prevent disastrous floods and flood damages. 

It may surprise some to know that surveys made by the Soil Con- 
servation Service shows that 75 percent of our average annual flood 
loss occurs above our main river valleys. This is due in part to the 
fact that the major flood plains and cities along the rivers are al- 
ready protected in part at least by levees and major reservoirs, but 
the main reason that the greatest damage occurs where it does is be- 
cause the greatest loss from floods is the loss of the soil itself. 

In 1951 after the record-breaking flood on the Kansas River and 
other streams in that area, the Soil Conservation Service made a sur- 
vey of the storm and flood damage in Kansas and Nebraska during 
the month of July. That survey showed that the loss of crops on 
upland farms amounted to approximately $110 million; that the loss 
of irreplacable topsoil there was estimated at $200 million; and losses 
from floodwater and sediment in the creek bottoms and in the small 
stream valleys above the points where specific flood protection had 
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been proposed were estimated to be $102 million, or a total of $4129— 
all of which occurred before we even got to the areas which were 
severely flooded. Yet I am sure the public thought practically all 
the damage occurred in Kansas City and Topeka and other points 
along the Kaw River. 

The thing to remember is that each and every year this loss of 
crops and soil occurs in the upstream areas, but it is only occasionally 
that important damage is done on the main streams. 

Yet another reason why flood control to be effective must start 
where the water falls is that the greatest menace to the reservoir 
and levee program is siltation, which can only be prevented by treat- 
ment of the land and upstream control. Lllustrations of the folly of 
overlooking this can be found everywhere that reservoirs have been 
constructed, 

I mention these things mainly for the purpose of pointing out a 
certain misconception which exists with reference to soil and water 
conservation. For a number of years now, both farmers and the 
public have been told that soil conservation is merely good farming 
business. It is certainly true that many of the practices which are 
best from a standpoint of soil conservation are also best from the 
standpoint of maximum production and income from the land. But 
it is likewise true, as every practical farmer and rancher knows, that 
there are other practices highly desirable from the standpoint of con- 
servation which actually cost the farmer money and which are never 
going to mean a greater financial return to him. Particularly when 
the close relationship of soil conservation to flood prevention is con- 
sidered, there are many things farmers are asked to do in the name 
of conservation which are actually to a large extent for the benefit of 
the Nation as a whole in solving its flood and erosion problems and 
which may actually decrease the net income he may anticipate from 
his farm or ranch. 

In the case of those practices which are of immediate benefit to the 
farmer, which increase the productive potential of his land and should 
mean additional return from it, it is reasonable to expect that the 
farmer himself will pay all or a large proportion of the costs of such 
conservation practices. To the extent, however, that the practices 
undertaken are not for the benefit of the individual farmer but for 
the benefit of the Nation as a whole in furthering its broad conserva- 
tion program or for the specific purpose of helping to prevent and 
control floods, such programs become to that extent the responsibility 
of the Nation as a whole and of the various areas which will benefit 
from such activity on the part of the farmer. 

It should be pointed out, also, that those parts of the soil- and 
water-conservation program which have the greatest actual and po- 
tential benefits as far as the public is concerned are generally those 
which are most expensive and which require cash outlays on the part 
of the farmer. 

That is the basis upon which I wish to urge that this committee 
consider the bill, H. R. 1809. It seems to me it is of the utmost im- 
portance that the Federal Government do everything that is prac- 
tical and reasonable to encourage conservation because of its great 
value to the Nation as a whole. We cannot, however, feel that we 
are accomplishing all that should be done when only 1 out of every 5 
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farmers in organized soil-conservation districts are participating in 
the program. 

There are other incentives besides tax deductions which can be 
used. For instance, I think long-term insured loans to enable farm- 
ers to carry out conservation practices more rapidly than could other- 
wise be done will be helpful. I think the watershed programs which 
are being considered in Congress whereby the Federal Government 
and local soil-conservation districts will cooperate with farmers will 
be helpful. But certainly the tax relief which is provided for in this 
bill will, of itself, make a great contribution to expanded conservation 
programs. 

I know this is true because of the tremendous interest in this bill 
on the part of farmers. The Committee on Agriculture in the course 
of its hearings both in Washington and out over the country has had 
this matter brought to its attention by individual farmers literally 
hundreds of times. Every Member of Congress from a farming dis- 
trict has had this matter brought to his attention by a substantial 
number of farmers. 

The American Bar Association for a number of years has had a 
committee on tax problems of farmers. At the annual meeting of this 
association in September 1950, the organization went on record in 
favor of an amendment to the Internal Revenue Code substantially 
like that contained in H. R. 1809. 

I am advised that the provisions contained in this legislation have 
the support of the American Bankers Association which has given 
careful consideration to the tax and financial problems of farmers. 
A number of country bankers have individually brought this matter 
to my attention. 

It is my belief that the enactment of this legislation will consti- 
tute a great forward step in bringing about an expansion of soil 
conservation in this country. 

As time goes on, I think it becomes more apparent that the con- 
servation of our soil and water resources is the greatest domestic 
problem confronting this Nation. With our population increasing 
at the rate of 214 million per year and with no possibility of making 
any material expansion of our agricultural acreage, it is apparent 
that the only way in which the Nation can be assured of maintaining 
its present standards of living and meeting the demands of a grow- 
ing population is to conserve and increase the fertility of every acre. 

When the demands for water on the part of industrial enterprises, 
on the part of farmers for irrigation, and most serious of all, on the 
part of our urban centers for municipal and household purposes are 
considered, the need for conservation becomes every day more ap- 
parent. ; ca ae 

To use the incentives provided in this bill for bringing about an 
expansion of conservation is only good foresight and commonsense. 

Mr. Chairman, I appreciate the opportunity to appear before you. 

The Cyarrman. We certainly thank you for your appearance and 
the information you have given to us. Does that complete your 
statement ? 

Mr. Horr. That completes my statement. 

The CHatrman. I want to say this just in passing. I am very 
ereatly interested in this subject. I have one county that I think 
has demonstrated the worth of soil conservation. Their hills had 
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become depleted and the soil washed away, and I have traveled over 
that county when the hills were producing nothing. They were on 
the tax rolls for sale. ‘Then they carried on a program of conserva- 
tion under the leadership of a very capable man, with the result that 
today they are raising big crops. One county furnishes the seed 
potatoes for people all over this country on land that was not pro- 
ducing a thing, and on other hillsides the vy are produci ing oats and 
other grains where they were previously producing nothing. With 
contour plowing and proper handling of the soil, it is remarkable 
what can be done. Also, they est ablished little artificial lakes on the 
farms in that hill region which have contributed to the holding of 
water and furnish necessary irrigation for the farms. 

And I have been reading lately Breasted’s book on ancient times 
showing just how even the Sahara Desert was at one time very fertile 
and by neglect they got restricted down into the Nile Valley. So it is 
a problem. I remember reading of one of the great cities built of 
marble in the northern part of Egypt, the city of Timgad, and even 
the tops of spires of buildings had been covered up. They are digging 
it up and finding a whole city there—a beautiful city. 

So if you just look back into history and see the ruins brought about 
and see the desolation right there, you will see what it means in the 
way of benefit to the lands. And, of course, over in this country we 
see it almost every day. 

So we appreciate your coming here. With your great knowledge 
of this subject, it is a wonderful contribution to the cause we are 
trying to work out here. 

‘Mr. Horr. Thank you very much. 

Mr. Cooper. I just want to concur in the statement made by the 

chairman and to congratulate Chairman Hope on the splendid state- 
ment presented here. 

Mr. Curtis of Nebraska. Of course, I won’t take any time to ask 
questions, because the House is in session, but 1 do appreciate your 
very fine statement. There are some things we could discuss further, 
but, in fairness to the whole situation, 1 think I will pass up asking 
questions. 

Mr. Byrnes. Mr. Hope, I wondered if this relief would have any 
effect upon conservation payments; if we provided this relief, would 
we not be clearing the way to eliminate conservation payments and 
thus save the Government cost in that area so that actually we might 
not have any real loss to the Government one way or the other. — 

Mr. Horr, I think that is true, I did not mention that in my state- 
ment, but I have thought about it a good many times. And we, of 
course, have been gradually reducing the amount of conservation 
payments. It is my belief, if we coul d adopt something of this kind 
and also set up a system for providing Government loans whereby 
farmers could borrow money to do a complete job of conservation at 
one time instead of dragging it out over a long period of years, we 
could very materially cut down on conservation payments and per- 
baps in time eliminate the need altogether. 

Mr. Mason. I joined with my colleague here on my right, Mr. Cur- 
tis of Nebraska, 2 or 3 years ago in this matter; he initiated it, and I 
joined with him. 

I want to say this: I think it is up to each individual farmer to do 
his part and then encourage him, and it is a step in the right direction 
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away from the soil conservation payments on the part of the Govern- 
ment. We could at least give the farmer this encouragement and 
this relief. 

Mr. Urr. Mr. Hope, do you have a copy of the bill before you? 

Mr. *. No; I do not. 

Mr. Urr. I just wanted to invite your attention to the language on 
page 2, ie 12, “does not include the purchase, construction, “installa- 
tion, or improvement of structures, appliances, and facilities made 
of masonry, concrete, tile, metal, or wood” and so forth. 

Would the labor involved in |: aying a tile line or water conduit line 
be deductible within the purview of this act, while masonry and tile 
itself would not be as a cost of installation? Does that installation 
refer to tile lines or simply to structures ? 

Mr. Horr. I would prefer not to express an opinion on that. I have 
not had an opportunity to study that particular question, and I pre- 
sume the author of the bill and other members of the committee would 
be better able to answer the gentleman’s question. I would prefer not 
to do so without some further study of the matter. 

If you are asking my opinion as to whether that should be deducted, 
I think = question of deducting might very well be considered. 

Mr. Urr. Would it be your opinion, also, that water used on the 
land to vidios out alkali and salt should also be a deductible item ? 

Mr. Horr. I have not given that matter any thought. I think it 
would be very reasonable to consider, anyway, but I would not want 
to express a definite opinion on that without giving it a little further 
st udy . 

Mr. Urr. The reason I ask is that a great deal of the land in Cali- 
fornia is full of alkali and salts, and the cost of tiling and washing is 
very expensive, and it cannot be paid for out of retained earnings. 
It will turn land that is nonproductive into the most productive land 
we have in California, but it is very expensive, and I have always 
felt it should be a deductible item, and I would like to see legislation 
to cover that one item. 

Mr. Horr. I think if that sort of treatment contributed to a general 
situation in the area as well as to the improvement of this particular 
tract of land, it could be deducted. I think that is one factor pos- 
sibly that should be given consideration—whether it did contribute 
to the solving of an overall situation in a particular area. I can see 
it might in your case. 

The Cmatrman. I just want to make one remark; that is, speaking 
of this county at home that made such a remarkable comeback, the 
way it works there is that they furnish the engineering free to the 
ee and then their bulldozers and all of those things are set up 

sa county affair. They do all of that work and do the planning for 
the farmer, but the farmer himself pays the rest of the cost and lays 
it on the barrelhead. And they seem to be perfectly willing to do it, 
now that they have seen the results of the work in the way of increased 
production and income. And they try to keep up with the demands 
of the farmers for that sort of conservation. 

Thank you very much, Mr. Hope. 

Mr. Horr. I thank you. 

The Cuatrman. The next witness is Mr. Alfred M. Hedge, Chief, 
Farm and Ranch Planning Division, Soil Conservation Service, De- 
partment of Agriculture. 
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Mr. Curris of Nebraska. Mr. Chairman, Mr. Hedge is here to 
testify at my invitation. They have a legislative proposal, as I 
understand it, but it has not cleared the Department of Agriculture, 
Budget, and so forth. With that understanding, he is giving us some 
helpful information and has consented to appear. 

The Cuatrman. We thank you very much, Mr. Hedge. If you 
will give your full name, address, and the capacity in which you 
appear for the record, we will be glad to hear you. 


STATEMENT OF A. M. HEDGE, CHIEF, FARM AND RANCH PLANNING 
DIVISION, SOIL CONSERVATION SERVICE, DEPARTMENT OF 
AGRICULTURE 


Mr. Hepner. Thank you, Mr. Chairman and members of the 
committee. 

Mr. name is A. M. Hedge. I am Chief of the Farm and Ranch 
Planning Division, Soil Conservation Service. 

Since this matter relates to taxes and is primarily in the purview 
of the Treasury Department, the Department of Agriculture is mak- 
ing no recommendation at this time. 

In our contacts with farmers incident to assisting them on conser- 
vation of their soil and water resources, certain factual aspects of the 
problem of income taxes and soil and water conservation pr:ctices are 
brought to our attention. My remarks are intended to refer to these 
problems. 

Farmers desire an equitable and insofar as possible a s mple pro- 
cedure for charging to operating expense soil and water ec nservation 
expenditures that are determined to be legally deductibie for cal- 
culating their income taxes. They are anxious not to evad> their fair 
share of taxes but feel that they should be placed on an aqual basis 
with other businessmen in respect to the way they may treat their 
legitimate costs of operation. 

In calculating income taxes under present regulations fiurmers feel 
that they do not have, in an least two respects, the same advantages 
enjoyed by industrialists. For example, a factory owner who im- 
proves or enlarges his plant to improve its efliciency and increase his 
output can depreciate the investment over a period of years. On the 
other hand, a farmer who makes improvements to his land to improve 
the efficiency of his operations and increase his output cannot depre- 
ciate his investment for income-tax calculations. Under present reg- 
ulations, as I understand them, a farmer can show a depreciation in 
his land only when he sells it for less than he paid for it. 

And yet, every time a farmer sells a bushe! of grain or a pound 
of meat, produced on his land, he is disposing of plant food elements 
drawn from his soil that represents part of his capital assets and 
must be replaced by good husbandry. In addition to the removal of 
plant food through crops grown and sold there are other forms of 
deterioration to which soil is subject when used for crop production, 
Level, or nearly level land, is often damaged by rising water tables, 
salting or impairment of soil structure under intensive use. Sloping 
land is subject to varying degrees of erosion and requires protection 
by conservation measures for sustained use. The measures and treat- 
ments required to reduce soil deterioration are of a different order 
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than those normally considered as maintenance items such as the 
application of fertilizer, limestone, and the like. 

There seems to be no fair or feasible method for readily calculating 
depreciation on farm land although it is a very real factor and should 
be reflected in a farmer’s cost of operation. The subject is very 
complex and there is not enough research data available on which to 
base an equitable soil depreciation formula. It is for that reason 
farmers feel some means should be found to equalize their position 
with that of the factory owner in respect to calculating income taxes. 

In addition to equalizing the farmer’s position with that of the 
factory owner there is the matter of the very detailed and complex 
records which now must be kept by farmers to enable them to faith- 
fully report taxable income. Many conservation improvements are 
now being constructed by farmers with their own len and equip- 
ment. Take the case of a farmer who constructs a set of terraces with 
his own tractor and plow. He fuels his tractor from the same tank 
he draws from to plow his cornfield. But because the terraces are 
considered a capital improvement, he cannot charge the cost of the 
fuel used in their construction against operating expense. The 
chances are his tractor tank had some fuel in it when he started build- 
ing terraces—left over from a previous operation—and he undoubtedly 
will have some fuel in his tank when he finishes the terraces. How 
much did it cost him to build his terraces? How much should he 
capitalize them for? The answer, as you can see, requires such a 
detailed record of costs as to constitute a burden on the farmer who 
iInust keep them. 

Another example of the present complexity with which farmers 
are faced can be drawn from the construction of a vegetated water- 
way. In the course of constructing such a waterway the farmer will 
use the same equipment and perform essentially same same operations 
he would in preparing a seed bed or planting and fertilizing the soil 
for any other farm crop. Yet, because the waterway is considered a 
capital improvement, he cannot charge the cost of constructing it to 
operating expense. And since there is no concrete or masonry in- 
volved in the waterway, he cannot charge annual depreciation against 
it. To further complicate the farmers’ problem, he will probably cut 
and harvest a crop of hay from this same waterway. So while it was 
originally constructed as a capital improvement to safely conduct 
water across his field, the same area also becomes a hay field from 
which he harvests a crop. In what different way, therefore, should 
he treat the cost. of seedbed prepars ition, fertilizing, seeding, etc., on 
this waterway as compared to the field adjacent to it, which he uses 
for corn or soybeans? These, and similar questions, puzzle the 
farmer and the income-tax expert alike. 

Farmers are anxious not to evade legal taxes, but the present 
complex regulations are not generally understood, and the records 
required to be kept are beyond the facilities of most farmers. Farmers 
tell us that even tax experts employed by them haven’t always been 
able to agree on how precisely to figure taxable income on farm 
operations. 

The foregoing points are entirely aside from the conservation aspects 
involved. There is general agreement regarding the need for con- 
tinued widespread application of conservation measures to the land 
in the public interest. Farmers tell us that they feel the amending of 
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the Internal Revenue Code to permit charging conservation costs as 
legal operating expenses would constitute an important incentive to 
the carrying out of needed conservation work. 

Mr. Chairman, that concludes my statement. 

The Cuarrman. Thank you very much, sir, for your contribution to 
the he: aring. 

Are there any questions ? 

Mr. Curtis of Nebraska. I think you have made a very fine state- 
ment, Mr. Hedge, and we appreciate your coming. 

Mr. Hever. Thank you. 

The Cuatrman. The next witness is Mr. Laurens Williams, Esq., of 
Omaha, Nebr. 

Mr. Curtis of Nebraska. Mr. Chairman, I would like to have the 
committee know that Mr. Williams is one of our leading and public- 
spirited citizens of Nebraska and a most eminent member of the 
American Bar Association and its section on taxation. 

The Cuarrman. If you will just give your name and the capacity in 
which you appear, we will be glad to hear you. 


STATEMENT OF LAURENS WILLIAMS, PRESIDENT, NEBRASKA 
STATE BAR ASSOCIATION, APPEARING ON BEHALF OF THE SEC- 
TION ON TAXATION, AMERICAN BAR ASSOCIATION 


Mr. Wou1ams. Mr. Chairman, members of the committee, my name 
is Laurens Williams. I am engaged in the general practice of law at 
Omaha, Nebr. Currently I am president of the Nebraska State Bar 
Association. I appear on behalf of the section on taxation of the 
American Bar Association. 

The committee on tax problems of farmers of the section of taxa- 
tion of the American Bar Association long has been concerned about 
the unrealistic and inequitable tax treatment of soil- and water-conser- 
vation expenses under the present law. The text of the proposal which 
I wish to discuss is embodied in section 129 of the bills introduced by 
Chairman Reed and Congressman Camp, H. R. 4775 and H. R. 4825. 
A copy of the proposal will be filed with this statement. It is recom- 
mended to the Congress for adoption by the section and, of course, by 
the American Bar Association. 

First, the problem to which the proposal is directed arises under 
section 23 (1), Internal Revenue Code, and the current Treasury 
interpretation thereof as applied to soil- and water-conservation ex- 
penditures of farmers. The situation is this: 

Regulation 111, section 129.23 (1)-2, provides that land used in the 
business of farming is not subject to depreciation. This stems from the 
proposition that farmland which is properly used and maintained has 
an indefinite life. We do not challenge the soundness of this concept. 
The difficulty arises when this basic proposition is extended (as it has 
been) to hold that when some of that land is moved into the form of 
a terrace or earthen dam, for example, the terrace or earthen dam takes 
on the characteristic of indefinite life which the earth from which it is 
made had in its original state. It is this extension of the basic propo- 
sition which we believe unsound, and which we believe produces 
inequitable and unrealistic results. 

Experience on a wide scale now makes it clear that it is no more true 
to attribute indefinite life to such an earthen structure than it would be 
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to hold, for example, that the conversion of clay into brick gives a 
brick building the same indefinite life for tax purposes which would 
have been attributable to the clay in its original state. The normal in- 
cidents of weather and farm operations do cause such earthen struc- 
tures to deteriorate. While theoretically indefinite life could be 
obtained for such an earthen structure used in farming by meticulous 
and constant maintenance and repair, so also an indefinite life theo- 
retically could be obtained for a brick building used in any other 
business by like meticulous and constant maintenance and repair. Yet 

under present law depreciation deductions are dined on brick struc- 

tures—but not on earthen ones, which clearly are more susceptible to 
weather than is brick. 

If it is equitable and realistic to permit other businessmen to recover, 
through depreciation allowances, the cost of installations used in their 
businesses which actually do not possess an indefinite life, certainly it 
1s inequitable and unrealistic to deny the recovery of this type of soil 
or water conservation costs to the farmer who has incurred such costs 
with respect to an installation used in his business which actually 
does not possess an indefinite life. 

But at present the farmer cannot recover this cost: (a) It must be 
capitalized, (6) no depreciation allowances are permitted, and (c) the 
cost may be recovered, if at all, only in the event of sale of the land. 
Such is the position of the Commissioner of Internal Revenue, who has 
said ; 

Amounts expended in the construction of earthen dams, spreader dams and 
terraces constitute capital expenditures. No depreciation will be allowed with 
respect to earthen dams, or with respect to spreader dams and terraces if they 
are earthen projects, since an indefinite life may be maintained through proper 
maintenance and repair, and the costs incurred in maintaining and repairiug 
them will constitute an allowable deduction in the year expended (letter dated 
March 8, 1948, and signed George J. Schoeneman, Commissioner). Prentice- 
Hall, Inc.—Federal Tax Service, 1953 (par. 11,337. See also Mim. 6030, Cumu- 
lative Bulletin, 1946-2, p. 45). 

This, we submit, is unrealistic. Here theory—maintenance of in- 
definite life by proper maintenance and repair—simply does not fit 
actual economic facts of the business of farming. Farmers can’t 
economically, and don’t actually, preserve soil and water conserva- 
tion installations perfectly in perpetuity. 

In considering what should be done to solve the problem, we suggest 
that the nature of the agricultural industry is such that it frequently 
is not practical to deal with this problem on an annual depreciation 
basis. Much soil and water conservation work is done by farmers 
and ranchers themselves. Accurate costs are almost impossible to 
obtain in many such instances. Farmers cannot economically and do 
not actually preserve soil and water conservation installations per- 
fectly in perpetuity. Life is not like that. For example, a farmer who 
uses his tractor for plowing in the morning and for contouring in the 
afternoon theoretically must capitalize some of the depreciation cost 
on the tractor and some of the cost of gas and oil. The average farmer 
does not keep sufficient records to m: ike reliable costing possible. By 
nature, farmers generally are not good recordkeepers. Moreover, 
many if not most “farmers lose even the theoretical present benefit of 

capitalizing the cost of such items because of inability to substantiate 
the »m by adequate records when land is sold long years afterward. It 





GENERAL REVENUE REVISION 93 


seems wise, therefore, to permit farmers to either expense or capitalize 
such costs, at their option. 

Secondly, we submit that soil and water conservation programs on 
the part of individual farmers should be encouraged in the national 
interest. Much of the arable and presently productive land in this 
Nation is subject to serious erosion. For example, I have been reliably 
told that in the 3-State area with which I am most familiar, Nebraska, 
Towa, and South Dakota, official surveys have demonstrated that more 
than 75 percent of the total agricultural acreage is subject to serious 
erosion. It seems self-evident that as the ratio of people to arable 
acres increases, as it is increasing in this country, the need for soil and 
water conservation becomes increasingly important with each passing 
year in view of the annual toll which each passing year takes of the 
Nation’s topsoil. 

The Congress has recognized the importance of soil-and-water con- 
servation. In various ways the Government has encouraged farmers 
to engage in soil and water conservation parctices. But although 
Government with one hand encourages these practices through various 
agencies, with its other hand, the tax law, the same Government dis- 
courages them by requiring that expenditures for such installations be 

‘apitalized, with no allowances for the depreciation and the loss of 
utility which experience proves steadily occurs. 

It is suggested that the additional incentive which this proposal 
would provide may well result in more and better soil and water con- 
servation practices than have been procured under the present system 
of soil conservation benefit payments. It has been my personal ob- 
servation in direct contact with many individual farmers and ranchers 
in the States of Nebraska, Iowa, South Dakota, Wyoming, and Colo- 
rado that many—perhaps a majority of them—accept direct subsidy 
payments from the Government for soil and water conservation prac- 
tices with considerable compunction. 

Thirdly, existing statutes and rulings create much confusion in the 
minds of many farmer and rancher t: ixpayers as to when repair and 
maintenance of soil and water conservation installations (which con- 
stitute allowable deductions) cease to be repair and become such con- 
struction of the original installation as to require capitalization of the 
cost of such reconstruction—neither deductible nor subject to depre- 
ciation allowances. 

Just as an entire roof sometimes must be replaced (and the cost 
thereof capitalized) so an entire soil and water conservation installa- 
tion occasionally requires complete reconstruction. Ordinarily it is 
not too difficult to determine whether an old roof has been replaced. 
But it is extremely difficult, at times, to determine whether regrading 
of terraces, or releveling of badly washed and blown fields, is mere 
maintenance or is a completely new job. The amendment we propose 
would eliminate much of this confusion. 

There is a fourth consideration which may be of some, though 
slight, significance. The current law requiring capitalization of soil- 
conservation expenses, allowing no depreciation where earthen in- 
stallations are involved, and imposing on the individual farmer the 
almost impossible task of determining the cost of such installations, 
not only creates a temptation to ignore the present law, but inevitably 
results in penalizing the well- informed farmer who does keep com- 











932 GENERAL REVENUE REVISION 


plete and accurate records, and files completely correct returns. Thus, 
the present law indirectly encourages erroneous returns. 

In conclusion, it should be emphasized that the American Bar As- 
sociation’s proposal does not affect the tax treatment of the cost of 
structures, appliances, and facilities which are subject to depreciation 
allowances under present law. Such costs will continue to be capital 
expenditures, to be recovered through depreciation allowances. The 
option to deduct soil and water conservation expenditures, and ex- 
penditures for the prevention of erosion of land used in farming, will 
apply only to expenditures which now may not be recovered through 
depreciation allowances. The proposal is designed only to eliminate 
the inequitable and unrealistic treatment of expenditures which at 
present may not be recovered either by expense or depreciation deduc- 
tions. We understand that the State of California has adopted a simi- 
lar law with respect to the State income-tax law. 

Mr. Curtis of Nebraska. Mr. Williams, you have presented a very 
fine statement, and we do appreciate not only your being here this 
morning but the time and attention that the section on taxation of 
the American Bar Association has given this problem. 

Is it your feeling that by making it permissible to treat these ex- 
penditures made by the farmer in soil conservation and preventing 
erosion and similar things as a business expense not only is it doing 
equity from the tax standpoint, but it is the simplest and most busi- 
nesslike way to handle it from the farmer’s standpoint ? 

Mr. Witi1aMs. Unquestionably, yes, Mr. Curtis. 

Mr. Curtis of Nebraska. And the men on the local level who assist 
the farmers and landowners in preparing their returns will find the 
same situation ? 

Mr. Wuu1aMs. Unquestionably. It is a very difficult problem for 
the man out in the agricultural area whose business in part at least is 
the preparation of tax returns, because it simply is not possible for 
him to prepare a completely accurate return under the present law, 
because the facts, the costs, simply are not available. And the best 
that can be done is to make a reasonable return. The result is that 
technically and theoretically the vast majority of those returns are 
inaccurate, are not correct at the present time. This amendment would 
eliminate that. 

Mr. Curtis of Nebraska. And the present situation is an invitation 
to the taxpayer who is a bit careless and a bit lax in such matters to 
report his whole expenditure as an expense of the business of farming, 
and others to be penalized. 

Mr. Wiiu1aMs. That is the effect of it; yes, sir. 

Mr. Curtis of Nebraska. We certainly appreciate your appearance 
here. 

Mr. Witutams. Thank you. 

Mr. Jenkins (presiding). The next witness is Mr. George Heid- 
rich. 

We will be very glad to hear you, Mr. Heidrich. 
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STATEMENT OF GEORGE R. HEIDRICH, CHAIRMAN, LEGISLATIVE 
COMMITTEE, NATIONAL ASSOCIATION OF SOIL CONSERVATION 
DISTRICTS, CHARLES TOWN, W. VA. 


Mr. Hewricn. Mr. Chairman, my statement is rather short, and 
I would like, when I finish it, to supplement it with a description of 
a little incident that happened just last week that is very pertinent 
to this question. 

Mr. Jenkins. Go ahead and present it in your own way. 

Mr. Hemricn. My name is George R. Heidrich and I am speaking 
for the National Associ iation of Soil Conservation Districts, repre- 
senting the Nation’s 2,500 soil-conservation districts with their many 
cooperating farmers. We supervisors of districts are interested in 
the principles of such legislation as H. R. 1809, introduced by Con- 
gressman Carl T. Curtis of Nebraska, which is designed to allow 
farmers to deduct, for tax purposes, the expenses of soil-conservation 
measures. The purpose of the bill is to encourage farmers to put into 
practice measures which will protect this land for the future, conserve 
rainfall and benefit the Nation’s economy by retarding the accumula- 
tion of floodwaters in times of excess rainfall. 

It is true, as we have so often stated, that most soil- and water- 
conservation practices are not only self-liquidating financially but 
in most instances they increase the farmer’s net income. But de- 
spite this fact it is also true that the rate of application of soil-con- 
servation practices to our land is far too slow for the country’s good. 
In allowing farmers to place the cost of conservation in the same 
category as their regular operating expenses, for income tax computa- 
tion purposes, while not granting them any advantage not already en- 
joyed by other businessmen, we think will be much encouragement 
to follow the farm plan as worked out by them with the soil-conserva- 
tion district. 

Speaking as a farmer who has installed permanent and semiperma- 
nent soil-conservation structures and other conservation features on 
his farm, and as a soil conservation district supervisor who has for 
many years worked with the districts’ cooperating farmers to follow 
their conservation plans, I do not think that granting this right to 
the farmers will mean any appreciable reduction in the revenue to 
the Government. The character of farm operations and methods of 
keeping cost accounts normally do not permit this segregation of 
expenses to satisfy the law as it now stands. Approval of H. R. 1809 
or a similar measure will simplify matters for the farmer and at the 

same time encourage him to adhere to the objective of soil conserva 
tion districts, which has since been adapted by the Department of 
Agriculture. “The use of each acre according to its capabilities, and 
the treatment of each acre in accordance w ith its needs for protection 
and improvement.” 

The CuarrMan. Thank you very much for your fine presentation. 
While it was brief, it was full of good information. 

Mr. Jenxrns. I believe you said you wanted to make a supple- 
mentary statement. 
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Mr. Herpricn. Yes; Mr. Reed, I would like to supplement this with 
a brief statement. 

The Cuarrman. Go right ahead. 

Mr. Hewricn. About 6 weeks ago on my own farm I put in a farm 
pond. As those operations go, it was very simple. I hired a bull- 
dozer which came in, and it cost me $320. I understood at the time 
that would not be deductible as an operating expense. But—and I 
have thought of this since I had this bill brought to my attention 
and I thought of this point—before this bulldozer came in and after 
it was finished, I had three men working there clearing the land and 
getting it ready and, after the pond was constructed by the bulldozer, 
seeding it, disking it down, and so forth. Those three men do the 
milking in the morning, then get the tractor and go up to the pond 
site, and then leave with the tractor and fill the hog feeders. In 
other words, the work they did on the pond was just put in the same 
category by them and by me as my regular farm operation. 

It would be almost physically impossible, I would say, to separate 
the expense. That is one reason I say I believe most farmers at 
present do not separate those expenses. Therefore, I do not think 
it will be a great loss of revenue to the Government. 

I thank you. 

The Cuatrman. Are there any questions? 

Mr. Curtis of Nebraska. I have no questions, but I certainly thank 
you, Mr. Heidrich, for your appearance and the information you 
have given the committee. 

Mr. Knox. Mr. Heidrich, one of the gentlemen who testified prior 
to your testimony here made the statement that he felt if the farmer 
was able to deduct this expense of soil conservation, in turn, the soil- 
conservation payments possibly may cease. Has your organization 
ever discussed that matter? 

Mr. Hemricn. We have discussed this very little—that is, ACP 
payments versus this type of legislation we are considering now. But 
do not forget that even though the farmer can deduct his conserva- 
tion expenses according to this new bill as a farm expense, it is still an 
expense tohim. In other words, if it costs him $500 to make a certain 
terrace, the mere fact that he can deduct that for tax purposes does 
not mean it did not cost him $500. It still costs him $500. 

Mr. Kwox. I fully realize that. Of course, I think there is a dual 
question involved if we are going to make soil-conservation payments 
and then also allow you to deduct from income-tax payments the 
amount of money you use in the practice of soil conservation. Is 
that not true? 

Mr. Hemwrricn. That is true. But to directly answer your question, 
I think a great many of these measures are as much for the public 
benefit as for the benefit of the farmer. I will say this, that there 
is a better chance of eliminating such payments if they are deductible 
from their income tax. 

Mr. Kwox. In other words, you have not discussed this question 
thoroughly with your organization ? 

Mr. Herrrcn. That is correct. 

Mr. Kwox. Thank you. 

The CuatrrmMan. Thank you very much. 
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I want to say to Mr. Williams that I was called to the phone while 
he was making his statement, but what I heard of his statement was 
very excellent and I want to congratulate him. 

Mr. Wituiams. Thank you. 

The Cuairman. The next witness is Mr. Lloyd C. Halvorson of the 
National Grange, Washington, D. C. 

Just give your name, address, and the capacity in which you appear 
for the record. 


STATEMENT OF LLOYD C, HALVORSON, ECONOMIST, THE NATIONAL 
GRANGE, WASHINGTON, D. C. 


Mr. Hatvorson. My name is Lloyd C. Halvorson. I am an econo- 
mist for the National Grange, whose address is 744 Jackson Place 
NW., Washington, D. C. 

The National Grange firmly believes in balancing of the Federal 
budget, and that only such tax changes should be m: ade as would correct 
obvious tax inequities. 

Farmers have been puzzled for a number of years that while oil 
companies can continue to get depletion allowances even after their 
investment has been fully recovered, farmers are denied depletion 
allowances and when they spend a lot of money to prevent their land 
from eroding and gullying and washing into the sea, they cannot even 
deduct it as expense. Not only farmers benefit from soil conservation, 
but all the people. A continued abundance of food depends upon soil 
conservation, and soil erosion causes siltation of dams and streams. 
Sometimes duststorms make life uncomfortable for people in cities. 
It also prevents floods that desolate cities. Many of the ancient na- 
tions that reached a high state of civilization declined because they 
neglected their soil. 

‘armers also point to the speeded-up amortization, whereby an in- 
dustrial firm can write off the entire cost of a new pant as expenses 
within 5 years as something they don’t have. There are all sorts of 
instances where the depreciation allowance is greater than the actual 
depreciation and so taxpayers can convert actual current income into 
capital gains taxable at one-half, or less, the rate on current income. 
Our support of either H. R. 1809 or H. R. 3376 is not predicated on 
getting our share of special tax treatment that cannot be defended in 
the tax accounting sense. We favor H. R. 1809 and H. R. 3376 only so 
far as they square . with sound application of established tax principles. 
We do not believe that what is an investment should be treated as an 
expense. 

In the National Grange, we have studied H. R. 1809 and H. R. 3376, 
and similar bills before them, very carefully. At first we were inclined 
to be opposed for we saw some possibility of creating loopholes, and at 
first we thought that building of terraces, for example, were clear- 
cut capital expenditures. We are as opposed today as ever to trying 
to subsidize soil conservation by allowing genuine c apital expenditures 
to be treated as current expenses. Our main reason is that we like to 
see our tax structure kept on an equitable basis for all taxpayers and 
thus free from all sorts of special privileges and extraneous purposes. 
We believe that tax concessions would be a poor way to subsidize most 
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anything and that they tend to be hidden and are often ineflicient in 
attaining the social purpose intended. To subsidize soil conservation 
by a tax concession would be to subsidize some farmers considerably 
and others not at all. An income-tax concession would subsidize a 
high-income farmer proportionally more than the middle- and low- 
income farmer. 

At first we feared that tax dodgers would see in bills like H. R. 1809 
and H. R. 3376 an opportunity to buy swamps and undeveloped and 
abandoned land and to develop it and thus convert current income into 
capital gains. Such might be uneconomic development and it would 
also be a tax loophole. For that matter we know it would be unsound 
to allow anyone to buy a swamp for, say $1 an acre and develop it until 
it was worth $200 an acre and charge it off asexpense. It would be just 
as logical to allow a person who p: aid $200 an acre for a developed farm 
to charge it off as expense. 

We are not fully certain as to the full intent of either H. R. 1809 
or H. R. 3376, but it appears that both bills apply only to land pres- 
ently in cultivation. It applies “in the case of a taxpayer engaged in 
the business of farming” so it should not develop into a loophole or 
into allowing as a farm expense what is really a personal expense for a 
hobby or recreation. 

Soil-conservation expenses such as terracing do not increase the 
productivity of the farm. In the short run terracing might decrease 
the productivity until the land can be built up. Terracing is princi- 
pally to prevent the farm from washing away and to put it in such 
shape that good farming practices can make it a productive farm. If 
a farm washed away without terraces, the farmer would not even get 
depletion allowances. Grass waterways, grading, contour harrowing, 
earth dams, diversion channels, and water runways all seek to conserve 
soil and water. In the dry windswept regions windbreaks serve to 
prevent land from flowing away. These soil-conservation expendi- 
tures are not an investment in the usual sense of the word for they do 
not yield a return, but they prevent depletion and deterioration for 
which the farmer is not allowed a deduction. 

[ am not certain what to say about drainage ditches. If the con- 
struction of drainage ditches made land cultivatable that was not so 
before, it would look like a capital investment. However, if drainage 
ditches are constructed to prevent stream damage to existing farm- 
land or to prevent the accumulation of harmful salts or to slow down- 
stream flows, it is not a capital investment, but rather an expense of 
protecting what you already have. 

I have seen good farms overtaken by harmful weeds and in some 
places by brush. Certainly it is only an expense of maintaining what 
you have, or recovering what you had to clear such things out. 

Taxation being a technical matter, I am not certain that I under- 
stand one aspect of the bill very clearly. It appears to me that under 
both bills the expenditures for the given types of soil conservation 
must either be treated as current expense or as capital expense that is 
not depreciable. It seems to me that many of the soil-conservation 
improvements do depreciate or deteriorate with time. Sometimes 
water ponds fill up with silt and terraces wash away gradually, and 
sometimes it is cheaper and more feasible to allow some deterioration 
and use big equipment to restore than to try to maintain them fully 
from year to year. 
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In some cases a very big soil-conservation job is done on a farm in 
one year and if it all has to be charged as expense, it is probable that 
only wealthy people with outside income would have enough income in 
one year to charge it all against. It would be better to allow the cost 
of soil conservation to be charged out over a period of years. For one 
thing the improvements often do depreciate, or at least the condition 
making it necessary developed over a number of years. There would 
even be some point in requiring that the soil-conservation expenditures 
of a considerable size be charged out as expense over a period of years. 
For one thing, it would prevent tax dodgers from putting, say $25,000 
of their income into a farm for soil-conservation practices and turning 
around and selling it and thus converting much of the $25,000 into a 

capital gain within the period of a year. The idea which we see in 
H. R. 1809 and H. R. 3376 which we support is that a farmer should be 
allowed to deduct as expense or depreciation those soil-conservation 
expenditures which he must make to preserve the productivity of his 
farm or to restore it. 

That completes my statement. 

The Cuarrman. We thank you very much. You have made a very 
nice statement. 

Mr. Curtis of Nebraska. We appreciate your coming, Mr. Halvor- 
son. 

The Cuarrman. The next witness is Mr. Hugh F. Hall, of the Ameri- 
ean Farm Bureau Federation. 

Mr. Hall, we are glad to see you here, and if you will give your name 
and the capac ity in which you appear, we shall be glad to hear from 
you. 


STATEMENT OF HUGH F. HALL, LEGISLATIVE ASSISTANT, 
AMERICAN FARM BUREAU FEDERATION 


Mr. Haux. Mr. Chairman and gentlemen of the committee, my name 
is Hugh F. Hall, and I am legislative assistant in the American Farm 
Bureau Federation. 

On behalf of the American Farm Bureau Federation, representing 
1,492,210 farm families in 47 States and Puerto Rico, we appreciate 
this opportunity to present our views with respect to H. R. 1809. 

This bill, treating the expenditures made by farmers for the pur- 
pose of soil and water conservation and the prevention of erosion of 
land used in farming, presents a question which has been under dis- 
cussion in the Farm Bureau for several years. As a result, a recom- 
mendation was made by the field-crops advisory committee of the 
American Farm Bureau Federation, which recommendation was 
approved by the board of directors, as follows: 

Recommended that the American Farm Bureau Federation urge the Treasury 
Department to adopt a policy which will permit farmers to make income-tax 
deductions on farm improvements which classify as soil-conservation practices, 

This recommendation arose out of the need for clarifying existing 
laws and regulations so that all reasonable expenditures and soil- 
conservation practices would be deductible, either as expenses in the 
year the expenditures are made or on a depreciable basis. The latter 
would require the capitalization of such expenditures when the con- 
struction or improvement was of a durable nature but subject to 
impairment through natural conditions. 
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The problems dealt with here are primarily matters of degree; 
and, as such, subject to varying interpretation in different areas. 
It is under these circumstances that there is need for action by the 
Congress to eliminate the area in which such variable interpretations 
can be made. It should not be possible—or at least the area of differ- 
ence should be reduced—for rulings and interpretations by collectors 
in one district to be materially different from the rulings and inter- 
pretations in another district. Comparisons made at discussions of 
this topic indicate that this has been one phase of the problem making 
congressional action desirable, and would result in a more uniform 
application of the tax laws. 

The problem that this bill deals with relates primarily to the require- 
ment of the Internal Revenue Service that expenditures made by 
farmers must be capitalized when made for— 
the treatment, moving, or cultivation of earth, including (but not limited to) 
leveling, grading, terracing, contour furrowing, the construction of earth dams, 
diversion channels and drainage ditches, the control and protection of water- 
courses, outlets, and ponds, the planting and cultivation of cover and protective 
crops or windbreaks, the control of weeds and brush, and other special or emer- 
gency cultivation and tillage. 

It is our understanding that there is doubt as to whether such 
expenditures should be capitalized and added to the value of the 
land or as to whether they should be subject to depreciation. Since 
the bill is limited in its application to land which has been previously 
used for the production of field CHARM vegetables, fruits, and for the 
sustenance of livestock, we are not here concerned with development 


costs involved in bringing new land into agricultural use. Thus the 
expenditures which should be allowed here are related to restoration 


and maintenance as well as possible improvement in the conservation 
of soils which have been under cultivation and in farming use. 

The pressure on American agriculture for food and fiber production 
in recent years has undoubtedly stimulated the desire of farmers to 
maintain and improve the productivity of their land. Agencies such 
as the land-grant colleges, the Agricultural Extension Service, the 
Soil Conservation Service, and the agricultural conservation program 
for which the Congress has been providing substantial sums, as well 
as numerous nongovernmental programs, have all contributed to the 
interest of farmers in this subject. However, when many have in- 
quired further, they have run into this problem which this bill seeks 
to remedy; namely, that the outlays they would incur would not be 
recoverable without selling their property. Naturally, the farmer 
is not usually contemplating a sale; especially one who is serious] 
desiring to improve the productivity of his land. The bill would, 
therefore, remove a substantial impediment against outlays which 
would conserve soil and water and prevent erosion. 

Oftentimes the outlays involved in programs of this nature require 
substantial disbursements in relation to annual income, and yet the 
farmer is desirous of undertaking them. Much could be achieved 
in this respect if such expenditures are made deductible or clearly 
treated as property subject to depreciation. 

The nature of the expenditures which the bill describes are of the 
type which are subject to depreciation, obsolescence, and deteriora- 
tion. These take the form of weathering, in its various aspects, regular 
rainfall which has a destructive effect on earthen particles which 
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make up dams, diversion channels, ditches, and so forth, however 
protected, the effects of freezing and thawing and other elemental 
forces. It is becoming recognized in the professional work done in 
our land-grant colleges respecting the physical condition of soils that 
such forces carry on a relentless battle. Such impairment can take 
place in a short time as in the case of floods, or over a longer period 
as in the case of the siltation of ponds constructed behind earthworks 
or other types of barriers. 

This bill deals with problems relating to the physical improvement, 
maintenance, and conservation of soils as distinguished from improv- 
ing the quality of the land through addition of fertilizer. The latter 
has been long recognized as deductible expense even though there 
are some elements of longevity in some fertilizer elements. It is not 
enough, however, that increases in plant-food elements shall be the 
only type of expenditure which should be recognized as deductible 
inasmuch as a soil with proper physical requirements is equally 
important to agricultural productivity. 

This is a field in which it would be impracticable to prescribe a 
specific period over which land improvements may be depreciated. 
Perhaps the most important aspect to be considered in this regard 
is that it would be practicable to grant farmers some option which 
would be consistently followed. 

In view of these considerations, it is our recommendation that the 
bill receive favorable action by the committee. 

May I add one other observation, Mr. Chairman? 

The CHarrMan. Yes. 

Mr. Hau. One is that language substantially the same as that 
included in the Curtis bill, H. R. 1809, was reported by this com- 
mittee and passed by the House in H. R. 6712 of the 80th Congress. 
The bill did not pass the Senate. It was section 110 of that bill. 

May I refer to one other matter which has a bearing on the permis- 
sive aspects of this question ? 

Assuming a farmer has a net income subject to tax, or otherwise 
an adjusted gross income of $5,000, and he does take an expenditure, 
which would be entirely deductible under the terms of this bill, in 
the amount of say $3,000, and he has a personal exemption of $2,400— 
that is to say, 4 exemptions—under the terms of this bill, if the $3,000 
was regarded as fully deductible in that year, he would under these 
circumstances lose $400 of his personal exemption. 

It seems to us, therefore, that consideration ought to be given to 
some permissive treatment, or perhaps treating the matter in certain 
instances as an addition to capital, but subject to depreciation so that 
such conditions of this nature might not further deter one in embark- 
ing upon soil-conservation and improvement practices such as those 
in this legislation. 

Mr. Mason (acting chairman). Does that conclude your statement? 

Mr. Hay. That concludes our statement. 

Mr. Mason. We thank you for your statement. 

We now have Congressman Miller, who was supposed to have been 
on the list and was not, and we will give him a chance to make his 
statement at this time. 

While Congressman Miller is getting ready, we have before us 
several briefs which are to be incorporated in the record at this point, 
and also several letters submitted by Congressman Curtis which are 
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to be incorporated in the record at this point without objection. Un- 
less my colleagues have objections, they will be incorporated in the 
record at this point. 

(The matter referred to is as follows :) 


STATEMENT OF THE NATIONAL MACHINE TooL BUILDERS’ ASSOCIATION, IN RE Topic 
21, RESEARCH AND DEVELOPMENT EXPENDITURES 


The treatment of research and development expenditures for Federal income- 
tax purposes has been the subject of considerable confusion and controversy. 
We believe further confusion and controversy should be avoided by amending 
the Internal Revenue Code to provide that a taxpayer may, at his option, deduct 
research and development expenditures from gross income for the taxable year 
in which they are incurred or capitalize such expenditures and recover them by 
way of depreciation allowances. 

Congress has never enacted specific statutory provisions on the deductibility 
of research and development expenditures. At one time the Treasury regulations 
granted taxpayers an option to deduct such expenditures. See article 168 of 
Regulation 65. After the Board of Tax Appeals held that there was no option 
under the law, Gooddell-Pratt Co. (3 B. T. A. 30 (1925)), the regulations were 
amended, and the option deleted. 

For years taxpayers and Treasury officials struggled with the many problems 
in connection with research and development expenditures without the benefit of 
clear-cut rules. Bureau officials finally evolved a policy which they felt went as 
far as was possible under existing law and court decisions. On April 4, 1952, the 
Commissioner of Internal Revenue stated before the Joint Committee on Internal 
Revenue Taxation: 

“It is the policy of the Bureau, where the taxpayer under its established 
method of accounting has adopted the practice of charging to expense research 
and development costs, to allow such costs as deductions in computing net 
income. Such costs, however, may include only such expenditures as would 
normally be considered to represent research and development costs in the experi- 
mental or laboratory sense. Thus, in the case of experimental airplanes, the 
salaries of engineers working on the development of the planes, the cost of 
materials which enter into the construction of the planes, the cost of test flights, 
and similar expenditures are deductible as expense items. However, amounts 
paid out for new building and equipment, including tools which have a substantial 
life beyond the taxable year, or which are adaptable for use other than the par- 
ticular research or development project for which they were constructed or 
acquired, must be capitalized even though such buildings or equipment are 
necessary for the particular research or development project. 

* * = + . 7 * 

“Research and development expenses usually are a necessary part of most 
businesses. In the past these expenses have consistently been charged to expense 
by the large majority of such taxpayers. The problem of allocating such expendi- 
tures to individual projects, so as to write off amounts applicable to failures, is 
most difficult and would require elaborate accounting procedures. Over a period 
of years the deduction of such items as expenditures are made does not appear to 
create a materially different tax result from the capitalization of all such items 
and the later allowance of deductions for abandoned or worthless projects and 
processes and the allowance of depreciation on successful ones. As stated in my 
press release of February 26, 1952, however, agents of the Bureau have been 
instructed to examine carefully all expenditures and allow only such items as are 
reasonable in amount in the light of existing circumstances in each case.” 

Although taxpayers welcome this statement as an effort to provide working 
rules, it does not solve the problems of taxpayers with new businesses or tax- 
payers with established businesses which have had no research programs in the 
past. Legislation is required to provide relief for such taxpayers. 

The proposed legislative option to deduct or capitalize research and develop- 
ment expenditures is comparable to that now granted to taxpayers to add to the 
basis of real property those amounts paid and accrued for real property taxes, 
interest on mortgages, and other carrying charges, which are not deducted under 
section 23. A similar option is provided in section 28 (bb) with respect to maga- 
zine, newspaper, or other periodical circulation expenditures. These may be 
expensed or capitalized. 
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In many instances taxpayers cannot afford to engage in new research and 
development unless they have assurance that they can deduct the expenditures 
currently. Consequently, they feel compelled to forego research which is highly 
desirable to maintain or increase our productivity and improve our economy. 
Since there is great variance among taxpayers with respect to research and 
development practices, availability of funds, and incentive to develop new methods 
and products, all taxpayers should have the option to deduct or capitalize research 
and development expenditures. This option is of the greatest importance to the 
machine-tool industry and other industries, the members of which are predomi- 
nantly small business. It will encourage investment in research and develop- 
ment, because there will be assurance that amounts so expended will be recovered 
within a reasonable time. 


Detroit, MicuH., April 2, 1953. 
To the Congress of the United States of America, Joint Committee on Internal 
Revenue Taxation, Washington, D.C. 
(Attention: Hon. Representative Daniel A. Reed, chairman.) 

GENTLEMEN: As a member of the engineering profession wherein my work 
brings me in close contact with the United States patent system and the tax laws 
therefor, it appears to me that the present tax laws regarding patents is unneces- 
sarily in opposition to the incentive factor underlying our patent laws. Also the 
interpretation of the laws are so complex and inconsistent that it is virtually 
impossible to pay taxes on patent and development expenses in strict compliance 
with these laws. Therefore, as merely one citizen, I would like to present my 
views on this important subject for your consideration. 

Recently I asked a refugee German doctor, who had expressed amazement at 
the standard of living in our country, whether he could name the outstanding 
single factor that makes our Nation so much more productive than European 
nations considering the fact that all our citizens are descendants of Europeans, 
and hence should possess no greater innate talents. He was at a loss for an 
answer, and when I mentioned “individual incentive,” he could not understand 
how this one factor could make so great a difference. In accordance with the 
American idea of “results by means of incentive,” the patent system was founded 
by our forefathers to provide an incentive for inventors and manufacturers to 
risk their time and funds to develop new and useful products: and with this 
incentive system, the public as a whole benefits in the form of a higher standard 
of living. The patent system has proved to be one of the most valuable instru- 
ments in the development of our highly productive economy. Therefore, it would 
appear that every effort should be expended to guard jealously this incentive 
factor underlying the patent system. 

At the present time, about one-half of the patents issued by the Patent Office 
are awarded to business firms, whereas the remainder are awarded to independ- 
ent inventors. This latter group always has made valuable contributions in 
building our Nation; and although the following suggestions apply to all groups 
concerned with the patent system, they are especially applicable to this group of 
so-called “independent inventors.” 

First considering the inconsistencies of the tax problems, the present tax laws 
require that patent expenses must be treated like expenses for a piece of ma- 
chinery, wherein the cost of each patent is amortized over the 17-year life of the 
patent. Since patents as property are quite different from machinery, several 
problems arise which make it virtually impossible to treat patent expenses in 
accordance with the strict interpretation of the law. 

One difficulty occurs when an inventor works with a patent attorney or when 
the attorney works by himself on the inventor’s cases; the time spent at each 
meeting may involve several patent applications, some at an early stage and 
others at a later stage of prosecution. The attorney usually bills the inventor 
monthly and specifies therein the total hours applied to all work for the inventor, 
with only a general reference to the various applications being prosecuted by the 
attorney and without an itemized charge for each case. Obviously if the patent 
attorney attempted to record in his invoices the exact time spent on each case 
of each client at every hour of the day, he would be spending a large share of 
his time keeping records. 

A more critical problem arises from the fact that patents, unlike machinery, 
incur expenses before actual property ownership begins, and in fact even before 
such ownership is ascertained. A piece of machinery is a real and tangible item, 
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and the time of sale and extent of ownership can positively be ascertained, and 
proper amortization can readily be established. The acquisition of patents, how- 
ever, require an indeterminate period of time known as the “prosecution period” 
of an application which may vary from 2 to 7 years or even longer in some cases; 
and there is simply no way to predict the length of this period for each patent 
application. During this period, in which patents are classified as “pending,” 
the Patent Office examiner submits several “actions” to the inventor’s attorney 
stating whether one or more “claims” might be allowed in view of other “prior 
art,” or the reasons for the rejection of the application. The examiner acts on 
the case at intervals of from 6 months to 1 year or more, and the inventor and 
attorney argue the case before the Patent Office in the form of “amendments” 
to the original application. 

In most cases the greatest expense for the patent occurs during this pending 
period, but the inventor has no patent property or ownership of any kind. The 
inventor only acquires ownership of a patent when it is granted or “issues.” 
Much worse, during such pending period of 2 to 7 years, there is no assurance 
that patents will be granted by the Patent Office, and yet the bulk of the patent 
expenses of the inventor must be paid during this period. After several actions, 
the patent examiner might indicate in the latest action that one or more claims 
“appear allowable.” This merely means that insofar as the patent examiner 
has searched the “prior-art” up to the time of that action, one or more claims 
appear to be allowable, which, however, does not convey any rights to the inventor. 
But in subsequent actions by the Patent Office, the examiner may find other 
prior art that anticipates these claims and his decision would then be reversed, 
which frequently happens. 

However, after sufficient searching and discussion by the examiner in about 
8 to 7 actions which are rebutted by the inventor’s attorney, if the examiner 
still feels that one or more claims are allowable, a patent is granted to the inven- 
tor after this lengthy “pending” period; and then (and only then) the inventor 
acquires ownership of patents as property, which ownership lasts 17 years from 
the date of such grant. But if the examiner feels that the novelty and utility 
of the inventor’s idea is insufficient to warrant a patent grant, then no property 
ownership has been acquired by the inventor and yet he has spent large sums 
on patent applications over the “pending” period of 2 to 7 years. 

The tax problem is made still more complex because in the event of the issu- 
ance of a patent to an inventor, it can be contested at any time in a Federal 
court and, if invalidated, then the inventor’s ownership of such property not only 
ceases but in effect never existed in the first place. Obviously, such difficult 
problems would never arise in treating taxes for the acquisition and ownership 
of items such as a piece of machinery, for example, as used in oil-well drilling. 

In my own case, I resigned my position as an engineer in March 1948 to work 
on several of my inventions. I had saved about $5,000 and, after more than 2 
years of work on primarily one of the inventions. I was about $1,000 in debt. 
At that time a manufacturer was sufficiently interested to work with me for 
several more years on the device, but they decided not to go further with it be- 
cause in their opinion the device was not commercial. I did not agree with 
their conclusion and continued working on it, and now after about 5 years I 
believe the invention is substantially completed and several manufacturers are 
interested : however, I still am not certain whether I will ever realize a return 
on my investment of time and money which at the present time could be valued 
at about $30,000, including my loss of income during at least 3 of the 5 years. 

I have spent large sums for patent attorneys for eventually acquiring issued 
patents, but at the present time no patents on these devices have issued and there 
is no assurance that they will issue. I now have 6 patent applications pending 
and have claim allowances in 4 of these cases. If no patents are granted then 
I would have no patent property, and obviously all patent expenses could be 
treated as income deductions during the year the expenses were incurred. On 
the other hand, if all the applications terminate in granted patents, which might 
even be several years from now, then the entire amount must be amortized for the 
life of the patents starting with the date of grant of each individual patent, un- 
less the patents are contested and invalidated in court at a later date, which 
might happen, wherein I would have no patent property. Or it might result that 
none, or 2, or 4, for example, or any number of the applications would issue as 
granted patents and which are not contested or invalidated at any time during 
their life. Even in this event, the problem arises regarding the charging of the 
funds to the various individual patents, especially in view of the methods used 
by many patent attorneys for keeping records as explained; and this is further 
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complicated by the fact that the total expenses of any given patent application, 
as in all of my present pending cases, will extend over a period of 2 to 7 years 
before issuance, which period will be different for each patent. Hence the 
question arises as to when the 17-year amortization period would start for each 
patent. And finally the date of issuance of each patent will be different, which 
complicates keeping records since each patent must be amortized for 17 years, 
presumably from this date. 

Although I am desirous in every way possible to treat my tax obligation in 
accordance with the law, in view of these inconsistencies I feel that the treat- 
ment of taxes regarding patents in a manner presently required by law is not 
merely diflicult, but virtually impossible. 

Although the foregoing complications alone would warrant a revision of the 
tax laws regarding patents, the most important need for revision of the present 
tax laws is due to their adverse effect on the incentive factor underlying the 
patent system as previously mentioned. When an independent inventor risks 
his time and funds on an invention as I have done for the past 5 years, he must 
accept the fact that he probably will not realize returns on his risk for a period 
of at least 2 to 8 years. He must also accept the fact that his greatest expendi- 
ture of funds will occur during this development period when he has no return 
from his invention, which is the period of greatest risk. but in addition to all 
of this, at the present time at least, he must accept the fact that none of the 
funds expended for patents or development work can be deducted for tax pur- 
poses from whatever gross income he may receive in that year. For extensive 
developments, an inventor usually must have some source of income, if only 
from part-time work. At best, he can deduct only one-seventeenth of the funds 
expended in a year from any income received, and even this is questionable since 
the patents do not issue (if granted at all) until about 3 to 7 years later, as 
previously explained. 

Obviously, the risks involved in dealing with patents and inventions are quite 
hazardous. Hence, if an inventor has a souree of income such as from part- 
time work during the period of developing his invention, this tax factor adds 
sufficient risk to the normal gamble in dealing with patents that many inventors 
would prefer not to risk their time and funds to pursue their ideas. In my 
own case, I was aware of the natural risks involved in patent handling and was 
willing to take these risks in view of the possible eventual return on my invest- 
ment. However, if at the start, I was aware of the present requirement for the 
17-year tax amortization, I probably would not have undertaken this development 
project, since I realized that I must have income from part-time work to finance 
it. In fact I have other inventions that I would like to develop, but the present 
tax laws add sufficient burden in the development expenses that I hesitate to 
pursue these ideas further, at least with my own funds. Thus, it would appear 
that the present tax laws regarding patents are in opposition to the incentive 
factor underlying our patent system. 

The tax system regarding patents should be revised not only for clarification 
of the inconsistencies previously described, but also for the public benefit in 
strengthening the effect of the patent system itself. The entire problem can be 
easily remedied by revising the laws so that inventors have the option of paying 
their taxes on patent and development expenses either based on a 17-year 
amortization period as presently required, or by deducting the expenses incurred 
in any 1 year against the gross income received the same year. At the present 
time, this optional method for the payment of taxes is permitted in deducting 
expenses for oil-well drilling operations; and the patent problem is quite similar 
to this type of operation. In fact it would appear that this method would be 
more justified for patent and invention expenses than for oil-well drilling opera- 
tions, since a piece of machinery for such operations is a tangible item wherein 
its value and the date of ownership can readily be established; whereas patent 
expenses are usually very difficult to handle as presently required since their 
expenses and dates of ownership are difficult to ascertain, as described above. 

If the laws are revised in this manner, the Government will receive about the 
same revenue from inventors, except that the revenue will be paid over a period 
of years whereas at present the bulk of the taxes are paid in the inventor’s 
early development years, when he can least afford it. Since the total revenue 
received by the Government oyer a period of years will be virtually unchanged, 
the public benefit produced by revising the tax laws in this manner would be 
sufficiently great to warrant the attention of legislators regarding this important 
consideration. 
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Accordingly, I respectfully suggest that you investigate the problems discussed 
in this letter, with a view toward proposing legislation to permit the option of 
deducting patent and development expenses incurred in any one year against 
income received in the same year. 

Very respectfully yours, 
Ropert H. THORNER. 





STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES ON INTERNAL 
REVENUE Cope Revisions IN Re Topic No. 21, RESEARCH AND DEVELOPMENT 
EXPENDITURES 


The Internal Revenue Code should be amended to provide that all taxpayers 
shall have the option to deduct or capitalize research and development expendi- 
tures. 

At present there is no provision in the code which permits the deduction of 
such expenditures. At one time, the Treasury regulations allowed a taxpayer at 
his option to deduct research and development expenditures. Article 168 of 
Regulation 65, which was issued under the Revenue Act of 1924, provided in 
part: 

' “A taxpayer who has incurred expenses in his business for designs, drawings, 
patterns, models, or work of an experimental nature calculated to result in 
improvement of his facilities or his product, may at his option deduct such 
expenses from gross income for the tarable year in which they are incurred or 
treat such articles as capital assets to the extent of the amount so expended. 
In the latter case, if the period of usefulness of any such asset may be estimated 
from experience with reasonable accuracy, it may be the subject of depreciation 
allowances spread over such estimated period of usefulness * * *.” [Italic 
gupplied. | 

The Board of Tax Appeals (now the Tax Court of the United States) held, 
however, that there was no option under the law, and that amounts spent for 
research and development in connection with new tools, secret processes, methods 
of manufacture and special machinery were capital expenditures and could not 
be treated as deductible expenses in the year incurred (Goodell-Pratt Co., 3 
B. T. A. 30 (1925).). 

After this decision, the Commissioner of Internal Revenue revised the regu- 
lations and deleted the option to deduct amounts spent for research and devel- 
opment. 

Notwithstanding this deletion from the regulations of the option once given to 
deduct research and development expenditures, some taxpayers have been al- 
lowed to deduct them as ordinary and necessary expenses. The limited circum- 
stances under which this has been permitted are set forth in a statement by 
former Commissioner of Internal Revenue Dunlap, dated April 4, 1952, given 
before the Joint Committee on Internal Revenue Taxation. According to this 
statement, a taxpayer may deduct research and development expenditures if 
under its established method of accounting it has in the past adopted the prac- 
tice of charging such costs to expense. It may not deduct them, however, if it 
has not previously adopted a method of accounting under which it has been 
charging research and development costs to expense. 

Although the Commissioner of Internal Revenue is to be commended for 
attempting to evolve a workable policy on research and development costs, his 
hands have been tied by existing statutory provisions and court decisions. The 
present policy is helpful only to taxpayers which have a prior practice of expens- 
ing such costs, It discriminates against all others, including new taxpayers. 
In order to avoid discrimination and treat all taxpayers on an equal basis, irre- 
spective of past accounting practices, the Internal Revenue Code should, as 
suggested above, be amended to give all taxpayers the option to expense or 
capitalize research and development expenditures. 

Some research is successful and some unsuccesssful. As the Commissioner’s 
statement of April 4, 1952, makes clear, it is unsatisfactory to require a tax- 
payer first to capitalize research expenditures and later take a loss deduction 
with respect to projects which have proved unsuccessful. For as the Com- 
missioner has agreed : 

“The problem of allocating such expenditure to individual projects, so as to 
write off amounts applicable to failures, is most difficult and would require 
elaborate accounting procedures.” 

The practical effect of these difficulties is that in many instances no loss 
deduction is allowed on account of unsuccessful research or experimentation. 
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Not only is there the almost impossible problem of allocation mentioned by the 
Commissioner, but there is also the difficult problem of meeting the strict tests 
for a loss deduction. Proof that the experiment has been abandoned and has 
resulted in a complete loss is difficult to supply. There are many cases where 
taxpayers have been denied deductions for research and development expendi- 
tures for failure of proof on these points, 

There is also the problem of assigning the development expenditure to a par 
ticular asset. In some cases where the improvement consists of methods of 
production it can be argued that the development relates to the business as a 
whole and not to any particular asset and consequently is not subject to any 
allowance for depreciation. In such cases the taxpayer cannot take a deduc- 
tion on account of the research and development expenditure until it goes out 
of business, when, /S a practical matter, the deduction will do it no good. 

A recent experie! ce will illustrate the problems and uncertainties under present 
law. A group of companies have had under consideration for some time a 
research program which would require large expenditures over a 10-year period 
If successful, the program would develop new products or industries in an area 
where they are needed. The simplest plan would be to form a new corporation 
to carry on the research. But under existing Bureau policy there is no assurance 
payments for this research could be deducted as ordinary and necessary expenses 
in the year incurred. If the research program is to be carried on, it will have 
to be done by a company which has an established practice of expensing research 
and development costs Even if such company can be found, there is some 
question as to whether the past practice can be said to cover the large expendi- 
tures which may be required in this new research program. 

This example is not an isolated case. Dr. Vannevar Bush, in his bock, Science, 
the Endless Frontier (1945), page 16, pointed out that uncertainty over the 
attitude of the Bureau of Internal Revenue toward the deduction of research and 
development costs is a deterrent to industrial research. 

This problem received consideration by the Special Tax Study Committee to 
your committee in connection with revenue revisions in 1947-48. The report 
of that committee (80th Cong., 2d sess., H. Doc. No. 523, p. 26) contained the 
following statement with regard to research and similar expenditures: 

‘Expenditures for research and development have generally been allowed as 
ordinary and necessary business expenses. More recently the Bureau has shown 
a tendency to question them and to disallow some, For example, in view of 
certain rulings, the cost of planting trees in connection with reforestation must 
be capitalized and cannot be deducted as a current operating expense. The 
Bureau has also contended in some cases that the cost of seeking new magagine 
subscribers to replace those who are dropping out must be capitalized. 

“If the Bureau continues this tendency, there is danger that taxpayers wil) 
be required to ‘capitalize’ substantial amounts on the ground that they benefit 
periods beyond the current year. Once this is done, the only chance of recovery 
is through amortization. The taxpayer is likely, however, to lose this chance 
unless he can definitely establish a period of useful life over which to schedule 
the amortization. This is often impossible in the case of expenditures for 
research or for sales promotion. 

“It is recommended that there be a clear-cut code provision specifically permit- 
ting the current deductibility of research, development, and sales-promotion ex- 
penditures to the extent that such expenditures are classified as current expenses 
by the taxpayer in accordance with reasonable accounting procedures adopted 
and consistently followed.” 

The proposed option to expense or capitalize research and development ex- 
penditures is comparable to the option as to mine-development and exploration 
exenditures under subsections 23 (cc) and 23 (ff) of the Internal Revenue Code. 
A similar option is also permitted with regard to magazine, newspaper, or other 
periodical circulation expenditures under subsection 23 (bb). 

The option for research and development expenditures should not involve any 
substantial loss of revenue. Commissioner Dunlap in his statement of April 
4, 1952, stated that: 

“* * * The net tax effect over a period of years of allowing these taxpayers 
to deduct these items as expenditures are made does not appear to create a ma- 
terially different tax result than if all items had been capitalized, and deduc- 
tions later allowed for abandoned or worthless projects or processes and depreci- 
ation allowed on successful ones * * *,” 

The proposed amendment on research and development costs will encourage 
taxpayers to invest in new research projects, and will eliminate the discrimina- 
tion which now exists in practice. between those taxpayers which have previously 
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adopted the practice of expensing such items on their books and those which 
have not. As Dr. Bush pointed out, such amendment will remove one of the main 


deterrents to industrial research. In the long run it will result in strengthening 
and improving the entire economy. 


Duncan, OKLA., July 24, 1958. 
Congressman Cart T. Curtis, 


House Office Building, Washington, D. C.: 


I believe your proposed tax-deduction bill for soil and water conservation 
practices will encourage and speed this most important program to a success. It 
is a sound investment for our Government, 


Noten J. Fuqua, 
Vice President, National Association of Soil Conservation Districts. 


POCATELLO, IDAHO, July 24, 1958. 
Congressman Carr T. Curtis, 
House Office Building: 
sill permitting valid permanent soil conservation as business expense worthy 
of consideration if administratively feasible. 
Frep M. Cooper, 
Chairman, Portneuf Soil Conservation District. 


SoutH CAROLINA ASSOCIATION OF SorL 
YONSERVATION District SUPERVISORS, 
Greenwood, 8. C., July 24, 1958. 
Congressman Cart T. CurtTIs, 
House Office Building, Washington, D. C. 


Dear Str: Your bill to give conservation farmers a fair break on income tax is 
most constructive, and should be enacted. Since annual production cost is a 
deductible, then maintenance of fertility should be. 

I can't see the difference between factory maintenance for industry and land 
maintenance for the farmer. 

The permanent practices of soil and water conservation are to maintain the 
fertility of the soil. This maintenance is basic to present and future productiv- 
ity of the soil. 

The more fertility we maintain and the resultant increase in continuous pro- 
duction will work toward keeping the percentage of income required for food 
in line with present-day percentage, thereby helping not only the farmer, but 
the industrial wage earner and owners of business as well. 

I believe your bill will meet with popular approval, if facts upon which it is 
based are properly presented to the public. 

It is a self-evident fact that more soil and water conservation will be put into 
effect faster if the cost is allowed as a business expense to farmers. 

Yours very truly, 
Gero. H. Davis, 
President, South Carolina Association of Soil Conservation District 
Supervisors. 


WISCONSIN ASSOCIATION OF Sor, CONSERVATION 
District SUPERVISORS AND AGRICULTURAL COMMITTEES, 
Eau Claire, Wis., July 23, 1953. 
Congressman Cart T. Curtis, 
House Office Building, Washington, D. C. 


Dear CONGRESSMAN CurRTIS: In a recent letter from Watérs Davis, president 
of National Association of Soil Conservation Districts, referring me to the bill 
you have introduced, to permit farmers to deduct expenditures for soil conser- 
vation as a business expense in their income-tax returns, and asking me to write 
you my thinking on it briefly. I think it an excellent amendment. 

That every farmer or landowner taking advantage of and using good soil- 
conservation and land-use practices should be entitled to this exemption, surely 
a minor thing in the overall income-tax returns to the United States Goverm 
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ment, but also an incentive to every farmer to put forth his best efforts to soil 
conservation and this we surely need. 

As president of the Wisconsin Association of Soii Conservation District Super- 
visors, would surely endorse your bill. And thank you for thinking of soil con- 
servation, Would that we had more Congressmen and Senators thinking in 
these same channels. 

More power to you and your colleagues. 

Yours truly, 
Orrie SHIFFER. 


PENNSYLVANIA ASSOCIATION OF SOIL CONSERVATION District DIrecrors, 
Falls Creek, Pa., July 23, 1958. 
Congressman CaRL T, Curtis, 
House Office Building, Washington, D. C. 

DEAR Mr. Curtis: Please accept the endorsement of the Pennsylvania Asso- 
ciation of Soil Conservation Districts, to your bill allowing deductions, in tax 
income returns for the expenditures in the establishment of permanent conserva- 
tion practices. 

In view of the great need for more good soil conservation, I believe this bill if 
passed will accelerate a good land-use program in our country immediately. 

Sincerely, 
Donap T. Smiru, President 


THE AMERICAN BANKERS ASSOCIATION, 
New York, N. Y., July 23, 1953. 
Hon. Cart T. Curtis, 
House of Representatives, Washington, D. C. 

Dear Mr. Curtis: Thank you for your letter of July 20, in reference to your 
bill H. R. 1809. As pointed out to you by Mr. A. G. Brown, director of the agri- 
cultural commission of the American Bankers Association, I have been vitally 
interested in good soil-conservation practices for many years. 

The soil conservation committee of the American Bankers Association have 
recommended the following long-range action program. 

1. Encourage the development of a sound conservation plan for every farm 
and ranch in the Nation. 

2. Develop a credit program to support financially sound soil improvement 
practices. 

3. Have every State appraise its idle acres and develop them into productive 
acres where practicable. 

4, Encourage soil analysis for both major and minor elements. 

5. Assist farmers where needed with a plan of credit to help them change to 
a better balanced crop and livestock system. 

The expense of hiring equipment and extra manpower to contour or ditch 
farmland in my opinion should be a legitimate expense item against income for 
tax purposes just as well as the expenses of repairing fences and painting the 
barns are deductible from income. 

Practically speaking, improving the productivity of farmland and the process 
of keeping the good soil is of prime importance. When erosion takes away the 
productivity of a tract of land the farmer would not need fences or barns. 

Nearly all of us realize that the cost of improving the land through sound 
conservation methods has in the past been charged against income when income 
tax reports are filed by those farmers who feel they must chisel a little on what 
they believe to be an unjust treatment of an expense item. Many people do 
not understand why conservation costs are treated as capital expenditures and 
require amortization over several years. 

I believe if bill H. R. 1809 were made into law, it would have a wholesome 
psychological effect upon the farmers of America and no doubt would make 
many of them conscious of the fact that the Federal Government through the 
action of Congress is anxious to help the farmer do a better job of conserving 
precious topsoil and water. 

This small tax incentive could well make the difference between good con- 
servation practices and no conservation. With our productive acres diminish- 
ing each year and our population increasing rapidly it behooves all of us to 
find a way to produce more food on less acres to feed this increasing population. 

According to my information it takes about 2% acres of farmland to grow 
enough food and fiber for the average individual. The number of acres of 
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new land coming into production per year is becoming progressively less sig- 
nificant, which makes it more important than ever that we make the most of 
what we have in the way of farmland. There was a time when our forefathers 
cut down a portion of the forest each year and thereby increased the produc- 
tive farmland while obtaining for himself and family the necessary lumber 
or logs with which to erect farm buildings. That day appears to be gone, 
perhaps forever, and we have practically no more frontiers. 

I am personally in favor of making your bill law. No doubt its passage would 
be an incentive to soil-conservation enthusiasts and workers as well as farmers 
themselves. 

I am sorry it will not be possible for me to come to Washington on Tuesday, 
July 28, to personally give my views on this proposed legislation. 

Very truly yours, 
Housert P. BuRDETTE. 

Mr. Mason (acting chairman). All right, Congressman Miller, 
we will now be glad to hear from you. 


STATEMENT OF HON. HOWARD S. MILLER, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF KANSAS 


Mr. Mrrurr. Mr. Chairman and members of the committee, I sup- 
pose there was some misunderstanding but I was given a notice that 
I should appear in support of my bill, H. R. 3376, at the hour of 10 
o’clock iss I notified the clerk I would be here. However, I suppose 
these things happen. 

It is not my intention to go into the details of the provisions of 
H. R. 3376. This bill is identical with S. 379, introduced by Senator 
Schoeppel in the other House. It is possible that it can be improved 
in some minor details, and I shall be pleased to consent to any proposed 
improvement. 

It is to the general purpose of the bill that I wish to address my- 
self before the committee. 

I have lived upon and operated farms in a rather large way ever 
since I was 21 years of age. In other words, I operated farms either 
as tenant or owner or both for 52 years. The land in northeastern 
Kansas and southeastern Nebraska where I operated, varies from 
rolling to gently rolling. We have more than 30 inches of rainfall 
per year and frequently we have downpours of from 1 to 6 or even 8 
mches within a few hours. This causes very serious erosion unless 
prevented by soil-conservation practices. 

In recent years two things have happened of great importance: 

First, the public has been awakened to the fact that the farmland 
of the Nation is being washed into the sea at a dangerous and rapidly 
accelerated rate. 

Second, and of equal importance, machinery and skill have been 
developed whereby the soil loss, by proper methods, can be minimized. 
In fact, it can almost be totally prevented. 

What shall be the attitude of the Federal Government with respect 
to the cost of such measures is the question posed in the bill before us 
at this time. Shall the measures taken to prevent soil loss and to con- 
serve moisture be regarded as farm-operating expense and therefore 
deductible from taxable income, or shall they be regarded as in- 
creased capital investment ? 

It seems plain to me that the part of the operation which results only 
in a different method of handling the land proper is nothing more 
than a change in operational method and is therefore legitimately and 
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unquestionably farm expense. These pictures illustrate more plainly 
than I can express in words just what I mean. I have brought with 
me some photographs to illustrate this statement, but I will not take 
time to exhibit them now. 


A. EXPLANATION OF BILL AND ITS PURPOSE 


The purpose of H. R. 3376 is to provide that certain expenses in- 
curred by farmers with respect to soil-conservation and water-con- 
servation practices, and the prevention of erosion of farmland, shall 
be deductible in computing taxable income. 

At the present time, numerous expenditures by farmers for conserv 
ing soil and water, and for preventing land erosion, cannot be de- 
ducted in computing taxable income; rather, such expenditures must 
be capitalized. H. R. 3376 gives the taxpayer an option under which 
he may continue to capitalize or, if he so desires, he may deduct certain 
of such expenditures in the year in which incurred. 

The expenditures to which this option is extended by the bill are 
generally those expenditures for improvements which are not them- 
selves subject to depreciation recognized for tax purposes. Expendi- 
tures for improvements which involve the construction or purchase 
of assets which are subject to depreciation will continue to be treated 
as capital outlays. 

Expenditures which will be allowed to be taken currently are those 
for the treatment, moving, or cultivation of earth, including (but not 
limited to) (a) leveling, grading, and terracing, (0) contour fur- 
rowing, (c) construction “of ¢ arth dams, diversion channels, and 
drainage ditches, (d) control aa protection of water courses, outlets, 
and ponds, (e) planting and cultivation of cover and protective crops 
or windbreaks, (f) control of weeds and brush, and (qg) other special 
or emergency cultivation and tillage. 

E xpenditures specifically excluded from the privilege of being con- 
sidered current business expenses are those for the purchase, con- 
struction, installation, or improvement of structures, appliances, and 
facilities made of masonry, concrete, tile, metal, or wood, such as 
tanks, reservoirs, pipes, conduits, canals, dams, wells, and pumps 
which are subject to allowances for depreciation. 

A further provision of the bill makes clear that any such expendi- 
tures taken as deductions for income-tax purposes must be excluded 
in determining the cost of the property for the purpose of comnutine 
capital gain or loss on the property if and when sold 


B. ARGUMENTS IN SUPPORT OF THE BILI, 


One important consideration in determining the present and future 
policies of this Nation, is to make sure that we shall have an adequate 
food supply. Our population at this time is increasing at the rate of 
2,700,000 persons per year. An estimated annual increase of 7,500,000 
acres of land at average yields is currently needed to provide food 
for these new people. "By 1965 the rate of increase will have become 
so much greater that by then, it has been estimated that the total needed 
addition of land over the 12-year period will be 115 million acres 
unless acre yields are incanaak Therefore we must continue in the 
public interest to conserve our soil. Farmers should be encouraged to 
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develop their farms and improve their land, and this proposal is one 
incentive that can reasonably be offered at minimum cost to the Gov- 
ernment. Surely, if a farmer pays out his money to improve his land 
not only for the present generation but for generations to come, the 
United States Government should at least recognize his efforts by 
allowing a tax deduction. 

One of the most important incentives that may be afforded by this 
bill is the promotion of contour grading of the rolling hills of some 
parts of our farm areas. Contour ort ading, commonly called ter- 
racing, is one of the most practic: able methods of soil conservation 
that exists. It has been far too much neglected in the past. To offer 
the farmer an opportunity to take ¢ urrently the expense of such grad- 
ing as a deduction from income would be a valuable stimulus to him 
to engage in such work. In an editorial on February 9, 1953, the 
Topeka Daily Capital expressed the opinion that relief such as that 
offered in this bill will, dollar for dollar, save more soil than all other 
soil-conservation projects put together and all without the expenditure 
from the Treasury of a single cent. It is quite true that it would 
result in a slight reduction of income-tax collections, but the amount 
of food that would be produced on salvaged lands would exceed this 
many fold. 

Expenditures of the type here sought to be classified as current 
business expenses, rather than capits al expenditures, are often of a 
nature that they will normally be recurrent. They will arise regu- 
larly in the conduct of good farming operations. The law now con- 
siders the purchase of commercial ‘fertilizer as a business expense. 
It also recognizes as such the repair and maintenance of buildings 
and fences. It seems quite reasonable that since the farmer is not 
allowed to take depreciation on his land, he should be allowed to 
take a deduction for expenses actually incurred in conserving the 
soil. As the law stands now, farmers who make improvements of 
this sort must wait until they sell their farms to obtain any tax 
benefit from the expenditures which they make on these improve- 
ments. It does not appear practicable to allow some arbitrary de- 
preciation with respect to these re Som ements and that is why this 
very simple solution to a knotty problem is proposed. Further light 
on the simplifying aspects of the bill is made clear by a comment 
which has been made on the present law: 

Under existing law, farmers are often required to capitalize costs of soil- 
conservation and water-conservation improvements to their lands. However, it 
is often impractical for farmers to keep adequate records for the purpose of 
determining the amount of these costs. For example, a farmer who uses his 
tractor for plowing in the morning and for large scale contouring in the after- 
noon theoretically must capitalize some of the depreciation on the tractor and 
some of the cost of gas and oil. 

I might interpolate here to say: I would like to know how he would 
compute the cost, unless he emptied his tractor at noon before he 
started in on the different kinds of jobs. 

It should also be clear that there is nothing really new or radical 
about this proposal. Many bills have been introduced in the Con- 
gress over the years which are quite similar to this one. It should 
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also be pointed out that the Ways and Means Committee has approved 
a very similar proposal included as one section in an earlier bill which 
passed the House of Representatives in 1943 but died in the Senate 
Finance Committee with the adjournment of the 80th Congress. This 
was H. R. 6712 by Representative Knutson which rec eived a favor- 
able report by the Ways and Means Committee. 

It should further be noted that California in 1949 adopted a sim- 
ilar proposal. Also it is of interest to note that three British Domin- 
ions, Australia, New Zealand, and South Africa, all of which have 
been bothered by soil erosion, have recently adopted legislation to 
allow a deduction for expenditures for improvements similar to those 
under consideration here. 

I hope that the members of this committee will consider favorably 
the provisions of this and similar bills and will present to the House 
a measure largely embodying their provisions. 

It is immaterial to me whose name the bill may bear—the matter 
is of too much importance; the element of time is too urgent for 
any personal consideration to enter in. I feel its previsions are just 
and I feel that their adoption into law would be wise, because they 
would, beyond any doubt, result in acceleration of soil and water 
conservation practices, which in time will result in immediate re- 
duction of the unrecoverable waste of our greatest natural resource— 
the few inches of topsoil now remaining on our farms. 

Mr. Mason (acting chairman). That concludes your statement, 
Congressman Miller? 

Mr. Mitxer. Yes, sir; this concludes my statement. 

Mr. Mason. I wish to say, Congressman Miller, that you have pre- 
sented a very clear, comprehensible statement, being specific in de- 
tails, which is not usally done. 

For your information, I want to say that Congressman Curtis of 
Nebraska and also myself have similar bills, which have the general 
objectives that this bill has. I feel this is something that should be 
done at the earliest possible moment, and I have every hope that in 
this general overall revision of the Federal Tax Code, which our 
committee is now working upon, that the provisions in your bill and 
maybe in some of the other bills of like nature, will be included. 

Mr. Mitzter. Congressman Mason, I am very happy to learn—in 
fact, I had information that you and Congressman Curtis had intro- 
duced similar bills, and I am most happy to have your cooperation. 
I feel like you do, that because of the fact that soil lost is unrecover- 
able, that no time should be lost in taking whatever measure is possi- 
ble to save it. 

I would like, if possible, Mr. Chairman, to introduce for the rec- 
ord 2 letters here: 1 from H. A. Praeger, president of the Farm Bu- 
reau of the State of Kansas, and another from Mr. J. W. F unk, sec- 
retary of the Kansas Conservation Contractors Association. They 
have written in their approval and advocacy of measures of th's 
kind. I would appreciate it if they might be admitted in the record 
at this point. 

Mr. Mason. Without objection they will be inserted in the record 
at this point. 
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(The matter referred to is as follows :) 


KANSAS FARM BUREAU, 
Manhattan, Kans., July 24, 1958. 
Congressman Howarp MILLER, 
United States House of Representatives, 
Washington, D. C. 


DEAR CONGRESSMAN MILLER: I am most happy to hear that you will have 
the opportunity on Tuesday, July 28, to appear before the Ways and Means 
Committee in support of your bill to amend the tax treatment accorded soil- 
conservation expense. You may be sure that Kansas farmers are wholehearted- 
ly for a revision in the present regulations which would permit the deduction 
from gross income for income-tax purposes of expenditures made by farmers 
for the purpose of soil-and-water conservation. 

I personally believe such revision would be fair and equitable and certainly 
could not be interpreted as a special privilege. I believe it is unfair to prevent 
farmers from charging off an expense the cost of soil-conservation activities 
when it is so widely accepted that these activities are in the public interest as 
well as in the interest of the farmer. 

Following is a paragraph from our official policy of this year as adopted by 
the delegates at our State convention last November. 

“We believe that soil-conservation practices such as terraces and detention 
dams would be encouraged by @, revision in our income-tax laws and regulations 
permitting landowners to classify a reasonable amount of such work as main- 
tenance cost, and to permit depreciation of investments in terraces or dams 
which are listed as capital assets.” 

Hoping that you will receive favorable consideration for your proposal, I 
remain, 

Sincerely yours, 
H. A. PranGer, President. 


KaNSAs CONSERVATION CONTRACTORS ASSOCIATION, 
Manhattan, Kans., July 24, 1958. 
Re H. R. 3376. 
Representative Howarp S. MILier, 
House of Representatives, Washington, D. C. 

DEAR REPRESENTATIVE MILLER: This letter gives support of the Kansas Con- 
servation Contractors Association to H. R. 3376 of the present session of 
Congress. 

This organization is composed of contractors engaged in soil-conservation 
construction work. Although less than 2 years old, it is one of the larger 
organizations of its kind in the country and the membership numbers 159. 

The KCCA recognized a serious legislative deficiency in the relationship of 
soil conservation and income tax. Therefore, this organization, at its annual 
business meeting on February 14, 1953, adopted the following resolution: 

“Resolved, That whereas we the KCCA see the need for legislation enabling 
landowners to currently completely charge off as expense the cost of supplying 
good sound soil-conservation practice so as to encourage more of this most 
essential work to be done. We hereby go on record as being in favor of proposed 
legislation along this line and recommend immediate action.” 

This resolution was passed nearly unanimously and represents the feeling of 
the more than 600 conservation contractors operating in Kansas. 

The passage of this bill will help the soil-conservation program immensely and 
keep many tons of precious topsoil from going down the stream. 

Sincerely yours, 
J. W. Funk, Secretary. 


Mr. Mason. Mr. Miller, I learned what little I know about the 
necessity for soil conservation at the feet of former Governor Lowden 
of Illinois now, of course, passed away and if we had listened to him, 
we would be far along the road before now. 

Mr. Miter. I am old enough, Congressman, to remember well the 
work that Governor Lowden Tid and I agree with you thoroughly. 

Mr. Mason. I was a great admirer of Governor Lowden and was 
very much disappointed that at the convention he was not nominated 
and made President. 
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(The following material was submitted for the record on topic 21:) 


STATEMENT OF RAymMonpD A. MCCONNELL, Jr., Eprror, LIncotn, Nesr., STATA 
JOURNAL AND COCHAIRMAN, SALT-WAHOO WATERSHFD ASSOCIATION, IN BEHALF 
or H. R. 1809 


This year in areas of eastern Nebraska where the local and national 
economy is seriously threatened by unchecked soil erosion and loss of agricul- 
tural productivity, as well as recurring floods, we are embarking on a pilot-plant 
demonstration of the merits of a comprehensive aud coordinated program of 
soil and moisture conservation, land and water management, and related erosion 
control, and upstream flood prevention. 

The Congress in this and some 50 other areas throughout the Nation is making 
a substantial investment in this pilot-plant program, in partnership with the 
local people. This is a sound initial step in a kind of resources management 
which represents a logical and necessary extension, to the basis of community 
watersheds, of the movement through which for years Congress has invested 
in encouragement of more widespread application of soil- and moisture-conserva- 
tion measures on the basis of the individual farm. 

An integral part of this kind of watershed-development program is the com- 
plete or near complete application of on-the-land conservation measures in the 
lands of the small watersheds where water-retaining and erosion-control struc- 
tures are to be built. Without such conservation on the land the structures 
cannot be economically planned or the investment in them protected against 
sedimentation. 

For several years our watershed association, on whose areawide board are 
representatives of the most progressive upland and bottomland farmers as well 
as of virtually all the country and city banks, has carried on an intensive educa- 
tional program with the objective of getting a high percentage of the land 
under conservation so that public money spent fcr larger flood and erosion 
control structures on Salt and Wahoo Creeks and their tributaries will be wisely 
invested. 

It is our experience, however, that more than education is necessary. 

A measure with provisions like those of H. R. 1809 is needed not only to 
simplify the farmer’s problem of recordkeeping as between operating expenses 
and capital investment, but to offer him somewhat the same tax encouragement 
in making long-range improvements on his land that the industrialist receives 
in improving the efficiency and productivity of his plant. 

Especially, we are interested in the incentive this measure will provide the 
absentee owner to participate in a conservation program. The problem of get- 
ting the absentee landlord to do the conservation job on his land essential in 
an overall and related watershed development program is one to which we 
have not yet found an adequate answer in the Salt-Wahoo area although the 
problem comes up at every neighborhood meeting we hold. 

We are hopeful that the provisions of H. R. 1809 will get at this problem more 
effectively than any appeal to pure reason. 

This measure is in both the local and national interest. It appears to us as a 
way of encouraging conservation of our natural resources and enhancing the 
productivity of American agriculture that is totally consistent with the under- 
lying philosophy of the present administration. Certainly our tax laws should 
reflect the necessity of checking the deterioration of our basie resources so as to 
assure an adequate food supply for the coming generations. 





STATEMENT BY PAvuL D. Secuers, EsQ., CHAIRMAN, Feperat Tax LeGIsLATIve 
COMMITTEE OF THE FEDERAL TAx Forum, INc., or New York Crry, IN Re Torre 
21, Researcn AND DEVELOPMENT EXPENDITURES 


Taxpayers should be given the right, at their election, to charge off as ex- 
penses, or to capitalize and charge off over the period selected by them, expendi- 
tures made in industrial or commercial research and development or improve- 
ment of industrial or commercial products, services or processes. 

Today, our Nation’s new economic frontier is technology, science, commerce, 
and trade. Our natural resources will all too soon be exhausted. If we are to 
retain primacy in international economics, we must encourage industry in its 
exploration of this new frontier, which would ultimately redound to the Gov- 
ernment’s advantage, and to that of the entire body of taxpavers. through 
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inereased national income. One way of accomplishing these goals would be by 
permitting an election to expense or capitalize the costs of research, develop- 
ment, and promotion. A clear statutory provision in this respect will encourage 
industry to make the tremendously large expenditures for research required by 
present conditions. 





STATEMENT SUBMITTED BY THE NATIONAL ASSOCIATION OF WooL MANUFACTURERS, 
New York City, IN Re Topic 21, RESEARCH AND DEVELOPMENT EXPENDITURES 


The association recommends amendment of the code to confirm a policy of 
permitting taxpayers to elect to charge research and development expenditures 
to current expenses or to capitalize them on a consistent basis. This election 
encourages such work and gives recognition to the widely varying character of 
such expenditures. 


Roum & Haas Co., 
Philadelphia 5, Pa., July 24, 1953. 
WaAys AND MEANS COMMITTEE, 
House of Representatives, Washington, D. C. 

GENTLEMEN: In July 1951, Messrs. Camp and Reed introduced identical bills 
H. R. 4775 and H. R. 4825, respectively. These bills incorporate in legislative 
form the recommendations of the American Bar Association. 

Section 154 of the bills contains the recommendation that the Internal Revenue 
Code shall be amended to permit taxpayers to elect to capitalize or expense 
research and development expenditures. 

The analysis of H. R. 4775 section by section begins at page A 4507 of the 
Congressional Record of July 12, 1951. The analysis explains section 154 as 
follows: 

“Section 154, deduction of industrial and commercial research and develop- 
ment costs: For many years there has existed great confusion, uncertainty, and 
litigation as to the proper treatment for income-tax purposes of industrial and 
commercial research and development expenses. It is very difficult to apply 
orthodox accounting principles to such expenditures and there is no uniform 
accounting practice in respect of such items. Treasury Department regulations 
formerly permitted taxpayers to elect either to expense or capitalize such 
charges, but such regulations were in effect held invalid by decisions of the 
Board of Tax Appeals, and the present regulations (sec. 29, 23 (1) of regula- 
tions 111) indicate that such expenditures must generally be capitalized and 
recovered by depreciation allowances if the taxpayer can show that the intangi- 
ble business asset has a useful life in the production of business income for a 
reasonably definite limited period. However, it is frequently impossible to deter- 
mine the useful life in the business of an industrial or commercial product, 
service, or process resulting from research and development expenses. 

“In order to clarify the existing confusion in respect of the tax treatment of 
such expenditures, and to prevent tax discrimination between large businesses 
having continuous programs of research and small or beginning business enter- 
prises, section 154 provides generally that expenditures made in industrial or 
commercial research and development or improvement of industrial or commer- 
cial products, services or processes may, at the election of the taxpayer, be 
deducted as expenses or capitalized and charged off over a period selected and 
designated by the taxpayer. Merely providing for deductibility of such expendi- 
tures probably would be satisfactory to most large businesses. However, a small 
business which has unusually large expenditures in connection with a research 
program, or a new or begilning business enterprise, must be allowed the right 
to capitalize such costs and recover them by amortization deductions over the 
estimated useful life, in order to insure equality of treatment with large businesses 
which can and usually do deduct the full amounts of such expenditures from 
current income. Since, as a practical matter, it is impossible to estimate with 
any degree of certainty the useful business life of an intangible industrial or 
commercial product, service, or process resulting from research, it is provided 
that the taxpayer may designate the period over which the capitalized costs of 
a specific research project or undertaking shall be amortized. Any temporary 
loss of revenue resulting from a taxpayer's selection of an unreasonably short 
amortization period will ordinarily be recovered in later years when no amorti- 
zation deduction will be allowable. 
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“Proper safeguards are provided to insure that the taxpayer will keep adequate 
books and records, and furnish adequate books and records, and furnish adequate 
notices (1) of election to capitalize research costs of a specific project of under- 
taking, and (2) the period over which such capitalized costs are to be amortized, 
Proper provision is also made to prevent any application of the new provision 
to costs of constructing buildings or other tangible property, except models, 
prototype machines, or similar products of research projects.” ’ 

For the reasons above stated and in the interest of certainty and equality in 
tax administration, our company desires to be recorded among the taxpayers 
favoring the aforesaid American Bar Association recommendation so that in the 
future no one can question taxpayers right to research and development expenses 
under the provisions of the Internal Revenue Code. 

Respectfully submitted. 

Roum & Haas Co., 
DtuNCAN MERRIWETHER, 
Erecutive Vice President. 





IDAHO ASSOCIATION OF SOIL CONSERVATION DISTRICTS, 
July 27, 1958. 
Hon. Cart T. Curtis, 
House of Representatives. 

Dear Mr. Curtis: Waters Davis has called to my attention the fact that you 
will be taking testimony next Tuesday on a bill you have introduced to permit 
farmers to deduct costs for soil conservation as a business expense in their 
income-tax returns. 

We feel that, if such a bill is being considered, it certainly has merit—especially 
to give consideration to those farmers who have to take a lot of money “out of 
pocket” to restore rundown land before it will produce. There is also a need 
for an incentive to do some of the expensive jobs, such as drainage, irrigation 
improvement, water development, range reseeding, and any other practices of a 
permanent nature. Practices that give a farmer an immediate return in increased 
production and quality of crop would be debatable as a deductible item, but 
certainly those expensive land use practices that will benfit future generations 
should be given consideration. 

Yours for greater service, 
E. R. “Dick” BUEHLER, President. 





Inasmuch as a representative of the Western Union Telegraph Co. will not 
appear in person to testify on the above designated topic, it is requested that this 
statement be received and filed. 


STATEMENT BY THE WESTERN UNION TELEGRAPH Co. IN Re Topic 21, RESEARCH AND 
DEVELOPMENT EXPENDITURES 


Expenditures for research and development are deducted from income either 
as “ordinary and necessary” business expenses or through the medium of depre- 
ciation where expenditures, such as for experimental work, drawings, models 
and patterns including buildings and tools incident thereto, are regarded as 
capital improvements, in which event the expenditures are claimed as a deduction 
spread over the estimated period of usefulness. The facts in each case must be 
shown to the satisfaction of the Commissioner. 

In many cases, the treatment of such expenditures is impracticable of determi 
nation, as explained in the Commissioner’s statement before the Joint Committee 
on Internal Revenue Taxation on April 4, 1952. (Excerpts from the Commis- 
sioner’s statement are annexed.) Often, research expenditures reflect day to 
day activities under a continuing program which may be partly related to specific 
projects not measurable in terms of a period of usefulness. Because of the 
impracticability of ascertaining the extep* to which research and development 
costs may be deducted as ordinary expense rather than capitalized, it appears 
reasonable to allow the texpayer to make such determination in his sole diseretion 
without regard to a possibly different treatment reflected by his books of account ; 
further, the period of usefulness of capitalized expenditures should be determined 
at the sole discretion of the taxpayer with the right to revise such determination 
with respect to any balance of capitalized expenditures not previously claimed 
as depreciation. Such a policy, specifically expressed in the Internal Revenue 
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Code, would not only eliminate considerable confusion and controversy, but 
should tend to encourage outlays for research and development work with obvious 
benefits to the national economy. 


EXCERPTS FROM STATEMENT OF COMMISSIONER DUNLAP BEFORE THE JOINT COM MITTEE 
ON INTERNAL REVENUE TAXATION RELATIVE TO RESEARCH AND DEVELOPMENT COSTS, 
APRIL 4, 1952 


“It is the policy of the Bureau, where the taxpayer under its established method 
of accounting has adopted the practice of charging to expense research and 
development costs, to allow such costs as deductions in computing net income. 
Such costs, however, may include only such expenditures as would normally be 
considered to represent research and development costs in the experimental or 
laboratory sense.” 

“On account of the difficulty of determining the specific costs applicable to 
various projects and processes, as well as determining in advance, or at any time 
prior to patenting or successful operations, the actual cost of a successful research 
and development project, the Bureau has allowed all such costs to be deducted 
annually, except costs of obtaining patents. Many projects take as much as 
10 years. or more to develop; many are unsuccessful; some unpatentable.” 

“Research and development expenses usually are a necessary part of most 
businesses. In the past, these expenses have consistently been charged to expense 
by the large majority of such taxpayers. The problem of allocating such ex- 
penditures to individual projects, so as to write off amounts applicable to failures, 
is most difficult and would require elaborate accounting procedures, Over a 
period of years the deduction of such items as expenditures are made does not 
appear to create a materially different tax result from the capitalization of all 
such items and the later allowance of deductions for abandoned or worthless 
projects and processes and the allowance of depreciation on successful ones. 
As stated in mY press release of February 26, 1952, however, agents of the Bureau 
have been instructed to examine carefully all expenditures and allow only such 
items as are reasonable in amount in the light of existing circumstances in 
each case.” 





STATEMENT OF THE NATIONAL ASSOCIATION OF MANUFACTURERS ON Toric aie 
RESEARCH AND DEVELOPMENT EXPENDITURES 


The taxpayer’s consistent practice of expensing research and development 
costs should be accepted for tax purposes. After considerable vacillation in 
Bureau practices in this area over the years, former Internal Revenue Com- 
missioner John B. Dunlap stated a definite Bureau policy in his appearance 
before the Joint Committee on Internal Revenue on April 4, 1952, which would 
satisfy this requirement. 

To avoid the possibility of further vacillation and controversy, the policy 
as announced by Mr. Dunlap should be confirmed in the statutes. 





STATEMENT OF CarRL ELxtiotr, MEMBER OF Concress FRoM THE SEVENTH DISTRICT 
or ALABAMA, IN Support or H. R. 2080 


Mr. Chairman and members of the committee, I am grateful for this oppor- 
tunity to present testimony today in support of my bill, H. R. 2080, to provide 
for the deduction from gross income for income-tax purposes of expenses incurred 
by farmers for the purpose of soil and water conservation. 

The bill would amend section 23 (a) (1) of the Internal Revenue Code, as 
amended, by adding the following paragraph: 

“(D) In the case of a taxpayer engaged in the business of farming, expendi- 
tures made for the purpose of soil and water conservation and the prevention 
of erosion of land used in farming shall be allowed as deductions under sub- 
paragraph (A). For the purpose of this subparagraph, the term ‘expenditures 
made for the purpose of soil and water conservation and the prevention of 
erosion’ means expenditures for the treatment, moving, or cultivation of earth, 
including (but not limited to) leveling, grading, and terracing, contour furrow- 
ing, the construction of diversion channels and drainage ditches, the control 
and protection of watercourses, outlets, and ponds, the planting and cultivation 
of cover and protection crops, or windbreaks, and other special or emergency 
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cultivation tillage; but such term does not inelude the purchase, construction, 
installation or improvement of structures, appliances, and facilities made of 
masonry, concrete, tile, metal, or wood, such as tanks, reservoirs, pipes, conduits, 
canals, dams, wells, and pumps, which are subject to the allowance for deprecia- 
tion provided in section 23 (1). For the purpose of this subparagraph, the term 
‘land used for farming’ means land used by the taxpayer or his tenant for the 
production of crops, fruits, and similar agricultural products or for the sustenance 
of livestock.” 

The provisions of the bill are self-explanatory. Its purpose is to encourage 
greater participation in land-saving conservation practices by American farmers. 

Ever since 1933 when a national program of soil conservation was launched 
through the United States Department of Agriculture we have, of course, made 
great progress toward preserving our most valuable natural resource, the soil. 
But I believe we would be failing to look at the facts if we were to assume 
that our soil- and water-conservation programs are completely solving—or about 
to solve—all of the Nation’s serious erosion problems. 

Let us take a look at the facts. 

The United States originally contained something over 600 million acres 
of good, tillable land. This estimation has been made by the Soil Conservation 
Service. 

Today, however, we have left only about 460 million acres of what is con- 
sidered really good, high-class cropland. Incidentally, this figure includes some 
80 to 100 million acres that need drainage, irrigation, or other improvements. 
And the Soil Conservation Service estimates that except for about 100 million 
acres, all of our 460 million remaining tillable acres are subject to erosion 
whenever the land is used without protection. 

Already, our records show, we have ruined for further practical cultivation, 
about one-fifth of our original area of tillable land; about a third of what 
remains has already been badly damaged; and another half of the balance is 
highly vulnerable to erosion, 

The Department of Agriculture has reported that sound conservation pro- 
grams must be completed on about one-quarter, or approximately 115 million 
acres, of the country’s cropland if the productive capacity of this land is not 
to be permanently damaged. Similar programs must be completed by 1970 
on from 100 to 120 million additional acres where erosion is proceeding at a 
less critical but still serious rate. On some 200 to 220 million acres, which are 
heing damaged at a slower rate, planning and the application of basic conserva- 
tion measures should also be completed by 1970. 

This is, admittedly, a gigantic task. Yet all of us, I am certain, have witnessed 
the nearly miraculous effects which even some of the simpler soil- and water- 
conservation measures can have upon our soil. 

No part of the country is today immune from the effects of soil erosion and, 
therefore, no area can afford to ignore the necessity for wise conservation prac- 
tices. I have observed rather closely the effects of erosion upon the north and 
northwest Alabama area, along with the entire soil-erosion problem which is 
facing the Southern States area. Thus, I was particularly interested in the 
testimony of Mr. Robert M. Salter, Chief of the United States Soil Conservation 
Service when he appeared on April 28, 1953, before the House Committee on 
Agriculture. He summed up the soil-conservation problem in our part of the 
United States in the following words: 

“In the Southern States, conservation and rehabilitation of soil resources 
probably offers as great a challenge—and opportunity—as anywhere in the 
country. Soils here were already highly leached before they were put to agri- 
cultural production. High rainfall and temperatures continued to favor rapid 
organic matter decomposition and loss of soil minerals by leaching and erosion. 

“It has been estimated that in the Piedmont region, two-thirds of the land 
that has been cultivated has lost part or all of its topsoil, and in many cases some 
of the subsoil. Erosion and gullying have been so severe that thousands of acres 
have been abandoned for crop production. 

“Most of these soils, however, are responsive to fertilization and other good 
management practices. Climatic conditions that have made these soils what they 
are also offer unusual opportunities for increasing levels of productivity.” 

The bill which I am offering to provide income-tax deductions for expenses in- 
curred in certain soil- and water-conservation projects is, of course, no cureall 
for meeting our pressing soil- and water-conservation needs, It is however, I 
believe, a worthy step and a small concession to our farmers as a means of en- 
couraging them to undertake sound conservation programs on their farms, 
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During the recent debate on appropriations for our soil-conservation program, 
there was a great deal of discussion about the necessity for encouraging farmers 
to embark upon their own soil-conservation programs and to depend less upon 
Federal aid. Personally, I believe strongly that the agricultural conservation 
payments program has performed invaluable and far-reaching service and that, 
under no condition, should its future services to our farmers be allowed to lapse 
or diminish. However, encouragement for the individual farmer to undertake 
his own soil-conservation projects is a notable goal. And it is one, I feel, which 
would be greatly encouraged by the enactment of H. R. 2080. 

Favorable consideration of such legislation by this committee would be a 
valuable aid to American farmers in their battle against the devastating effects 
of soil erosion. 


SrATEMENT OF AMERICAN FEDERATION OF LABOR Re Topic 21, RESEARCH AND 
DEVELOPMENT EXPENDITURES 


The American Federation of Labor does not oppose reasonable allowances for 
research and development expenditures necessary to the maintainance of a busi- 
ness. However, we are opposed to any amendments that will permit charging 
up of any portion of expenditures designed to increase capacity, develop new 
products or material or extend activities into new territories to the untaxed por- 
tion of any corporation income. Expenditures for research and development, 
in our opinion, should properly be made as capital expenditures. 





STATEMENT OF Det R. PAIGE, CHAIRMAN, TAXATION CoMMITTEE, GrorGia STATE 
CHAMBER OF COMMERCE, ATLANTA, GA., Re Topic 21, RESEARCH AND D¥VELOPMENT 
EXPENDITURES 


Such expenditures should be allowed as current expenses regardless of whether 
the research and development results in development of a patent, trade-mark, or 
process which might be classified as a capital expenditure. 


STATEMENT OF PHiip A. HERSHEY, CERTIFIED PUBLIC ACCOUNTANT, SAN FRANCISCO, 
CaALIF., Re Topic 21, RESEARCH AND DEVELOPMENT EXPENDITURES 


We have all learned the advantage to be obtained both on an individual and a 
national standpoint from research and development. Without making any hard 
and fast rule it would seem that a reasonable amount of latitude should be given 
the taxpayer in that he might capitalize or expense research and development 
expenditures over such periods and in such amounts as he should feel to be 
reasonable, that such determination again should be final and not subject to 
revision. We should be realistic in knowing that when profits are high expen- 
ditures for research and development will be correspondingly high and that is 
just as proper as our whole life is predicated upon about the same rule. We eat 
higher on the hog when times are good than we do when times are bad. 





RESOLUTION ADOPTED BY THE CouNcIL oF STATE CHAMBERS OF ComMMERCE WITH 
Reearp To ITEM 21, Researcn anp DEVELOPMENT EXPENDITURES 


“The Federal Finance Committee of the Council of State Chambers of Com- 
merce is convinced that a generous administrative attitude, expressly provided 
by statute, should allow taxpayers broad elective rights in classifying outlays 
of a research, development, and exploratory nature as current expenses. 

“A wider latitude in the allowance of depreciation, obsolescence, and the 
research type of costs would encourage the development of new enterprises, 
the promotion of new products, and the expansion of production and employ- 
ment. It also would eliminate much needless and costly bickering over tax 
liabilities and many inequalities arising from administrative practices.” 

The Georgia State Chamber of Commerce endorses the above resolution 
of the Council of State Chambers of Commerce. 

The Pennsylvania State Chamber of Commerce endorses the above resolution 
of the Council of State Chambers of Commerce, with the additional recom- 
mendation as follows: 
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“Taxpayers should be permitted, at their election, to deduct currently re 
search and development expenditures. It is common practice among business 
enterprises to make substantial expenditures for research and development in 
order to improve existing products, processes, and services and to bring new 
ones into use. At the time such an expenditure is made, it is impossible to de 
termine whether or not a valuable asset will result therefrom; if a valuable 
asset does result, it is frequently impossible to determine either its cost or its 
useful life. 

“Industry should be encouraged by all possible means to continue and ex- 
pand its research and development activities, as it is only through such activities 
that the Nation can be assured of an expanding and prosperous economy, Con- 
sequently, the code should clearly state that such research and development 
expenditures may be deducted currently as paid or incurred.” 


Los ANGELES CHAMBER OF COMMERCE, LOS ANGELES, CALIF., RESEARCH AND 
DEVELOPMENT EXPENDITURES 


That taxpayers be given an election to treat research‘ and development ex- 
penditures as business expense or as capital expenditures to be written off over 


a term selected by the taxpayer. 


Mr. Mason. The committee will now recess and we will take up 


Topic 22, Capital Gains and Losses, at 2 p. m. this afternoon. Then 


tonight at 7 p. m. the committee is scheduled to meet on Topic 40, 
Excise Tax Rates. 
The committee will now stand in recess until 2 p. m. this afternoon. 


AFTERNOON SESSION 


(The committee reconvened at 2 p. m., at the expiration of the 
recess. ) 

The Cuarrman. The committee will come to order. 

We have the pleasure a afternoon of having with us Mr. G. Keith 
Funston, president of the New York Stock Exchange. He will be 
the first witness, and we are very glad to see you here, Mr. Funston. 

Mr. Funston. Thank you, Mr. Reed. 

The Cuatrman. I think the reporter has your full name and ad- 
dress and connection, and you may proceed at once. 


TOPIC 22—CAPITAL GAINS AND LOSSES 


STATEMENT OF G. KEITH FUNSTON, PRESIDENT, NEW YORK 
STOCK EXCHANGE 


Mr. Funston. My nameis G. Keith Funston. Iam president of the 
New York Stock Exchange and I live in Greenwich, Conn. 

I think I might add, Mr. Reed, that we of the business world appre- 
ciate very muc h your desire and willingness to go into all of these tax 
matters as carefully as you are and also we appreciate the opportunity 
to come and be able to speak on a particular subject at a particular 
time. 

The CuHarrman. Thank you very much. 

Mr. Funston. This second opportunity to appear before your com- 
mittee is appreciated mig 8 

I think that we of the Nation’s largest organized securities market 
are in a good position to observe the effects of the capital gains tax 
law on investors and on this country’s industrial growth potential. 
We realize, too, the great responsibility of your committee—and wa 
have tried to approach this problem ‘with a view to suggesting tax 
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reforms which will bring the most revenue to the Government while 
safeguarding the best interests of our economy and the Nation’s in- 
vestors. 

It is important to bear in mind that the capital gains tax is not a tax 
which affects only a privileged few. Of all individuals reporting 
capital gains taxes in 1950—the latest year for which figures are avail- 
able—42 percent had incomes below $5,000. And 74 percent of the 
capital gains returns were from people with annual incomes under 
$10,000. 

The present capital gains tax law can be described as an iron curtain 
which divorces two of the most dynamic factors in American cap- 
italism—venture capital and industrial growth. 

The policy of taxing capital gains as income is rejected in virtually 
every country in the world—Canada, for instance, one of the world’s 
fastest growing nations, does not have a capital gains tax. Why this 
tax is perpetuated in this country—why we persist in treating capital 
gains as a form of income—is something I just can’t understand. 
The unfortunate effect of the tax is that too many people refuse to put 
their money to work im venture enterprises. 

The capital gains tax is the most damaging of all Federal taxes to 
the investor because it shackles the will to venture. 

Why does an investor risk his funds in an untried enterprise? The 
answer is clear: he takes the risk, not only for the income which he ex- 
pects to earn by putting his capital to work, but, even more, in the 
hope of increasing his capital and in turn his future earning power. 

However, the present heavy taxation of capital gains causes even 
the most venturesome investor to hesitate to make risk investments in 
new enterprises—no matter how promising. If he does take the risk 
and the investment proves successful, he is slow to realize profits which 
must be divided with the tax collector. 

It is the risk-taker, the venturesome investor, whom our tax laws 
should encourage, not discourage. Instead, the present law acts to 
lock in the venturesome investor, thus making his capital static rather 
than dynamic. 

The conservative who invests in seasoned securities—such as those 
listed on the New York Stock Exchange—is locked in in the same way. 
He also hesitates or declines to take a profit because he knows the capi- 
tal gains tax, by taking a large share of any profit he may have, will 
dilute his capital and reduce his earning power. 

In short, the capital gains tax law freezes out those who would like 
to become partners in American industry and freezes in those who now 
own securities. 

The most disturbing result of this premium on inaction is not the 
injustice done the individual, Actually, the prime sufferer is the 
national economy. The acute shortage of venture capital for new and 
untried enterprises is a matter of concern to business leaders, econo- 
mists, and Government officials. And established enterprises, to meet 
their capital needs, are relying to an unhealthy degree on debt 
financing. ; 

The American economy has an insatiable need for new capital— 
$6 to $8 billion annually, for imstance, just to provide the tools and 

uipment necessary to put each year’s normal addition to the Nation’s 
labor force to work productively. The total capital spent by corpora- 


















GENERAL REVENUE REVISION 961 


tions last year for new plant and equipment and for replacement of 
existing facilities was more than $23 billion. 

But industry could raise only $2 billion, $500 million of that total 
by the sale of equity securities. The difference was made up by debt 
financing, by retained earnings, and by depreciation charges. Conse- 
quently, it is neither surprising nor reassuring to discover that all 
corporations in this country had amassed a gross debt of more than 
$190 billion by the close of 1952—almost double what it was when 
World War II ended. 

I know that no emphasis is necessary here on the dangers inherent 
in overburdening any enterprise with debt. For debt—a dead weight 
on the company’s earnings—must be met come what may. 

Let’s take a closer look at how the capital gains tax law retards 
the growth of capital: 

If a capital investment turns out to be successful—and a profit is 
realized—the Government claims as its share up to 92 percent, depend- 
ing upon the length of time the investment is held ail the tax bracket 
of the investor. If the capital asset is owned for not more than 6 
months, the profit is taxed at the straight income-tax rates applicable 
to the particular seller. If the investment is held for more than 6 
months the profit is taxed at a rate running up to 26 percent. 

Should the investment turn sour, that’s another story. The tax 
collector, although he insists upon being a full partner in all gains, 
drastically limits his participation in any losses. To the saver, the 
present law looks like a “heads you win, tails I lose” proposition—the 
Government taking a good part of the profit from successful ventures 
but providing relief against loss on a basis which, at best, is too little 
and too late. 

All securities aren’t sold at a profit. Suppose your shares cost you 
$19,000. You have to sell them and the best price you can then get is 
$12,000. You take a $7,000 loss. What happens then? Your loss can 
be used to offset any capital gains you may have that year or in the 
5 following years. But, if you have no capital gains, the loss can be 
used to offset only $1,000 of income the year that the loss occurred, as 
well as the same amount in each of the 5 following years. In other 
words, an investor who takes a $7,000 capital loss in a given year, with 
no offsetting capital gains, can write off only $6,000 of the loss—and 
that only over a 6-year period. 

Let’s look at the problem from another angle: An investor decides 
to sell stock he has owned for more than 6 months because of his belief 
that another company in the same industry has better prospects. He 
gets $50 a share for his holdings and invests the entire proceeds in the 
company he prefers—also at $50 a share. But, because he realizes a 
profit on the stock he sells, he must pay a capital-gains tax on that 
profit. He may have to go into debt to meet this tax, since his second 
investment—actually only a share-for-share swap—makes him neither 
richer nor poorer. 

This committee demonstrated its awareness of the unfairness of such 
a levy when you provided that the homeowner who makes the same 
kind of a gain on the sale of his home pays no tax if the proceeds are 
invested in another home within a year. Why, in all fairness, shouldn’t 
the investor in securities be given similar consideration ¢ 

In recent years, the rise in value of capital assets has been more 
illusory than real, as Congress acknowledged in the case of home 
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ownership. The rise in securities prices in the past dozen years has 
just about kept pace with the climb in living costs. The investor who 
sells 100 shares of stock which he acquired then may get more dollars 
for his investment than he paid. But, unless his shares almost doubled 
in price, the dollars he gets - ill buy less food, fewer clothes, and poorer 
shelter than the dollars he invested originally. 

This tax on his so-called gain is actually a penalty on thrift and an 
approach to capital confiscation. 

By far the most incongruous feature of the capital gains tax law 
is that the investor himself—not the law, the Government nor the tax 
collector—makes the final decision to realize a profit and incur a tax. 
Such a tax can only breed inaction. 

Unquestionably there are many thousands of investors who are 
refusing to impose this tax on themselves because they regard it as too 
punishing. A lower rate would induce many such investors to take 
their profit and pay the tax. 

Equally unrealistic is the provision of the law that a profit is subject 
to the capital gain rate of tax only if the asset sold is held for more 
than 6 months. This provision of the law has brought a natural and 
inevitable result: Time has usurped the role of judgment. 

An investor will hesitate—or refuse—to realize a capital gain on the 
growth that his capital has undergone if the improvement occurred in 
less than 6 months, regardless of the fact that both business judgment 
and commonsense tell him to take his profit. If he is in a high income 
tax bracket, it is almost certain that he will not sell until 6 months 
have elapsed. 

But by waiting, he repudiates his own best judgment, endangers 
his capital—and by his inaction, reduces the Government’s tax 
revenues, 

Paradoxical as it may seem, the capital gains tax law doesn’t even 
promote the tax collector’s best interests. Cold statistics show that a 
shorter holding period for determining capital gains increases tax 
revenues, while commonsense tells us that a lower effective tax rate 
would produc ean even greater volume of taxes. 

In the years 1938-41, for example, the law called for a minimum 
holding period of 18 months. In that period, Federal tax collections 
from capital gains were small and in two of the years—1940 and 
1941—capital losses actually more than offset capital gains. 

When the holding period was reduced to 6 from a minimum of 18 
months, late in 1942. the beneficial effect of the shorter period quickly 
became apparent. In 1943 the capital gains tax on individeals pro- 
duced $266 million, and in 1944 the amount jumped to $354 million. 
The 1944 figure, moreover, has been topped in every succeeding year. 
For the years 1944-51, inclusive, receipts of capital gains taxes from 
individuals aver aged better than $660 million annually. 

Of course the general rise in securities prices over the last 10 years 
also contributed to this revenue rise. However, the shortening of the 
holding period was, in my opinion, the principal reason for ‘the im- 
provement in the tax yield. 

There is unquestionably a very direct connection between the present 
capital gains tax rate and holding period and our present thin and in- 
active securities markets. The liquidity of the market—that is, the 
ability of the market to absorb a large volume of either buying or 
selling with little change in prices—has been impaired tremendously 
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by the capital-gains tax. Every person who buys or sells stock may 
be affected adversely thereby. For some time the turnover of shares 
listed on the Exchange has hovered around 13 percent—a record low— 
so that the securities industry has been suffering a private depression 
in the midst of great national prosperity. Such a depression if con- 
tinued indefinitely can result only in a lowering of the services pro- 
vided by the industry for the general public. 

It is my deep conviction that any capital-gains tax cannot be de- 
fended on any basis of justice, logic, or equity. At the same time, I 
realize as a practical person, that, because the Government needs huge 
sums of money, some form of capital-gains tax is inescapable at this 
time. 

Conse quently, our rec ommend: itions are: 

First: The holding period for determining whether or not a gain 
is to be taxed as ordinary income or is to be taxed at capital-gain rates 
should be reduced from 6 months to 3 months. 

A shortening of the holding period from the present 6 months to 3 
months would improve considerably the liquidity of our capital mar- 
kets. More active securities markets would facilitate the issuance and 
sale of new equity securities—thus strengthening our present economy 
and assuring our continued prosperity and growth. 

A 3-month holding period would not change the tax status of the 
securities dealer, nor of the short-term trader whose transactions repre- 
sent, in any case, only a small proportion of all securities business. 
They pay taxes on their short-term trading gains at ordinary income 
tax rates. 

There is, I know, some opinion that the holding period was designed 
to distinguish between investment and speculation and to give in- 
vestors more favorable tax treatment than speculators. Knowing as 
1 do the valuable contribution of the speculator to the development of 
our country and to the liquidity of our market, I think that any dis- 
crimination against the speculator is unwise. Actually, it is impossi- 
ble to draw any sharp line between investment and speculation. Cer- 
tainly the length of time capital assets are held has little, if anything 
to do with whether the holding is of a speculative or investment nature. 

The basic function of the holding period is to provide a simple, 
workable, and objective criterion for differentiating between capital 
gains which should be given special tax treatment, and gains which are 
so close to being ordinary income that they should be taxed as such. 

The fixing of the holding period at 3 months—or even at 1 month— 
would retain equally well the present intent of the law that those who 
make their living in short-term trading pay taxes at ordinary income 
rates on their gains. Most of the individuals who fall into the short- 
term trader category are in and out of a security within a period of 
days, or, at most, 2 or 3 weeks. 

If the Congress wishes to increase Federal revenues and at the same 
time encourage the flow of venture capital and equity funds, the short- 
ening of the holding period to 3 months offers a real opportunity. 

Second: The effective rate of the tax on capital gains should be cut 
in half. 

At present, individual taxpayers must include as income for tax pur- 
poses 50 percent of any realized capital gains on an asset held for more 
than6months. If that percentage were reduced to 25 from 50 percent, 
individuals would acquire more ‘freedom to switch their investments. 
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There would be a real incentive for investors to realize billions of 
dollars of paper profits, thus unfreezing present capital holdings and 
increasing the revenues of the tax collector. Probably most important 
of all, equity investment would increase in popularity as investors, 
having taken long-delayed profits, would reinvest their capital in new 
ventures, thus building a sounder financial structure for American 
business and laying the groundwork for more tax revenue in the 
future. 

Third: The amount of capital losses which may be offset against 
ordinary income should be increased to $5,000 from $1,000 annually, 
with the carryover period continued at 5 years. 

The present loss provisions of the tax law are completely onesided. 
Equitably, the tax deduction permitted as a result of a capital loss 
should be the same as the tax that would be required on a capital gain 
of identical amount. ‘That would constitute parallel treatment. Such 
a provision, however, could, in a period of declining security prices, 
expose the Government to substantial revenue losses. C ‘onsequently, 
we are suggesting a more modest program—one designed to give fairer 
treatment to the average investor. 

The latest available data disclose that of the $245 million net 
allowable capital losses reported in 1950 on taxable returns of indi- 
viduals, 68 percent were reported by persons with gross incomes under 
$10,000. 

Even though the present law permits a 5-year carryover of losses, 
an investor in many cases does not have capital gains in following 
years against which to offset unused losses. The present allowable 
loss deduction of $1,000 a year against ordinary income was estab- 
lished in 1942. Since then the real value of such a'sum has deteriorated 
considerably. 

sy increasing to $5,000 a year the allowable loss deduction against 
ordinary income, you would—at least for all except the larger in- 
vestor—remove much of the present “heads you win; tails I lose” 
pattern of the present law. 

We believe, as I have said, that the first two of our recommenda- 
tions—shortening the holding period and halving the rate of tax— 
would actually increase Government revenues by reason of the new 
taxes that would be collected on the additional capital transactions 
such changes would encourage. Increasing the loss offset allowance 
to $5,000 a year would, however, initially involve some revenue loss— 
we estimate, on the a Asis of the latest available figures, a maximum 
of $250 million a year. Even if this loss were not offset completel 
by the gain in revenues from the other changes propentiin-althengh 
I think it would be—that would be a modest price to pay for the 
tremendous benefits to our entire economy that would result from 
adopting a tax program designed to encourage investment in Ameri- 
can productive enterprise and to make America a nation of share 
owners. 

I would like to submit for the record a copy of a study recently made 
by the stock exchange entitled “Taxes—Equity Capital—and Our 
“economic Challenges.” It contains much material which I hope will 
contribute construc tively to your deliberations. 

Thank you, gentlemen, for your considerate attention. 

The Cuamman. Without objection, you may have that inserted in 
the record. 
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Mr. Funsron. Thank you, sir. 
(The matter referred to follows :) 


TAxES—EQuiry CAPITAL—AND OvuR EcONOMIC CHALLENGES 
A Study of Selected Aspects of Federal Tag Policy 


(Prepared Under the Direction of G. Keith Funston, President, New York Stock 
Exchange, March 1953) 


FOREWORD 


Our country’s economic health is of vital importance to our own citizens and to 
the entire free world. Therefore, our worldwide responsibilities make the direct 
and indirect impact of tax legislation on various segments of our economy more 
critical than ever before. 

The complex and far-reaching consequences of our Federal tax laws are no 
better illustrated than in the case of capital gains and double taxation of divi- 
dends. ‘The ramifications of these tax provisions pervade our entire economy. 

Their greatest impact, however, is felt by four major groups: 

1. Businessmen—who, committed to the maintenance of high employment, 
fair wages, and flourishing business activity, oppose mortgaging the country’s 
future too heavily. 

2. Millions of investors—who are influenced by these tax laws when in- 
vesting their savings. 

3. Millions of taxpayers—whose tax burden would be eased if the recom- 
mendations made in this study were adopted, 

4, The securities industry—whose vitality is imperiled by the current tax 
laws. 

This study has been made in the interests of the above four groups. But, since 
practically every family in America falls into 1 of the 4 classifications, either 
directly or indirectly, this report concerns all Americans. 


Marcu 1953 
CHAPTER ONE—-SUMMARY OF FINDINGS 


Three economic challenges 
Our country’s leadership of the free world gives added emphasis to our three 
basic economic challenges: 


1. To improve our real living standards steadily ; 

2. To avoid wide changes in economic activity, either inflationary or de- 
flationary ; and 

3. To rely on private, individual capitalism. 

These responsibilities require a tremendous, yet reasonably stable, flow of cap- 
ital investment. Only such a steady stream can insure uninterrupted growth in 
the use of more and betters tools for more and better-paid employees. 

The hundreds of billions of dollars of capital required in the next decade to 
finance these “tools” will come from the direct and indirect savings of the people. 
Some will be in the form of mortgages and other types of borrowed capital, loaned 
directly or through institutions. But more important will be those dollars of 
equity, rather than debt, capital. 

Bxpanding equity capital needs 

Equity dollars will be in the form of corporate retained earnings, new stock 
issues, and, for unincorporated business, reinvestment by owners. Equity funds 
must be sufficiently large to provide a firm financial base, because the financial 
foundation for all business is equity capital. Its price and availability act as the 
governing factors on the overall flow of capital investment. 

Moreover, to insure a vigorous competitive system, the vital flow of equity funds 
must be primarily supplied by individuals—not Government agencies or financial 
institutions, 

Equity capital has four primary uses: 

1. To finance regular business volume 

2. To provide risk funds for new businesses, whose new products and proc- 
esses help to keep business competitive and dynamic ; 

3. To provide funds for financing growth, which in the last 12 years has 
involved a three- to four-fold increase in dollar amounts; and 

4. To protect the financial stability of our economy. 
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Just as the height and area of a building are limited by the dimensions and 
strength of its foundations, so our economic structure depends on the financial 
base of equity capital. An expanding economy requires an expanding equity 
capital base. 

Sources of equity funds 

Because the soundness of our economy is so dependent on adequate equity 
financing, it is essential that the primary sources of equity funds be encouraged. 
These sources consist, first, of undistributed corporate profits, which (excluding 
depreciation charges) have accounted for approximately $72 billion, or 46 percent 
of the $157 billion of net capital business investment in the 1946-52 period. 
In addition to “corporate savings,” the other traditional sources for equity 
capital have been retained earnings of unincorporated business and the savings 
of individuals, particularly those in the middle- and upper-income classes. 

High income and estate taxes, however, have seriously affected both the ability 
and disposition of the middle-and upper-income groups to supply adequate 
equity funds. Many of them can more logically invest in relatively riskless 
tax-free bonds, with a greater net yield. Others, whose savings in the past 
would have been available for venture opportunities, have found that rising 
living costs and high income tax rates impeded or prevented the accumulation 
of new funds for such purposes. 

With the rapid growth of group insurance plans and companywide employee 
pension plans, augmenting other insurance funds and savings-bank deposits, 
substantial portions of the total savings of the country are now being “insti- 
tionalized.” In many cases, such institutions cannot, by law, invest much money 
in risk-sharing securities. Even to the limited extent that they do invest in 
common stocks, they have concentrated on the share of established companies. 

Thus, in a period when savings of individuals are at a peacetime high, a large 
proportion of such savings is being funneled into institutions whose primary 
objective must be investment safety. However important these institutional 
savings are in our modern economy, by their very nature they cannot supply 
large sums of equity capital, especially for newer and more venture-some 
opportunities. 

The relative importance of retained earnings as a source of equity funds has 
declined substantially in the last 2 years. Although these “corporate savings” 
will continue to remain an important source of equity capital, such funds are 
not usually available for new businesses, and generally do not provide adequate 
funds for the expansion of companies growing at a rate faster than normal. 
Moreover, both retained earnings by corporations and equity financing by insti- 
tutions do not put the emphasis on the individual direction of equity funds, 
which our tax laws should encourage. 

Equity capital problem 

The trends outlined above may, at any time, cause a serious gap between the 
needs for, and available supplies of, equity funds. A few examples of how this 
gap is currently manifesting itself follow: 

1. For the last several years, the “equity gap” has been intensively studied by 
Government officials, bank executives, economists, and many others. Many plans 
have been suggested for new types of venture-capital companies and new kinds 
of intermediaries to alleviate the shortage. None of the plans suggested, how- 
ever, appears so far to meet adequately the basic problem, 

2. The difficulties many leading corporations have experienced in the last few 
years of issuing common stock without undue dilution of the book value or earn- 
ings demonstrate the market’s underpricing of equity values. 

3. The widening spread over the last 22 years between bond yields and stock 
yields—reflecting the cost, as established in the market place, for debt versus 
equity funds—shows that equity capital, even for well-managed corporations, 
has become relatively more expensive. 

The importance of adequate equity capital is so clear, and the risk of not having 
enough so great, that an ample supply is a matter of paramount national interest. 

There are two broad areas toward which to look for alleviating this equity 
capital shortage: ; 

1. Popularizing equity ownership for millions of new investors; and 
2. Selected tax modifications aimed specifically at encouraging the supply 
of, and demand for, equity funds. 

A number of steps independent of tax changes are being taken in the first area, 
but the most effective and quickest solutions to the equity capital shortage appear 
to be in the field of tax revision. Actually, such tax revisions are basic to achiev- 
ing real success in broadening the base of equity ownership. 
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Taz revisions needed 


Tax revisions which should be made as soon as mssible in the interest of 
encouraging the supply of equity funds include: 
1. Lower personal income taxes; 
2. Reduction in the high rate of progression of individual income taxes; 
8. Elimination of the excess-profits tax; 
4. Revision of the capital-gains tax; and 
5. Elmination of double taxation of dividends. 

All of these are widely recognized as needed tax reforms. The first three, 
particularly, have received wide public attention. Their adoption would un 
doubtedly help the equity capital problem. Changes in the capital gains provisions 
of the Federal tax law, and modification of the double taxation of dividends are 
additional direct measures which should be taken to encourage equity invest 
ment. 

The economic effects of the capital-gains-tax provisions of the law are complex 
and imperfectly understood, even by many competent economists, lawyers, and 
businessmen, This is partially because the law has been changed frequently in 
search for a workable basis of distinguishing true capital gains from transactions 
so closely related to income as not to warrant special treatment. The com 
plexities also reflect efforts to reconcile considerations of equity with those of 
revenue. 

On the one hand is the well-accepted fact that it is unsonnd public policy to 
place any major tax burden on capital assets. The dangers of drying up capital 
funds and killing the basic incentives to save are too great. 

The capital-gains tax is, in effect, a tax on capital and contrary to the country’s 
best interest. No other important country in the world taxes capital gains. 

On the other hand, if, because of revenue needs, any tax on capital gains is to 
be retained, such tax should be— 

1. Kept to a minimum rate; and 
2. Based on a holding period sufficiently short to prevent the influence of 
the tax from hampering desirable transfers of capital from one investment to 
another. 
Capital gains holding period 

The vital flow of equity funds into business should not be retarded by excessive 
rates or an arbitrarily long holding period. The present holding period of 6 
months is unnecessarily long and substitutes tax considerations for normal busi- 
ness judgment. 

A shortening of the holding period from the present 6 months to 3 months 
would involve no major change in tax policy. It would help considerably, how- 
ever, and very importantly in improving the liquidity of the securities market 
both by encouraging more purchases and by not holding up sales of would-be 
sellers. 

A 3-month holding period would not change the tax status of the securities 
dealer, nor the short-term trader whose transactions, it should be noted, represent 
only a small proportion of all securities business. Its effect on the ordinary 
investor, however, would be to permit him the same freedom of action at the end 
of 3 months which he now has only at the end of 6. 

Although the holding period has been regarded by some as distinguishing 
between investment gains and speculative gains, that concept is not basically 
valid because: (1) It is impossible to establish a generalized definition which 
will distinguish between investment and speculative transactions; and (2) the 
length of time capital assets are held has little, if anything, to do with whether 
the holding is of a speculative or investment nature. 

There may be other ways of establishing the difference than using a 3-month 
holding period, but the device of using a definite calendar period has the impor- 
tant advantage of administrative simplicity. A 3-month holding period offers 
a real opportunity for increased Government revenues due to increased transfers. 
The shorter holding period also would increase the incentive to equity investment 
by improving market liquidity—a major factor in the investor’s consideration of 
alternative use of his funds. 


Present tax on capital gains 


Basically, the tax provision concerned is not a tax on gains in capital assets, 
but on the act of selling property in which a capital-gain exists. It is incurred 
voluntarily by the investor and paid out of his principal. As such, it affects 
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investment judgment and discourages transfers. This, in turn, brings the fol- 
lowing serious consequences : 

1. Frozen investment positions; 

2. A drying up of funds available for other equity opportunities ; and 

3. Reduced market liquidity. 

The freezing of investment positions is especially critical today because so 
much of the apparent gain in such holdings has resulted from the substantial 
price-level increases and changes in interest-rate levels over the last several 
decades. In an inflationary economy, gains from realizations are largely illusory. 

In fact, if it were not for illusory gains during an inflationary period, as well 
as one-sided capital-loss provisions, the tax over a period of years would probably 
yield no net revenue. This was the case, for example, during the 12-year period, 
1931 through 1942. 

In many situations, due to price level changes, there may be no real increase 
in the value of the capital assets, or in tax-paying ability, but there will be a 
sizable taxable gain under present laws. In no other form of taxable transaction 
do price level increases have so much effect in increasing the possible tax 
liability. 

Taxation of these gains is particularly discouraging when a sale is carried 
out for the purpose of transferring funds to another investment. The capital 
gains tax under these conditions becomes the equivalent of an investment trans- 
fer tax, at an extremely high rate. It immobilizes capital movements, especially 
in a period which follows basie price-level increases. This results in numerous 
“locked-in” capital positions, which are contrary to the public interest. 

The present tax discourages liquidation of stock holdings at high price levels, 
thus adding to the potentialities of price inflation. Because it is a self-imposed 
tax, it results in restricting realizations, with a corresponding loss to the Treasury 
of millions of dollars in potential revenue. 

It would be more equitable and much more in the interest of the country’s 
future, if capital transactions involving transfers from one form of equity fund 
to another were not subject to any tax. This would merely follow out prin- 
ciples long recognized in the “tax-free exchange” provisions of the law and 
recently extended to personal residences, namely: that exchanges in kind, and 
gains incurred through price-level increases, should not be taxed at all merely 
because of the shifting of the investment. 

Even a moderate tax on the amount of the realization acts as a strong deter-- 
rent to changes in investment position. Under present conditions, for an in- 
vestor to sell a capital asset with a large gain, and pay the tax, he must be 
able to reinvest the remaining part of his principal on the basis of substantially 
greater yield, if he wishes to retain at least the same income, as most people do. 

The tax diminishes the available supply of equity funds because, after each 
tax payment, there is less ‘capital to reinvest. To this extent, the capital gains 
tax reduces the supply and, in general, increases the cost of equity capital for 
all business. The smaller the business and the more it needs equity funds, 
the greater the burden added by the effects of the capital gains tax. This is 
because the reluctance of existing investors to sell, due to tax considerations, 
limits the supply of funds available for risk ventures. Established investors, 
who normally would be expected to absorb the greater risks inherent in new 
ventures, are the most seriously hampered by the present capital gains tax rates. 

Reduction in both the holding period and the rate of the tax would unques- 
tionably encourage more numerous investment transfers. This would involve 
both increased purchases and sales, and would be a major factor in improving 
the liquidity of the securities markets. The added transactions would mean 
more Government revenue, both from the capital gains tax and from the stock 
transfer tax; and, most important, there would be a strong stimulus to equity 
investment. 


Capital loss provisions 


In addition to the capital gains provisions, two other provisions of the tax 
laws have special application to the equity capital problem. 

One is the capital loss provision, which is important in eonjunction with 
encouraging more equity investment by all income groups. At present, capital 
loss can be offset against income only to the limited extent of $1,000 a year. 
Even under the carryover provision, the maximum offset against ordinary income 
permitted over a 6-year period is $6,000. This provision is a matter of special 
concern to persons in the middle-income groups, whose capital transactions are 
apt to be sporadic and to whom the present offset provisions offer inadequate 
relief, 
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Of the $245 million net allowable capital losses reported in 1950 on taxable 
returns of individuals (latest available data), 68 percent were reported by 
persons with gross incomes under $10,000. 


Double taxation of dividends 


Another provision of our tax laws which bears directly on equity capital is the 
double taxation of dividends, This has been a major inequity in our revenue code 
since the mid-1930’s. Double taxation arises from the combination of the high 
Federal taxes on corporate profits and from individual taxes on investors for 
that part of corporate income distributed as dividends. 

Compare, for example, the tax status of an investor who makes a direct invest- 
ment in real estate as against buying a stock interest in a real estate corpora- 
tion. In the first case, the full earnings are available to the owner and are taxed 
only once—at the owner’s individual income-tax rate. In the second case, the 
earnings available to him are only those left after the corporation has paid 
Federal income taxes of up to 52 percent, or more, and the investor is still obli- 
gated to pay personal income taxes on that portion of the earnings which he 
receives as dividends. 

This inequity in our tax law directly affects millions of people in all walks of 
life. Over 75 percent of the number of taxpayers reporting dividends are in 
families earning under $10,000 gross income per year. 

The experience of the Canadian Government on the subject of multiple taxa- 
tion of dividends is of interest, particularly in view of the economic progress 
currently enjoyed by that country. In 1949, the Honorable Douglas C. Abbott, 
Canadian Minister of Finance, recommended that a tax credit, equal to 10 percent 
of annual dividend income, be allowed as a reduction of personal tax liability. 
In making his proposal, which was subsequently adopted by the Canadian Parlia- 
ment, and which is similar to the fourth recommendation in this study, he said: 

“* * * It seems to me that in a system of private enterprise which depends 
for its existence on a steady flow of investment capital, we cannot afford to neg- 
lect the implications of this defect [double taxation of corporate dividends] in 
our tax system, which has been accentuated by the increase in both corporate 
and personal income-tax rates. * * *” 

On February 19, 1953, the Honorable Mr. Abbott, in his annual financial state- 
ment to the Canadian Parliament, announced plans to increase from 10 percent 
to 20 percent the amount of dividend income to be allowed as an offset against 
personal income-tax liability. 


CHAPTER TWO—CONCLUSIONS AND RECOMMENDATIONS 


Conclusions 

Comprehensive revision of Federal tax laws is urgently needed. Many pro- 
visions have been adopted under the pressure of increasing revenues without 
cpportunity for adequate study of their long-range effects on the economy. 
Stimulation of the flow of capital funds into equity investments, and an in- 
creased use of equity funds in the financial structure of American business, are 
among the important matters requiring prompt attention. 

Certainly, one of the basic impediments to building the supply and speeding 
the flow of equity capital is the hampering influence of certain Federal tax 
provisions, particularly the tax on capital gains. Though the influence of taxes 
is not the only problem of insuring adequate equity capital, it is undoubtedly 
the most important single factor. Unanimity on proper tax provisions, especially 
the capital gains provisions, however, is not readily achieved, because of differ- 
ent points of view on tax objectives, on income concepts, and on the different 
types of transactions from which gains (and losses) arise. 

True capital gains should not be taxed except in extreme situations. To do 
so is, in effect, a tax on capital. On the other hand, in view of the practical 
problems inherent in our present-day need for revenues, it may not be reasonable 
to expect the complete elimination of capital gains taxation at this time. How- 
ever, to the extent that such taxation is necessary, the pertinent tax provisions 
should be specifically designed to minimize the undesirable consequences on 
equity funds. 

The four specific tax recommendations included herein provide a basic oppor- 
tunity for promoting the country’s economic vitality. They provide ways of 
encouraging a greater use of savings for investment in equities, and of broaden- 
ing the base of ownership of American industry. They will help our country 
continue to grow as a Nation of individual and independent capitalists, 
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Moreover, in the long run, these tax proposals will increase, rather than reduce, 
tax revenues. Reduction in the holding period and in the capital gains tax rate 
will, unquestionably, increase capital transfers and appropriate capital gains tax 
payments, as well as the payment of State and Federal transfer taxes on the 
greater number of transactions. In addition, the benefit to the economy of 
modifying the capital loss provisions and making a start in eliminating double 
taxation of dividends will over a period of years more than offset the potential 
direct loss in revenues. 


Recommendations 


I. It is recommended that the holding period for “capital gains” should 
be reduced to 3 months (in pace of the present required holding period of 6 
months). 

The basic function of the holding period is to provide a simple, workable, and 
objective criterion for differentiating between capital gains which should be given 
special tax treatment, and gains which are so close to being ordinary income 
that they should be taxed as such. 

The present so-called “long-term” holding period is 6 months, which unduly 
postpones numerous security and other capital realizations that can and should 
be made sooner by investors. The tax liability incurred by the additional 
transactions which would take place with a 3-month, rather than 6-month, hold- 
ing period would provide millions of dollars of additional Government revenue, 
both in transfer and capital gains taxes. 

Not only would this change provide more Government revenue, but it would 
materially stimulate marketability and liquidity on the public securities markets, 
The resulting market activity would facilitate the distribution of new issues, 
lead to more equity financing, help popularize equity ownership, and generally 
stimulate the flow of equity capital. 

Il. It is recommended that the effective rate of the tax on “capital gains” 
be cut in half by setting the percentage inclusion at 25 percent (as compared 
to the present 50-percent inclusion). 

This method of reducing the taxable portion of capital gains is a universally 
equitable step, equally applicable to all investors. It recognizes that because of 
current revenue requirements, some tax liability should be borne by capital 
gains, even though in all other principal countries of the world, true capital 
gains are not subject to any tax. 

A substantial lowering of the rate would permit a greater freedom in the move- 
ment of capital from one investment to another, would thaw out billions of dol- 
lars of tax-frozen assets, and would provide needed incentive to the future growth 
of equity capital. 

Because of the greater number of investment transfers that would be made 
if there were a less prohibitive rate, a substantial reduction in rate, especially 
if coupled with a shortening of the required holding period, would increase 
rather than decrease Federal tax revenues from this source. 

III. It is recommended that the tax law be changed to provide for offsetting 
capital losses against ordinary income up to $5,000 annually, with a carryover 
for a period of 5 years against ordinary income (compared to $1,000 annual maxi- 
mum deduction now). 

sased on considerations of fairness as well as economic motivation, substantial 
offsetting appears warranted. In theory, losses should be deductible to the same 
extent that gains are taxable. The present system is one sided. However, fiscal 
needs of the Government may justify some limitations. 

Present loss provisions of the capital gains tax law are admittedly inadequate 
to protect properly the investor of medium means, to whom we must look for 
enlarged interest in equity opportunities. 

The present limitation of $1,000 a year was established in 1942. A limitation 
on the deductibility of losses was originally inserted in the tax statutes in 1934 
in order to protect Federal revenues in time of depression. Price level and tax 
changes since then have drastically altered the real value of the loss offset pro- 
visions for all investors, especially the vast middle-income groups for whom it 
should be designed to help. If we are going to broaden share ownership, we 
must broaden the tax provisions which influence that ownership. Any direct 
effect on revenues would eventually be offset by the overall economic gain to the 
country. 

IV. It is recommended that, as a start in the elimination of double taxation 
of dividends, individuals be allowed a credit against their income-tax liability 
of an amount equal to 10 percent of the dividends received on stocks, such credit 
not to exceed the tax otherwise payable. 





GENERAL REVENUE REVISION 971 


Only since the midthirties have we allowed double taxation of dividends to 
invade our tax system (except for relatively minor surtax rates in effect prior to 
that time). Since then, increases in corporate and individual income tax rates 
have progressively compounded the inequitable treatment of corporate share- 
holders compared with debt-security holders, and compared with the individual 
business proprietor and partnership. Yet today, it is equity ownership of all 
kinds, especialy share ownership, which offers the practical way to develop an 
economic democracy as broad as our political democracy, 

Except for smaller corporations, corporate earnings are currently taxed at a 
minimum of 52 percent in the hands of the company, and again at individual 
income tax rates of 22.2 percent to 92 percent on the portion of the earnings dis- 
tributed. This is an undue burden on millions of investors in equities. More- 
over, the fact that bond and other interest payments are a deductible expense 
to the corporation for tax purposes creates a strong incentive for debt financing at 
a time when we need increasing reliance on equity funds. 

The allowance of the dividend credit recommended would help several million 
persons, including many older persons who rely heavily on dividend income. 
It would motivate millions of nonshareowning Americans, both young and old, 
to participate in our future economic growth by buying equities. 

The effect of this form of relief is to tax dividend income at a rate of 10 
percentage points lower for all income groups. Revenue considerations permit- 
ting, a more complete solution would be to establish this credit at a percentage 
equal to that of the initial combined rate of normal tax and surtax on individuals 
(22.2 percent under present rates), which would then eliminate double taxation 
of dividends to individuals in the lowest income bracket. 

Such modification in our tax laws would have only a temporary adverse effect 
on Federal revenue receipts. It would ultimately stimulate now equity invest- 
ment, encourage larger capital formation, and insure more jobs. Moreover, to 
the extent this change directly encouraged larger corporate dividend payments, 
there would be an offsetting gain to Federal revenues from the personal income 
tax on the greater dividend base. 


CHAPTER THREE—DETAILED FINDINGS 


Our basic economic challenges 


World War II inaugurated a new era in our national and international re- 
sponsibilities. The well-being of the entire free world now rests primarily on 
the United States. To discharge these enlarged responsibilities, our country 
is faced with three basic economic challenges: 

1, To increase real living standards.—The first challenge concerns substantial 
increases in our per capita real income, in addition to paying for defense expendi- 
tures now totaling over 15 percent of national income. This goal requires more 
take-home pay for each worker, as well as providing for large retirement income, 
longer vacations, shorter working hours, and other advances in our standards 
of living. 

The size of this first challenge may be seen in considering the cost of adequate 
retirement incomes, to take a single example: In 1930, only 5 percent of our 
population was 65 years old and over. By 1960, this proportion will have in- 
creased to 9 percent, and the number of persons in this age category will then 
approximate over 21 percent of our 1960 labor force, as estimated by the United 
States Department of Commerce. 

2. To maintain economic progress.—Our second challege is to continue to ex- 
pand production and employment, and at the same time, to maintain a relatively 
stable level of prices. This must involve adequate attention to the inequities, 
pitfalls, and dangers of inflation as well as deflation. 

Our success in maintaining a relatively uninterrupted growth will be necessary 
to win our race with communism in the struggle for the loyalty and allegiance 
of people all over the world. 

3. To operate within a free enterprise society.—Our third challenge is to meet 
fully our first two preeminent challenges with a maximum amount of individual 
initiative and freedom. It is the competitive striving of individuals, whether 
they be farmers, store proprietors, partners, employees, executives, or share 
owner in our great corporations that must continue to be one of our great eco- 
nomic strengths, 

Our future progress demands that we emphasize individual capitalism, a 
capitalism not dominated by any special interest, social group, political party, 
or governmental authority. Such a capitalism will be more vigorous because 
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energy, initiative, and judgment will be adequately rewarded. It will be more 
dynamic, because it will be more direct, independent, and sensitive to the eco- 
nomic needs of the American people. 

The economic imperatives of these three basic challenges are: 

1. A high volume of capital formation, to provide more and better tools 
so that more and more people, working fewer total hours, can produce an 
increasing volume of goods and services. 

2. A relatively stable flow of investment into capital goods, in order to 
minimize one of the primary causes of past fluctuation in prices and business 
activity. 

8. A predominant proportion of investment, especially equity funds, sup- 
plied directly by individuals, so that our productive enterprise system will 
remain in the hands of millions of independent, competing investors. 


Capital formation 

In the next decade, hundreds of billions of dollars will be required for capital 
investment if our economy is to continue to expand, and if the standard of living 
of the American people (and also the rest of the free world) is to continue to 
rise. The expenditure of these dollars will be needed to replace the capital 
goods used up in current production (or which become obsolete), and to provide 
the additional plant and equipment necessary to furnish jobs for millions of new 
workers as well as raise output per worker. Moreover, the dollars thus spent for 
capital goods will directly stimulate business activity and employment. 

It is also true, of course, that an expanding economy is necessarily dependent 
on a constantly growing volume of consumer expenditures, as well as a high level 
of capital investment. Our economic progress, however, can only be assured 
when each of these two major types of spending—(1) consumer expenditures 
and (2) capital investment—are maintained at a vigorous pace. 

1. Present status of capital formation.—With the stimulation of defense mobili- 
zation following the outbreak of hostilities in Korea, gross private capital for- 
mation in 1951, as reported by the United States Department of Commerce, 
reached a record high of nearly $59 billion, although less than 60 percent of that 
amount presented a net addition to existing stocks of capital goods. In 1952, 
however, gross private domestic investment declined to $52 billion, of which an 
even smaller proportion, 46 percent, was the estimated net investment in capital 
goods. 

Of the total gross capital investment in 1952, an estimated $27 billion were 
spent for new plant and equipment of business. The remainder involved expendi- 
tures for residential and other new construction, farm equipment, and net changes 
in business inventories. 

The volume of gross private domestic investment and estimates of net additions 
to capital stocks (unadjusted for price-level changes) are shown in the following 
table: 


Gross national product, gross private domestic investment, and estimated net 
private domestic investment 


{Annual averages, in billions of dollars} 


Gross Estimated 
private net private 
domestic domestic 
investment | investment ! 


Gross 
national 
product 


~ 


BB 8 oe os 
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$5 


1 Excludes depreciation, accitental damage to fixed capital, and canital outlaws charced to currentexpense. 
These estimates, particularly for the years 1946 through 1952, prohably overstate somewhat the net.inerease 
in capital formation, as depreciation charges are usually assessed against the original rather than the re- 
placement cost of capital gzoo?s. During a reriod of rising prices, such as the postwar years, the replace- 
ment cost would exceed original investment. 

2 The rise in gress national pro luect during World War II was supported, to a great extent, by government 
expenditures for goods and services (both producers’ and consumers’) as wartime restrictions precluded 
extensive private investment in capital goods. 


Source: Based on data from the U, 8, Department of Commerce; 





GENERAL REVENUE REVISION 973 


The marked decline in capital formation during the early thirties, when thi 
amount consumed actually exceeded the amount replaced, and its apparent 
effect on total output of goods and services (gross national product) are clearly 
evident. The resurgence of private capital formation in the postwar years has 
had much to do with the expansion of national produet to record levels. 

A large volume of capital investment is a major requirement of periods of 
high production and full employment. When capital investment is low, as in 
the thirties, national income is adversely affected. 

2. Estimated future capital needs—RBoth the short-term and long-term outlook 
for private capital formation appear good, according to various government and 
industry projections. This is, of course, provided that the cost and difficulties 
of raising the needed funds—especially equity capital funds—are not too great. 
These projections indicate that, barring unforeseen developments, capital for- 
mation in 1953, including residential housing, farm construction, business {n- 
vestment, etc., in terms of present dollars, will approximate 1952 levels. 

For both the next few years and the next decade, it is essential to think in 
terms of the capital needed for the plant and equipment to provide good jobs 
for the minimum of 600,000 to 800,000 new workers annually added to our labor 
force. 

The average investment which a recent National Industrial Conference Board 
study shows is required for each production worker employed in manufacturing 
industry approximately doubled between 1945 and 1951. 


Capital invested per production worker 
All manufacturing 
Year establishments 


D, 713 
1061 (entinaated) ....-5.—..-.. : 11, 030 

Source: National Industrial Conference Board, The Beonomic Almanac, 1951-52, p. 301, 
and Business Record, July 1952, p. 267. 

Moreover, the 1951 estimated average of about $11,000 is low for certain major 
industries such as oil, chemicals, and public utilities, where the cost of new 
plants and equipment average more than $30,000 per worker. An even more 
striking example is a new steel plant which is reported to involve $70,000 origina! 
investment per worker. 

In considering the long-range future, current estimates made by private and 
government sources generally indicate a long-term need for capital investment 
exceeding present levels (both in gross and net amounts). The Department of 
Commerce,’ for example, has estimated a 1960 volume of private outlay for er 
ducers’ durable equipment and new construction (other than residential) of 5 
percent above 1952, in terms of constant dollars. Another estimate by the Na- 
tional Planning Association,’ hee projected an annual level of business invest- 


ment by 1960 of $50 billion to $72 billion (in terms of the 1951 price level). 

The precise dollar amounts of ‘investment required in 1960 or 1975, for example, 
will, of course, depend on economic conditions at the time, the price level, our 
population changes, defense requirements, plant obsolescence and many other 
factors. 

If post-World War II patterns are followed, about three-quarters of this tre- 
mendous prospective investment will represent private business expenditures 
for new plant, equipment, inventories, etc., and about one-quarter will represent 
private investment in farm and nonfarm residential construction. 

Although an adequate supply of equity capital is important in maintaining 
residential construction as well as business investment, it is primarily the flow 
of funds to, and through, business channels which is of major concern in the 
remainder of this study. 


Place of equity capital and the capital markets 


The supply of business capital to meet the country’s demands is critically 
dependent on the prospect for adequate equity capital. This is because all capital 


1U. S. Congress, The Sustaining Economic Forces Ahead, materials prepared for the 
Joint Committee on the Economic Report, 82d Cong., 2d sess., p. ‘ 

2 Dr. Gerhard Colm, The American Economy in 1960, published by the National Planning 
Association, December 1952, p. 31. 
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investment is essentially financed either through funds supplied by debtors, or by 
owners. ‘The more equity capital available, the more debt which can be properly 
and readily carried. 

The available volume of bank credit a company can borrow, for example, rests 
basically on the amount and nature of all subordinated assets. Thus, the total 
dollar amounts of equity capital act as a governor on potential business 
investment. 

Once equity funds are committed to a business venture, they usually remain 
invested in the business. They can generally be liquidated by the owner only 
through sale in the market place. This is true of the smallest personal service 
business and the largest corporation. However, the sale of a share in the latter 
is usually done through a securities market, rather than locally. In any case, 
the problem of valuation remains essentially the same. The valuations in all 
markets affect the supply of, and demand for, equity capital. 

This evaluation function of the market place—especially valuations of equity 
capital—is one of the principal reasons why the health of our securities markets is 
so important to our future economic well-being. In this one field, the free 
market’s vitality is important for three reasons: 

1. These market prices establish the current value of many types, forms, 
and risks of equity capital. By doing so, they establish the dollar values upon 
which those with loanable capital can decide how much they may be willing 
to loan. 

2. For those who can allocate their funds to either debt or equity securities, 
the relative market prices and risk evaluations determine their investment 
decisions. 

3. An active market insures ready marketability for listed and new issues, 
with low cost of purchase and sale, ready access, frequent appraisal, and high 
liquidity for the smallest investor. 

Principal uses of equity capital 

In view of the critical function of equity capital in meeting our three economic 
challenges, it is worth examining more closely its principal uses—the different 
basic services it provides—in our economic life. These principal uses of equity 
capital are fourfold: 

1. To finance regular business volume; 

2. To provide risk funds for new businesses ; 

3. To support business growth; and 

4. To protect financial stability. 

1. To finance regular business volume.—Because of the established position of 
most businesses, use of equity capital to finance current business volume is cus- 
tomarily performed with the accumulated funds of prior years of successful 
operation. Generally, the normal operation of business does not require new 
equity capital, except for expansion or to replace funds which have been depleted 
by unprofitable operation. 

However, in the transfer of parts or entire going businesses from one owner 
to another, the purchaser naturally needs such funds. To the extent that his 
present capital supply may have been immobilized or reduced by capital taxa- 
tion, there will be that much less capital freely available to supply our country’s 
equity needs. There is undoubtedly less incentive to make otherwise desirable 
changes in investment portfolios. 

If ample equity funds are not available to finance these transfers, or the cost 
of obtaining the capital is high because the supply of equity funds is inadequate, 
the competitive impetus which might otherwise be supplied by prospective own- 
ers is hampered, and capital assets may become “locked-in.” 

2. To provide risk funds for new business.—The uncertainty inherent in new 
business ventures demands that the bulk, if not all, of new funds be supplied by 
those who knowingly are risk takers, not lenders. With thousands of new busi- 
nesses starting up every week, this creates a major demand for equity funds. 

From 1944 through 1951, an average of over 8,000 new businesses were started 
each week in the United States. Over three-quarters of these enterprises were 
sole proprietorships and partnerships, and the rest were incorporated businesses. 

These figures do not niaterially include the new businesses inherent in many 
new products, new processes, new markets, and new ideas tried out by the mil- 
lions of firms and thousands of corporations already established. 

These new businesses exert unceasing pressure on established business to 
improve products and productivity. This pressure is a major influence in improv- 
ing our standards of living and our way of life. Regardless of the size of the 
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company, an unimpaired flow of equity funds for the purpose of financing new 
products is a basic need of our future economic system. 

3. To support business growth.—During the last decade, in terms of aggregate 
dollar amounts, our economy has undergone the most extensive period of growth 
in our history. Many companies have increased their physical output by 50 
to 100 percent. Our price level has approximately doubled in the last 15 years. 
Greater physical volume and higher prices together have resulted in a three 
to fourfold increase in dollar volume. To finance the resulting greatly expanded 
payrolls, inventories, receivables, tax payments and investments in plant and 
equipment, capital requirements have multiplied severalfold. 

To keep pace with growth and to help finance it has always been one of the 
major functions of equity funds. The extent to which equity capital has not 
kept up with this growth in the last few years is analyzed below. Just as no 
local retail store or manufacturing corporation can grow without adequate 
reinvested or new equity funds to support that growth, so our national economy 
cannot be expected to have a broad and sustained development without an ade- 
quate sum of new equity capital funds. 

4. To protect financial stability. Equity capital provides the buffer or cushion 
required in our financial structures, in two principal ways: 

(a) For manufacturing, retailing, and other nonfinancial organizations, an 
adequate proportion of risk-bearing capital is essential to keep fixed capital 
costs from becoming too burdensome in periods of reduced business activity. 

(b) For financial corporations, equity funds are the safety margin which 
protect the time deposits, savings accounts, and insurance policies of millions 
of investors. Thus, equity capital makes it possible for the less adventurous 
to save withour risk, or at a minimum of risk. With an unprecedented 
peacetime volume of savings being put into these types of investment, more 
equity capital is desirable to provide the security being sought. 


Major sources of equity capital 


The foregoing sections have pointed out the enormous prospective demand for 
eapital funds, particularly if there is adequate equity capital to support the 
capital structure needed to finance this demand. It is a matter of prime national 
interest that this potential demand be translated into an effective and dynamic 
demand. 

Accordingly, it is important to examine the present status and the future 
prospects of the major sources of equity capital, which are: 

1, Corporate retained earnings; 
2. Direct investment by individuals; 
3. Institutional investments, representing aggregations of individual sav- 
ings; and 
4. Government. 

1. Corporate retained earnings.—Retained earnings have always been a pri- 
mary source of equity capital, although their relative importance as a source 
of capital funds was probably never as great as it was during the years immedi- 
ately after World War II. However, a marked decline in the proportion of 
retained earnings to the new capital funds of nonfinancial corporations has 
occurred in each of the last 2 years, as shown in the following table: 


Relative importance of sources of capital funds of nonfinancial corporations 


[Excluding all current liabilities except short-term bank loans] 


























Average of nn or | 1952 (prelim- 
1946-49 1000 | 1061 inary) 

| Billions| percent! Billions) percent! Billions! porcont| Billions| po rcont 

| of dol- of total of dol- of total of dol- | of total of dol- {total 

| lars | ™ | lars P lars | , lars ys Ova 
Retained earnings. -....-- ea $10.0 | 45 | $11 6 44) $9.0} 31 | 7.5 | 20 
Net new stock issues ’ ee 1.3 | 6 1.7 6 | 2 10 | 2.4 9 
Total new equity funds. -- -- | 11.3 51 13.3 | 50 11.8 41 | 9.9 | 38 
Depreciation. - -.--..--------------- } 5.7 | 26 | 7 8 | 30 | 8.8 30} 10.0} 39 
Debt, including bank loans----.--.-- 5.0 | 23 5.3 20 8.6 29 | 6.1 | 2 
(a amt 22.0 | 100 26.4 100} 2.2 100 26.0 100 





Source: Council of Economie Advisers, Annual Economic Review, January 1953, p. 205. 
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The proportion of about 30 percent from retained earnings in 1951 and 1952 
contrasts sharply with the ratios of 41 to 48 percent for the years from 1946 
through 1950. 

In spite of the downward trend in relative importance recently, retained 
earnings have been and will continue to be a major source of needed equity 
capital. However, as share ownership of a company broadens, management 
has a relatively greater responsibility, except in special circumstances, to pay 
stockholders a direct cash return on their investment commensurate with the 
company’s current earnings and profit prospects. Broadened share ownership 
depends upon enlisting the savings of more and more persons whose financial 
means are such that they are necessarily concerned with current income return. 
This requirement, coupled with the cash drain of Federal taxes, indicates that 
we cannot and should not rely on retained earnings as heavily in the future as 
we have in the past for our equity needs. 

A substantial part of the decline in retained earnings since 1950 has been 
offset by a rise in corporate debt. Moreover, in the 7 postwar years, 1946-52, 
long-term debt financing, including bank loans, has been three and a half times 
as large as the $11 billion obtained from new stock issues. 

Further evidence of the increasing reliance on debt for financing capital 
expenditures is found in the marked rise in gross private corporate debt since 
World WarlIl. At the end of 1952 gross debt of all private corporations amounted 
to an estimated $188 billion, an increase of almost 90 percent since the end of 
1945. Compare this, for example, with the increase of 59 percent in national 
income during the same period. 

The recent rise in debt financing has become an area of major concern to 
economists who feel that, in the event of a decline in business activity, too 
many corporations might be unduly pressed to meet their debt obligations. 

In a statement made before the Kentucky Bankers Association in Louisville, 
Ky., On October 20, 1952, Dr. Sumner H. Slichter, of Harvard University, said: 

“The annual repayments on the present volume of private indebtedness have 
become large enough so that it will be difficult to offset them in a period of 
moderate or even mild recession. Consequently, the time has come to discourage 
vigorously any further increases in net private indebtedness—not indefinitely 
but for at least several years, until the country has had time to grow up to its 
present debts.” 

In the light of these developments—the decline in the relative importance of 
retained earnings and the increased use of debt financing—the need for securing 
a greater share of equity capital through new stock issues is important for Amer- 
ica’s economic future. 

2. Direct investment by individuals.—The traditional method of new equity 
financing by corporations has been the sale of stocks to individuals, principally 
in the middle- and upper-income brackets. Direct reinvestment of profits by 
individuals is also important in the case of hundreds of thousands of nonincor- 
porated businesses. 

Certain tax provisions, however, are seriously affecting both (a) The ability 
and (b) the disposition of individuals to invest their savings in equity oppor- 
tunities. 

(a) The ability of the upper-income groups to supply a major part of the in- 
vestment in corporate equities has been seriously affected by steeply progressive 
individual income-tax rates. For example, 174,000 persons with gross incomes of 
$25,000 or more in 1948 retained $4.8 billion after taxes, as compared with 
111,000 persons retaining $7.6 billion in 1928.° Thus, the average per capita net 
income after taxes of this group was $68,000 in 1928, compared with $28,000 in 
1948, which, in terms of 1928 purchasing power, was equivalent to $20,000. These 
same progressive income-tax rates have also been particularly burdensome on 
many in the middle-income brackets—professional people, small-business men, 
and persons whose incomes are increasing more rapidly than the average. 

(b) The disposition to invest in equities is limited by the fact that at existing 
tax rates, risking savings in venture opportunities requires unduly high expecta- 
tions for gain. For instance, many persons find that tax-exempt securities 
provide a more attractive opportunity to obtain higher net return on their invest- 
ment. The reason for this is shown in the table below. 


® National City Bank of New York, Monthly Letter on Economic Conditions and Govern- 
ment Finance, January 1950, p. 5, from data of Treasury Department report on Statistics 
of Income for 1928 and Senate Finance Committee report on Revenue Act of 1948. 
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Required yield for income from taxables to equal 2% percent tar-erempt security 


Required ld 
from taxables 
Individual net taxable income os oe to equal 
tax rate 2%, perce 
t Xe t 
Percent Percent 
$4,000 to $6,000 29 , 
$10,000 to $12,000 42 ) 
$22,000 to $26,000 66 6. ¢ 
$50,000 to $60,000 77 1.5 
$90,000 to $100,000 RR 18.7 


The results of these influences are reflected in the 1951 data on disposition 
of personal savings. In 1951, individuals increased their holdings of currency, 
hank deposits, savings and loan shares, debt and equity securities, and life 
insurance (cash values) by $19.4 billion. At the same time net purchases by 
individuals of new stock offerings amounted to approximately $950 million plus 
$650 million conversions of bonds into stock issues, according to Securities and 
Exchange Commission estimates. (This excludes equity purchases by pension 
funds and individual purchases of mutual fund shares, aggregating an estimated 
$600 million.) 

Thus, net purchases of equity securities by individuals in 1951 are estimated 
at only about 8 percent of total liquid savings accumulations (excluding debt 
liquidations). Under present tax and economic conditions, the vast bulk of 
individual savers are more desirous of security for their savings than for the 
venture opportunities in share ownership. 

Additional information on the extent to which individuals in the United States 
have put their savings in nonequity investments is presented in the following 
table, taken from the recent Brookings Institution study of share ownership: 


Ownership of nine forms of investments by individuals 


Percent of 


. Estimated 
Type of investment individuals number of 
wno are owners 
owners 
Life insurance 67.1 104, 340, 000 
Savings accounts 34.0 52, 850, 000 
United States series E bonds 27.8 43, 190, 000 
Annuities and pensions, excluding FOASL_- 9.3 14, 520, 000 
Publicly owned stocks 4.2 6, 490, 000 
Other Government bonds 2.4 720, 000 
Privately held stocks 1.9 3, 020, 000 
Real-estate mortgages and bonds 1.3 1, 880, 004 
Corporate bonds 5 700. 000 
1 or more of the above 9 forms of investments . 78. 9 122, 760, 000 


Source: Brookings Institution, Share Ownership in the United States, 1952, p. 118. 


Thus, the bulk of savings of individuals, which have recently been accumu- 
lating at unprecedented peacetime rates, are going primarily into the hands of 
institutional investors, who are necessarily quite restricted in their use of these 
savings for equity purposes. 

Active participation of millions of additional individuals in the broad middle- 
income brackets is needed in the equity markets to insure a flow of equity funds 
adequate for the proper financing of future capital formation. All reasonable 
steps to attract the interest of, for example, 10 million new share owners is very 
much in the public interest. 

3. Institutional investors.—Institutional investors, including insurance com- 
panies, banks, and mutual funds, received the bulk of the $19.4 billion of personal 
savings accumulated during 1951. Of the total funds available to institutional 
investors in 1951, less than $2 billion were used to purchase equities, principally 
issues already listed rather than new issues. 
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In spite of several recent changes broadening the legal authority of certain 
institutions to make equity investments, the future outlook does not indicate 
any substantial change from the present. For one thing, the broadened authority 
still imposes narrow limits on the proportion of total assets which may be 
invested in equities. Even the authority extended has been only partially used. 
This is evident, for example, in reports of purchases of common stock by New 
York life-insurance companies since the amendment to the New York law in 
March 1951. Moreover, such purchases as are made are necessarily limited to 
well-established stocks. 

On this problem, the Chairman of the Securities and Exchange Commission, 
in a public address made on September 17, 1952, stated: 

“Most new enterprises have been largely dependent upon such funds as they 
were able to obtain from venturesome individuals. Institutional investors do 
not, as a rule, place their funds in such undertakings.” 

Institutional investors are performing important service as suppliers of funds 
needed for capital formation through financing of real-estate projects, loaning 
funds to business, and making modest commitments in preferred and a few 
established investment-type common stocks. Most, however, have not and do 
not intend to provide substantial equity funds. They are generally not in a 
position to act as suppliers of “venture funds,” because, as “trustees” of mass 
savings they are not established to invest substantial sums in securities of fluc- 
tuating value. It seems apparent that present institutional sources will not be 
the means for overcoming our equity-capital shortage. 

Such institutions, however, must be seriously concerned with the problem of 
adequate use of savings for equity purposes, because the safety of their own 
investments is substantially dependent on the amplitude of such funds. 

4. Government.—Capital funds totaling billions of dollars have been supplied 
to private industry by Government agencies in the last few decades, but they have 
generally been a debt rather than equity nature. In public power development, 
there have been some funds which, directly or indirectly, could be considered 
equity, and certain loans made by the Reconstruction Finance Corporation were 
made in a capacity substantially equivalent to that normally provided by equity 
funds. 

However, even most of those establishing and administering the funds have 
recognized the dangers of large-scale equity financing by Government agencies. 
They have publicly recognized that down that road lies Government ownership, 
subsidies for profitless and inefficient companies, and eventual harmful restric- 
tions and extra tax burdens on our private competitive enterprise system. 

Much more desirable than public ownership through equity financing by Gov- 
ernment is a true public ownership by restoring the necessary opportunity and 
incentives to millions of private investors, to let the general public supply directly 
the needed equity funds for our future development. The Government’s role would 
seem to be to help insure the necessary opportunities and incentives, rather than 
to participate directly in supplying such funds. 


Seriousness of equity-capital shortage 


Although the exact extent and potential impact and ramifications of the equity- 
capital problem cannot be reduced te precise dollar amounts, there are numerous 
indications as to its seriousness and widespread implications. Here are a few 
examples: 

1. Problems of new and small businesses are admittedly more than the problems 
of having adequate equity funds. Moreover, statistics on inadequacy of equity 
capital would be in the nature of data on “actions which did not occur,” for which 
no statistical series are usually available. 

There are data, however, on the number of new businesses started, discon- 
tinued, rates of failures, ete. For example, the total number of operating busi- 
nesses increased from about 3 million in 1944 to 4 million in mid-1948. Since 
then, in spite of 444 years of active business, there has been no appreciable net 
increase in the number of United States business organizations. 

These figures are the end product of several major influences, of which the 
problem of ample equity funds is only one. But, in view of our economic objectives 
of continuing business growth, a dynamic economy and maximum employment, 
all evidence of this kind—indicating lack of expansion in a desirable direction— 
are matters of major significance. 

2. Personal testimony of bankers all over the country reveals that banks are 
confronted every day with prospective borrowers whose basic financial needs 
are for equity capital rather than bank loans. Testimony of leading econo- 
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mists substantiates the seriousness of the problem. For example, Dr. A. D. H. 
Kaplan, in his report in 1949 to the Joint Committee on the Economic Report's 
Subcommittee on Investment, said: 

“* * * The lack is not in short-term financing through current bank loans or 
current merchandise credit. It is in the creation of equity capital for small 
enterprise—not only for launching new businesses, but for expansion of enter- 
prises ready for further development and for putting seasoned enterprise on a 
stronger base of fixed and working capital.” * 

In view of the static business population since Dr. Kaplan’s testimony, it does 
not appear that the equity-capital problems have yet been solved, especially for 
small business. This is particularly important in view of the fact that approxi- 
mately 90 percent of all business establishments, accounting for about 45 percent 
of all persons employed in business, are in the category of small business. 

3. In addition to small businesses, evidence on the availability of external 
equity capital to firms having ready access to the public-securities markets is 
not reassuring. For example, new corporate stock issues, common and pre- 
ferred, offered for cash during the last 2 years, have averaged slightly over $2 
billion ®* each year, roughly the same as in 1946. However, since 1946, national 
income has risen by more than 60 percent, industrial production has gone up 
30 percent, and total civilian employment has increased 11 percent. Thus, the 
current flow of equity funds should not be considered adequate for the proper 
financing of our already greatly expanded economy, let alone provide adequate 
equity funds for future growth. 

4. During the last few years, corporate financial officers have been faced 
with difficult problems to finance the three- to four-fold increases in their dollar 
needs. The tax structure, especially since the excess-profits tax, has penalized 
all forms of financing except debt financing. In addition, the market value of 
many stocks has been substantially below book value, resulting in an undue 
dilution of stockholders’ equity if new funds were obtained through stock 
flotation.£ Repeal of the excess-profits tax and a substantial flow of equity 
capital into common stocks will be necessary to offset the past adverse effects 
of these influences, 

5. One of the few statistical methods of measuring the extent of the equity- 
capital shortages is to study the trend in prices for equity capital compared to 
prices for other types of capital. The differences, for example, between bond 
and equity yields as measured by widely used data, are shown on the next page: 


Domestic corporate bond and stock dividend yields 


[Biennially, 1929 to 1951] 
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Source: U. 8. Department of Commerce, Survey of Current Business, including Annual Statistical 
Supplements, 1942, pp. 84 and 87; 1951, pp. 96 and 98; July 1952, pp. S-19 and S-20. 


Based on the above examples, and many others available like them, to state 
that there is a shortage of equity capital is a quick generalization and over- 
simplification of a basic problem. The problem is that tax provisions have gone 
too far in encouraging debt financing, and in discouraging the rewards of risk 
taking in equity opportunities. 

Capital, which generally is mobile enough to flow into either type of invest- 
ment, has been encouraged to overconcentrate in the more secure and riskless 
investments. For such capital as venturesome investors will commit to equity 





*U. S. Congress, Volume and Stability of Private ree Hearings before the Joint 
Committee on the Economic Report, 81st Cong., pt. I, pp. 47 and 48 
® Represents only new stock issues offered for cash ; hence, the amounts are somewhat 
lower than the net new stock issues listed In the table on p. 27. 
* See Prof. Dan T. Smith, The Effects of Taxation: Corporate Financial Policy, Harvard 
University, 1952. 
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investment, the market price is relatively high and the capital is costly. This 
penalizes progress, lesses financial flexibility, stifles initiative, and eventually 
leads to economic stagnation. 

It is timely and in the national interest that the impact of taxation be modi- 
fied to redress the balance more in favor of that kind of capital—equity capital, 
and especially new equity capital—which is the essential foundation of a broad 
economic development. 

Increasing the supply of equity capital 

If the supply of equity capital is to be increased, constructive action should 
be directed toward— 

1. Broadening stock ownership; 

2. Providing greater liquidity through more active securities markets; 
and 

3. Enacting selective tax modifications. 

Some important factors regarding each of these areas are discussed below: 

1. Broadening stock ownership.—The results of the Brookings study indicate 
that less than 5 percent of the population, approximately 642 million individuals, 
own shares directly in public corporations compared with almost 53 million 
persons owning sayings accounts. Broadening public ownership of corporations 
not only would involve the opening up of vast new sources of equity funds, but 
would also help cement the economic and social fabric of America into an 
impregnable structure. 

Exceedingly high personal-income-tax rates and estate taxes have broken up 
many personal fortunes, upon which much of the equity financing in the past 
has depended. Our tax policy has also largely prevented the formation of new 
large pools of capital, so that the opportunities for obtaining capital funds from 
such sources have been greatly diminished. 

In the future, venture capital must be obtained, to a much greater extent than 
heretofore, through broader public ownership of corporate equities. The advan- 
tages of share ownership must be popularized for the millions of individuals with 
savings to invest and with the incentive to participate more fully in the mainte- 
nance of continued economic progress for themselves and the Nation as a whole. 

2. Providing more active securities markets.—More active securities markets 
are particularly necessary if broadened share ownership is to be achieved 
because : 

(a) One of the soundest features of our modern free-enterprise economy 
is the corporate form of ownership, with the ready transferability of cor- 
porate shares. A big advantage for the small saver investing in equities 
through ownership of corporate shares is the easy marketability of these 
venture funds, even in piecemeal lots. Equities in well-known corporations 
are almost immediately saleable, and an active market insures their transfer 
at maximum prices and at very low cost. 

(bd) To the extent that financial needs of large and well-established cor- 
porations can be borne more and more by smaller investors, other venture 
funds are easily released through active securities exchanges so that the 
equity capital requirements of lesser known or newly established firms can 
be financed more readily by those better able to take the necessary risks. 

(c) Active markets generally permit a maximum volume of purchases and 
sales per dollar of change in price. In this way they protect both the buyer 
who wants to purchase substantial quantities with a minimum rise in price, 
and the seller who wants to liquidate with a minimum decline in price. To 
meet the requirements of both buyer and seller with the maximum advantage 
possible to each is the economic function of active securities markets. 

(d) Active securities markets can quickly absorb the impact of sudden 
business developments or important news events with a minimum effect on 
prices because the maximum number of individually opinionated buyers and 
sellers are represented. 





GENERAL REVENUE REVISION O81 


(e) Market activity has an important effect on the volume of new offerings 
of corporate equities and, hence, on the amount of financing obtained through 
the sale of new stock issues. Although other factors weigh heavily in the 
decisions of both new and established firms on whether or not to float new 
stock issues, there can be little doubt that current market activity is one of 
the major determinants. Unless there is an active market for securities 
already outstanding, the ready marketability of new issues is impaired and 
the financing of corporate expansion through outside equity capital is dis- 
couraged. The relatively close relationship between 1 


narket activity and 
the volume of new stock issues is shown in the chart below. 

Contrast the desirability of active securities markets with some indications of 
the recent status of market activity: 

1. Flotations of new equity securities offered for cash during 1952 totaled 
about $2 billion, or 7 percent of total business expenditures for new plant and 
equipment. While the dollar volume of new equity flotations in 1952 compared 
favorably with that of other years since World War II, it represented a smaller 
proportion of expenditures for new plant and equipment than in 1946 or 1950, 
when new stock issues also totaled about $2 billion. 
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2. The dollar volume of stock trading on the New York Stock Exchange totaled 
$14.7 billion in 1952, an increase of only 11 percent from 1935, whereas, the 
market value of goods and services produced by the Nation’s economy rose by 
almost 400 percent during the same period. Further evidence of the relative in- 
activity of the securities markets is the sharp decline in the turnover ratio of the 
New York Stock Exchange. In 1935, the number of shares traded on the New 
York Stock Exchange equaled 29 percent of the number of shares listed. But by 
1952, this ratio had fallen to 13 percent, or to less than half the rate of turnover 
in 1935. 

If securities markets are to help perform the tasks of stimulating the flow of 
new equity funds and of developing new sources of equity capital, specific meas 
ures to improve market activity are of vital national importance. Certain tax 
modifications offer opportunities for help in this important area. 

3. Enacting selective tag modifications.—lIf the supply of equity capital is to 
improve significantly, substantial revisions in the tax laws are needed. The de- 
sired effects of such revisions can be achieved directly by making specific provi- 
sions to encourage investment in business ventures or indirectly by easing the 
burden of taxation on those income groups whose incomes and accumulated sav- 
ings should be available for equity investment to a much greater extent than at 
present. 

Twenty-five years ago, taxes claimed about 10 percent of our total national 
income. Then, the impact of taxation was rot so vitally significant as it is today, 
when taxes total almost 30 percent of the Nation’s income, To disregard the eco- 
nomie necessity of tax modifications at this time could have serious repercus- 
sions. Fortunately, the importance of this aspect of tax policy has been well 
recognized in the last few years. 

The report of the Subcommittee on Investment of the Joint Committee on the 
Economic Report, made public in 1950, stated : 

“Our objective now should be for a tax system geared to increased production 
* * * and the encouragement of equity financing.” * 

At about the same time, the financial economist of the Federal Reserve Bank 
of Philadelphia recommended similar action: 

“Stimulating the flow of savings into common and preferred stocks is not a 
simple or an easy task. * * * A possibility which should be studied carefully 
is the revision of taxes to remove the advantages given to debt financing * * * 
The double taxation of corporate earnings is another impediment which should 
be removed. * * *"5 

The particular details of tax modification which would appear to offer the most 
direct opportunity for encouraging increased use of equity financing and for 
helping to promote sources of equity funds are analyzed below. 

Tazation of capital gains 

Tax treatment of capital gains and losses has changed from time to time in an 
effort to reconcile various unresolved conflicts between equity considerations, 
revenue requirements, and the desire to avoid reducing iavestment incentives 
and the marketability of capital assets. 

Taxation of capital gains provides the Federal Government with only a small 
portion of its total tax revenue. (During the 10-year period 1942—51, for example, 
3 percent of Federal income taxes paid by individuals represented receipts from 
“apital gains). The depressive effects of the present capital gains tax on in- 
vestment incentives alone far outweigh, in their economic implications, the 
amount of revenue this tax provides. 

Several special factors peculiar to capital gains taxation are pertinent to a 
precise understanding of its important economic implications: 

1. Tax liability is matter of choice——To incur capital gains tax liability is a 
voluntary act undertaken at the discretion of the taxpayer. Therefore, even 
modest tax rates have the general effect of inducing many investors not to sell 
or exchange their capital holdings, which, in turn, means reduced tax revenue, 
restricted market activity, and impaired mobility in capital movement. 

2. Periodic fluctuations in security values.—One of the fundamental character- 
istics of a free securities market is its sensitivity to the diverse factors which 
influence investors’ evaluations of their future interest and future price move- 
ments. Changes in the economic climate, both in this country and abroad, 
changes in our political or economic relations with other countries, new dis- 
coveries, sudden increases in product popularity, and many other factors, can 





t Report of the Subcommittee on Investment, Joint Committee on the Economic Report, 
Doc. No. 149, 81st Cong., 2d sess., Volume and Stability of Private Investment, p. §. 

® Anderson, Clay J., Harvard Business Review, Trends in the Supply of Equity Capital, 
September 1950, p. 89. 
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substantially affect security prices in a period as brief as a few days or as long 
as several months. Many instances of this sensitivity are observable in the 
price movements of individual and industry-wide stock issues, even when overall 
market averages are steady. But today’s capital gains tax law (with a 6-month 
holding period) unfortunately prevents many security transactions of a non- 
speculative nature which would otherwise be made if the holding period were 
less than 6 months. 

In a study of publie stock transactions ® made by the New York Stock Exchange 
it was found that 806,000 shares were sold at a gain by “public” individuals 
(that is, persons other than members or allied partners of the New York Stock 
Exchange) on the 2 days surveyed. The following percentages of the shares 
sold had been held for the indicated periods of time: Under 30 days, 3 percent ; 
30 days to 6 months, 20 percent; 6 months to 1 year, 26 percent; over 1 year, 
48 percent; no indication, 3 percent. From these data it seems fair to conclude 
that a substantial number of the delayed transactions—certainly a large part 
of the 26 percent held for 6 months to 1 year—were deferred for the express 
purpose of meeting the holding period provisions of the capital gains tax law. 

It was not the intent of Congress when it set up the holding period that it 
should act as a barrier against sound investment transactions. It was rather 
an arbitrary device designed to help distinguish between capital gains deserving 
special tax treatment and gains which are so close to being ordinary income 
that they should be taxed as such. As such, however, the 6-month holding period 
is too long and has proven unnecessarily restrictive. A period of 3 months would 
be a more desirable dividing line because: 

1. It would differentiate as well as the present 6-month period between 
those capital transactions deserving of special treatment and those which 
should be taxed as ordinary income. 

2. It would b eas workable administratively. 

3. By permitting the freer exercise of investment judgment, it would result 
in thousands of additional transactions in capital assets and result in sub- 
stantial additional Government revenues. 

4. It would increase the liquidity of the securities markets, thus providing 
needed encouragement to equity investment. 

8. Price level changes and “locked-in” capital—The substantial increase in 

the general price level in the last 2 decades has resulted in much e¢apital appre- 

ciation. Because of this general increase in price levels, the proceeds of the 
realization of such gains are largely “illusory” in terms of real value. Never- 
theless, any realized gains, whether real or not, are subject to tax liability. 

But, since the tax is self-imposed, an investor who regards his gains as fictitious 

can avoid it by not shifting his investments. The result is a “freezing” or 

“locking-in” of large sums of capital which otherwise could be of more productive 

use if put into newer or different industries. 

4. Taxing transfers of permanently invested equity capital—An established 
principle of tax policy has been to permit the tax-free transfer of certain assets 
similar in kind, such as farms, real estate, livestock, ete. (Sec. 112, Internal 
Revenue Code.) The tax laws, in the Revenue Act of 1950, extended this princi- 
ple by permitting the tax-free shifting of personal residences. 

The above principle of taxation would be even more valuable to the national 

economy if it were applied to equity funds as long as they remained invested in 
productive enterprise. It would eliminate a major cause of investment-fund stag- 
nation since, at present, the transfer of investments are undertaken, in a great 
many cases, only when the asset purchased yields a substantially higher return 
than did the one being liquidated. 
5. “Roll-over” proposal.—One suggestion, which has been considered from time 
to time, would apply this principle of tax-free transfers of assets similar in value 
and in kind to all forms of capital reinvestment. This suggestion, sometimes 
termed the “roll-over” proposal, would have the effect of deferring the capital 
gains tax until final “realization” of the capital asset. Thus, for example, an 
investor would not be taxed if he sold one security for the purpose of purchasing 
another within a given period of time, or sold a farm, timberland, etc., for similar 
reinvestment of the proceeds. 

A tax liability would be incurred only on that portion of capital not reinvested 
in productive enterprise, or not reinvested in similar types of capital assets. 





®*New York Stock Exchange, 1952 Public Transaction Study, carried out September 10 
and 17, 1952. 
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Although this proposal would provide more equitable treatment for certain 
types of capital transactions, it would not be a complete solution and would also 
involve tremendous administrative complexities. The more practical immediate 
solution would appear to be a subbstantial lowering of the rate and a shortening 
of the holding period to permit such transfers to be made without today’s ex- 
cessive tax impact. 

6. Inflationary effect of capital gains tar on security prices.—The effect of the 

present capital gains tax in keeping large quantities of stock off the market can 
be an additional inflationary factor of considerable sign'ficance in a period of 
high or rising prices. Moreover, the impact of the tax under such conidtions be- 
comes even greater as prices continue to rise—which is when, in the interest of 
price stability, stockholders should be encouraged to liquidate holdings rather 
than retain them. 
7. The incidence of capital gains taration.—An analysis of the incidence of 
the capital gains tax on various income groups reveals that in 1949 (the latest 
year for which such statistical information is available) almost 47 percent of 
the 1.1 million individuals reporting capital gains and filing taxable returns 
had adjusted gross incomes of under $5,000, and an additional 31 percent had 
gross incomes of between five and ten thousand dollars. 

Moreover, this excludes 305,000 individuals reporting $241 million of net 
eapital gains on nontaxable returns, almost all of whom had adjusted gross 
incomes under $5,000. 

In terms of the amount of such gains, individuals with adjusted gross in- 
comes under $10,000 accounted for over 42 percent of the $1.7 billion net capital 
gains reported in 1949 (on taxable returns), and almost 33 percent of the 
$3 billion reported in 1950. 

Persons in the highest income group—earning over $100,000—reported less 
than 20 percent of such gains in 1949 and less than 25 percent in 1950, as 
shown in the following table: 





Capital gains reported by individuals with tavable returns 1949 and 1950’ 


Net capital gains 





949 1950 
Adjusted gross income 194 vial 
Amount enoens {| amount | Percent of 
Millions | Miliions | 

Under $5,000... $261.0 21.1 $438 1 | 14.6 
$5,000 to $10,000 | 65.0 21.3 | 548.3 18 3 
$10,000 to $25,000 | 323. 4 18. 9 | 584.8 19. 5 
$25,000 to $50,000 ‘ - 185.8 10.8 376. 2 12.4 
$50,000 to $100,000... | 149. 6 8.7 304. 6 10.2 
$100,000 and over . 329. 5 | 19. 2 748.4 24.9 
Total. ....<. 4 . . a 1, 714.3 100. 0 3, OOO. 4 100.0 


1 Excludes capital gains of $241 million in 1949 and $258 million in 1950 reported on nontaxable returns, 
almost all in the under $5,000 income group. 


Nore.— In addition, in 1949, fiducieries reported capital gains of $109 million of which the distribution by 
income groups was as follows: Under $10,000, 21 percent; $10,000 to $25,000, 19 percent; $25,000 to $50,000. 14 
percent; $50,000 to $100,000, 12 percent; and over $100,000, 34 percent 


Sources: U. 8. Treasury Department, Statistics of Income for 1949, pt. 1; and for 1950, Treasury Depart- 
ment press release 5-3290, p. 6. 


It is evident from the data in the preceding table that all income groups, in- 
cluding the lower income classes, would benefit substantially from the revisions 
in the capital gains tax law proposed in this study. 

The findings of the New York Stock Exchange 1952 Public Transaction Study 
on September 10 and 17, 1952, shown in the table on the next page, are par- 
ticularly helpful in illustrating the impact of this tax and the present 6-month 
holding period on all income groups. 
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Percentage distribution of 1,142,000 shares sold on New York Stock Exchange 
for the account of public individuals, Sept. 10 and 17, 1952, according to length 
of time shares were owned, by income groups 


Income group— 


Period held } All 
Less than) $5,000- | $10,000- Over ineame 
z ( . ” e905 t i 
$5,000 | $10,000 $25,000 $25,000 groups 
| | | 
eee eo ee I ; a 
Less than 30 days '!_. ee 7.5 5.5 6.2 5.9 | 6.0 
30 days to 6 months 19.7 27.4 23.2) 23.8 24.1 
6 months to a yea! 23. 5 25.8 26. 6 | 26. 5 26.1 
Over a year nae. 49.3 41.3 44.0 | 43.8 43.8 
Total percentag Lect Net | 100.0 | 100.0 100.0 100. 0 100.0 
Number of shares sold (in thousands hibatlesawek 92.9 272.8 | 356. 3 | 420.0} 1,142.0 
' 


1 Includes short sales, 
Source: New York Stock Exchange, Public Transaction Study, December 1952, 

Particularly significant is the high degree of umformity, among all income 
classes, in the relative importance of the various lengths of time stocks were held 
prior to selling. It is a striking example of the broad impact of the present tax 
law that persons earning less than $10,000 a year, whu accounted for 32 percent 
of the shares sold by individuals on the 2 days surveyed, should sell roughly 
the same proportion of their holdings 6 months to a year after purchase as did 
the highest income class, which accounted for about 37 percent of all shares 
sold by individuals. 


Capital loss provisions 

Provisions in the tax law for capital loss offsets against ordinary income 
are of particular concern to persons in the lower- and middle-income groups. 
This general observation has been supported by the United States Treasury 
Department. 

“It is primarily the lower- and middle-income taxpayers who require income 
offset in order to recover the tax value of their capital losses.” ” 

Of the $245 million of allowable net capital losses reported on taxable returns 
in 1950 (latest available), almost 40 percent was 1eported by taxpayers with 
adjusted gross incomes of under $5,000, and 28 percent by those with adjusted 
gross incomes of from $5,000 to $10,000. Thus, 68 percent of the total allowable 
capital losses in 1950 were sustained by individuals with gross incomes of less 
than $10,000, a slightly higher proportion than in 1949. 

However, these proportions would be substantially higher if losses were 
included for nontaxable returns, virtually all of which were for taxpayers with 
adjusted gross incomes of less than $5,000. 





”U. S. Treasury Department, Federal Income Tax Treatment of Capital Gains and 
Losses, 1951, p. 65. 
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Allowable net capital losses for individuals with tarable returns, 1949 and 1950 * 


Allowable net losses 





1949 1950 
Adjusted gross income ee : . a taint . - 

Amount Percent of Amount Percent of 

millions total (millions total 
Under $5,000 . $110.8 40.7 $96. 7 20.4 
$5,000 to $10,000 ; 70.6 25.9 69.6 28.4 
$10,000 to $25,000. _- . 57.5 | 21.1 | 49.9 20. 3 
$25,000 to $50,000 22.2 8,2 19.0 79 
$50,000 to $100,000_ . : 8.2 3.0] 7.6 3.1 
$100,000 and over. 3.0 i 2.7 1.1 
Total. 7 272.3 100.0 | 245. 4 100. 0 


! Excludes capital losses of $78 million in 1949 and $85 million in 1950 reported on nontaxable returns. 
I : 


Nore. In addition, taxable fiduciary returns for 1949 (latest available data), listed net capital losses of 
about $34 million, of which 41 percent had total incomes of less than $5,000 and 19 percent were between 
$5,000 and $10,000. 


Sources: U.S. Treasury Department, Statistics of Income for 1949, pt. I, p. 18; and for 1950, Treasury De- 
partment, press release S-3290, p. 6. 


The principle of limiting loss offsets was designed to protect Federal revenues 
at a time when losses were high and receipts from the capital-gains tax were an 
important part of total tax revenues. These conditions no longer prevail, but 
the limitations remain, despite their inequity. This is particularly true of the 
$1,000 loss limit established in 1942, when the general price level was substantially 
lower than it is now. 

A substantial increase in the maximum capital loss offset allowable against 
income would give considerable relief to persons in the broad middle-income 
brackets where the expansion of share ownership offers the greatest possibilities. 
This type of tax revision is needed in order to: 

1. Lessen the impact of income taxes on capital—When loss provisions are 
inadequate, part of the impact of ordinary income taxation will necessarily fall 
on capital. For the taxpayer who realizes a net loss during the year, inadequate 
loss offsets result in a higher effective tax rate on ordinary income. For the 
majority of investors whose capital transactions are small and infrequent, 
insufficient loss offsets can be a source of financial hardship. 

2. Increase present investors’ ability to reinvest.—Adequate loss provisions can 
ease the financial strain of capital losses by providing prompt and sufficient loss 
offsets which would restore the ability and willingness to reinvest more quickly. 

83. Increase incentives for new investors.—Perhaps the most important benefit 
to be derived from an increase in the amount of capital loss that can be offset 
against ordinary income is the added investment incentives for new and smaller 
investors. 

Greater tax protection in the event of losses will help to interest many new 
investors in equity funds, particularly those whose investable funds are not large 
enough to obtain broad investment diversification. 


Double taration of dividends 


Another serious deterrent to the flow of equity funds is double taxation of 
dividend income, first, at the corporate level through the tax on the earnings from 
which dividends are paid and, second, through income taxes on individual in- 
vestors for that part of corporate income which has been received as dividends. 

This form of taxation discriminates solely against income from equity capt- 
tal. Double taxation does not affect interest paid to creditors, rentals paid on 
properties, etc. Since equity capital provides the vitality and drive needed for 
economic growth, and since the relationship between the volume of equity and 
protected funds has tipped substantially in recent years toward the latter, there 
is every reason why our national tax policy should be modified to encourage 
rather than discourage those who risk their funds as equity investors, 

To the extent that shareowners’ profits from corporate enterprises are taxed 
twice, the incentive to assume the risks involved in equity investment is reduced. 

In 1949, almost half of the 3.1 million taxpayers reporting dividends on 
taxable returns had adjusted gross incomes under $5,000 and nearly 80 percent 
had incomes of less than $10,000. In addition, there were 592,000 individuals 
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reporting dividend income on nontaxable returns, virtually all with incomes 
under $5,000. 

This distribution corresponds closely to data in the Brookings Institution 
study on Share Ownership in the United States, which showed that in 1951, 
77 percent of the number of shareholders in public corporations were in families 
earning under $10,000. 


Number of taxable individual returns with dividend income, 1949 


Percent of 


| 
’ Number of | Percent of total 
| 








— 
ujuSted gross income 
returns tota 
. otal cumulated 
Under $5,000__...- ted ee | 1, 496, 202 | 48.8 | 48.8 
$5,000 to $10,000 ce vo oe 938, 368 | 30. 6 79.4 
$10,000 to $25,006 sess nai weaul 458, 144 15.0 94.4 
$25,000 to $50,000 abc paige : 120, 893 | 4.0} 98. 4 
$50,000 to $100,000 38, 044 | 1.2 99. 6 
$100,000 and over =e : 12, 43 | .4 | 100. 0 
le = oe gc iccaeaiaieas ahi eg ae 3, O64, 194 100. 0 o 
| 
yurce: U.S. Treasury Department, Statistics of Income for 1949, pt. 1, p. 26. 


In terms of the dollar amount of dividends received, a substantial portion 
accrues to the lower- and middle-income groups. For example, in 1950, approxi- 
mately $5.9 billion in dividends were reported on taxable returns of individuals. 
Of this amount, nearly one-quarter was paid to those with incomes under $10,000. 
In 1949, these same individuals received approximately 30 percent of the $5 billion 
of reported dividends, as shown in the following table: 


Dividends reported by individuals with tarable returns 1949 and 1950 * 


Dividends reported 





Adjusted gross income 1949 1950 


| Amount | Percent of| Amount | Percent of 














| 
(millions) | total | (millions) | total 
— = - —_ —— 
Under $5,000 es G pi sb anesi | 15.5 $646 10.9 
$5,000 to $10,000. _- 5 a ee ee | 14.7 | 13. 2 
$10,000 to $25,000_ . - cacti acmeinnadiaeten 21.2 | 21.3 
$25,000 to $50,000. _ - & nee Pas SSL aat 16.1 | 17.3 
$50,000 to $100,000_- 3, Mus eethe ess Aaeikss 13. 5 | 14.7 
$100,000 and over-__... ee 19.0 | 22.6 
Total_- <. oa aS sc bbtbactues 4, 985 100. 0 100. 0 
| | | 
1 Excludes dividends report n the short form 1040A and dividends of $261 million in 1949 and $240 
million in 1950, reported on nontaxable returns, primarily for those in the under $5,000 income class, 
Source: U.S. Treasury Department, Statistics of Income for 1949, pt. I, p. 16; and for 1950, Treasury 


Department, press release 5-3290, p. 6. 


An additional $530 million of dividends were reported on fiduciary returns in 
1949 (latest available), of which over 21 percent were on returns with less than 
$10,000 of gross income; 20 percent for $10,000 to $25,000; 16 percent for 
$25,000 to $50,000; 14 percent for $50,000 to $100,000; and 29 percent for 
$100,000 and over. 

The importance of a more equitable tax treatment of dividend income to the 
lower- and middle-income groups is readily apparent from data in the above 
tables. A deduction from individual income-tax liability of 10 percent of divi- 
dend income would greatly stimulate the expansion of equity investment by the 
small investor, which would result in a more even distribution of the ownership 
of America's industry. 

A Special Tax Study Committee appointed in 1947 by the Ways and Means 
Committee of the House of Representatives had this to say on double taxation of 
dividends: 

“Since the continued prosperity of this country, in which we are all vitally 
interested, depends in large part upon the willingness of citizens to continue to 
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make investments in corporate enterprise, it is particularly unwise to subject the 
income from such investments to a heavier tax than any other income.” 


Revenue aspects 


Precise measurement of the overall effect on Government revenues of the four 
tax changes recommended is not possible because: (1) such tax data as do exist 
are inadequate to measure even the short-term effect of the proposed changes, and 
(2) the long-term stimulus to the entire economy from greater equity investment 
can only be estimated in general terms. 

However, one concrete example of how much may be gained by the proposed 
changes is illustrated by the 1942 revisions, when a single 6-month holding period 
with a maximum effective rate of 25 percent was established, compared with 
the previous 24- and 18-month holding periods with maximum effective rates of 
15 and 20 percent. At that time capital gain tax receipts were converted from 
a net revenue loss of $250 million in 1941 to a net revenue gain of $335 million 
just 2 years later. 

Halving the rate and the holding period today would undoubtedly have an 
effect similar to the 1942 change, by creating new taxable transactions which 
would more than offset the loss of revenue from the lower rate on present trans 
actions. It is even possible that the immediate additional yield would be 
sufficient to offset the near-term reduction in revenues from liberalizing the 
loss provisions and reducing double taxation of dividends. Together, the four 
propusals would provide a tremendous long-term stimulus to the overall economy, 
ultimately resulting in greater tax revenues trom all sources. 

The revenue aspects of each proposal are examined brietly below: 

I. Reduction in the holding period.—A 8-month holding period would permit 
investors to take taxable profit at the end of 3 months which, under the present 
holding period, they would frequently not consider until after 6. However, 
after 6 months under the present law, due to intervening changes in market 
prices, the amount of the unrealized gain may often have been greatly reduced 
or eliminated entirely. 

How much revenue a shorter holding period might yield on balance would 
depend on future market conditions and investors’ decisions, which are largely 
unpredictable. But there is historical information on what happened when the 
holding period was substantially reduced 10 years ago. 

In 1942, the maximum tax rate on capital gains was established at 25 percent 
and the minimum holding period was reduced from 18 to 6 months. Since then, 
uccording to Treasury Department data, the tax on capital gains has yielded 
$744 billion of revenue, colmpared to no net revenue for the 10-year period prior 
to 1942, when the minimum holding period was never less than 18 months. 

Although the tremendous diiference between the revenue yields of the tax 
for the 10 years before and after 1942 has, of course, been due to several major 
factors, there is no question but that one of the important factors in the in- 
creased yield has been the reduced holding period. 

Il. Reduction of rate.—Cutting in half the tax rate on capital gains would 
bring in new revenues from two sources: (1) The “unlocking” of additional 
long-term capital holdings; and (2) taxation of profits on new savings at- 
tracted to equity investments. 

The exact amount of unrealized long-term capital gains is an incalculable fig- 
ure, but some indication of its magnitude is available from estimates of national 
wealth. Based on data of the National Bureau of Economic Research,” it is esti- 
mated that a minimum of $500 billion increase in the current dollar value of 
private capital wealth has taken place between 1916 and the end of 1952. 

Taking into account net capital gains realizations of an estimated $75 to $90 
billion since 1917, and the 1950 Revenue Act change which largely exempted 
zains on personal residences, it is estimated that there is, at the present time, 
at least $300 to $350 billion of unrealized capital gains, 

Thus, an annual “unlocking” above present realizations of as little as 2 to 24% 
percent would more than offset the effect of the reduced rate. The Treasury 
Department estimates revenues from the present tax at approximately $1 billion 
a year in the last few years. This would, in fact, be more than doubled if the 
annual rate of additional “unlocking” should increase to 5 percent. Moreover, 


1 See: National Bureau of Economic Research, Studies in Income and Wealth, vol. XIV, 
1951, p. 20. In 1916, private capital wealth of the country, including farms and other 
land, residences, business equipment, and buildings, etc., but excluding governmental assets, 
was estimated at $190 billion. This wealth was estimated at $671 billion in 1948. Since 
1948, the dollar value of national wealth has increased approximately 10 to 15 percent. 
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these new Federal revenues would be paid by investors voluntarily in return for 
greater investment diversification and flexibility. 

In addition to substantially increased realizations by present investors, a 
reduction in the rate would unquestionably attract new funds to equity invest- 
ment. This, in turn, would broaden the capital base of our American economy, 
with a corresponding growth in our productive capacity, which is the wellspring 
of all taxation. 

Ill. Liberalization of loss provisions.—Based on the latest available Treasury 
data, the maximum Federal revenue loss due to an increase from $1,000 to $5,000 
in the annual loss offset provision against ordinary income would have approxi- 
mated $200 to $250 million in 1950.” 

The moderate changes in the capital loss provisions recommended in this study 
are not intended to fully offset capital losses of persons in the upper-income 
groups, but to lessen the seriousness of sporadic losses to smaller investors. 

IV. Proposed dividend credit.—-The proposed tax credit of 10 percent of divi- 
dend income for individuals and fiduciaries would, it is estimated, have reduced 
Federal tax revenues by $650 to $700 million in 1952. 

However, this estimate, based on available Treasury data for earlier years, 
does not take into account that, as a result of the tax change, many corporations 
might pay out a larger portion of earnings to stockholders. To the extent this 
would be done, the direct revenue loss would be reduced by the resulting addi- 
tional personal income tax base. 

The long-range effect on Government revenues of making even this modest 
start in the elimination of the double taxation of dividends would be to stimulate 
capital investment, encourage greater production, insure larger payrolls, and 
ultimately provide substantially increased total tax receipts. 

Canadian experience 

Canada furnishes an excellent example of how economic progress can be aided 
by tax policy designed to stimulate private capital investment. Clearly aware 
of the importance of venture capital to her economic future, Canada, has recently 
provided for a more equitable treatment of dividend income and, perhaps more 
significantly, has abstained from taxing capital, as is done in the United States, 

Discussing the evils of double taxation of corporate dividends and proposing 
a 10-percent tax credit for dividends received by individuals (a proposal which 
was later adopted by Parliament), the Honorable D. C. Abbott, Minister of 
Finance for Canada, said in his annual report for 1948 (dated March 22, 1949): 

“It seems to me that under a system of private enterprise which depends for 
its existence on a steady flow of venture eapital we cannot afford to neglect the 
implication of this defect [the double taxation of dividends] in our system, which 
has been accentuated by the increase in both corporate and personal income-tax 
rates. * * * It is not a question of the immediate profit position of Canadian 
business because I think it is clear that today we in Canada are prosperous as 
never before. Rather it is a matter of concern for the future under a system 
where we depend, and must depend, for full employment and the creation of new 
wealth on the willingness of our people to risk their money in constructive enter- 
prises,” 

More recently, in his annual financial statement delivered February 19, 1953, 
the Honorable D. C. Abbott made the following announcement regarding plans 
for an increase from 10 to 20 percent in this dividend credit : 

“In 1949 provision was made in the Income Tax Act for a credit against per- 
sonal income tax of 10 percent of the dividends received from Canadian tax- 
paying corporations. At that time I said this was a first step in dealing with the 
situation under our present tax structure where, after taxing corporate profits at 
a very high rate, the individual is required to pay at graduated rates on the 
dividends paid out of corporate profits. I now propose a second step of the same 
length and in the same direction. That is to say, for dividends received in the 
calendar year 1953 and thereafter the tax credit will be increased from 10 percent 
to 20 percent. Canada is fortunate these days in being able to attract enter- 
prising foreign capital. This is desirable and we welcome it. At the same time 
it would seem to be a good thing if Canadians were encouraged, where they can 
safely do so, to join in a wider participation of equity ownership in the expand- 
ing industrial wealth of our country. This dividend credit of 20 percent should, 





™ Estimates were computed at marginal rather than at effective tax rates to obtain 
approximate maximum revenue loss, 
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GENERAL REVENUE REVISION 99] 


I think, be of considerable assistance in encouraging our people to increase their 
stake in Canada’s future.” 

The Cuarrman. You have made a very fine statement and I congrat- 
ulate you on your clear presentation. 

Are there any questions ¢ 

Mr. Kean. Mr. Funston, on page 10 you s: 

Certainly the length of time capital assets are held has little, if anything, to do 
with whether the holding is of a speculative or investment nature 

As you know, from the conversations I have had with you, I do not 
favor the shorte ‘ning of the period of time from 6 months to 3 months, 
although I favor very strongly your second suggestion. 

Mr. Funston. Yes, sir. 

Mr. Kean. I favor your suggestion of cutting the amount from 50 
percent to 25 percent. So far as that sentence which I just read, it 
seems to me that the important thing is the intent of the purchaser. 
In other words, did he purchase for the investment of capital or for 
the hope of a short-term gain? That seems to be the definition in that 
thought : whether it is buying for the purpose of short-term gain and 
turnover. There is a narrow definition as to whether he 1s really 
investing capital, or whether sometimes he will be a trader entirely 
in the business of trading, which of course is ordinary income, but 
there is a narrow definition there on the question of intent, and it 
seems different from the long-term holder who is purely an investor of 
capital. 

Mr. Funston. Well, sir, the point that we are making here—and, of 
course, there is a great deal of confusion anyway as you know between 
trying to define a  speculator who is trying, based on what knowledge 
and information he can obtain, to anticipate now what is going to 
happen in the future. That is what I had in mind. Yet, it is very 
difficult to isolate it and say, “This is speculation and this is invest- 
ment.” But, of course, I presume you mentioned the short-term 
trader who is the type of man who makes a living by trading in and 
out of securities. 

Mr. Kean. Not necessarily; that is the man on the stock exchange, 
but there are also a lot of businessmen who, though they are in busi- 
ness, they have sort of semiretired and they come in and spend half of 
heir days in brokerage houses though they are really in business and 
they do trade very actively. I do not think that those people are real 
investors. 

Mr. Funston. Well, sir, our figures indicate that in the first place 
that that type of transaction, because of the tax law and other factors, 
is very small in proportion to the total business done, and is becoming 
less so for many reasons, and that a man, if he is really a trader, gets in 
and out of the market within a month’s period typically, rather than 
a longer period. We believe that so sincerely and so strongly that we 
have a new Commission rate structure which is being proposed to the 
industry which attempts to pass on to certain segments of the indus- 
try reduced cost in handhing their business, and for the purpose of 
this commission rate we have determined that the trader gets in and 
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out typically within a 15-day period. So, the only point we are trying 
to make here is that we believe, if you would reduce the holding period 
from 6 months to 3 months, you will still accomplish the objective 
‘hat many people have in mind, in insisting that the man who is the 
short-term trader and makes his living in this business pay taxes at 
ordinary income-tax rates, with which, in principle, we agree. 

Mr. Kean. You would lower the period of time to 15 days for the 
fellow who gets in and out? 

Mr. Funston. Yes, sir, based on a very sincere feeling and study 
on our part. We feel that that is the time when the man who is a 
trader gets in and out and concludes his business. In other words, 
the only chance he has to make a living out of this is to get in and out 
quickly, because he makes very short profits and very often loses, but 
he does not do it only on a very narrow margin and the only thing 
that can help him is quick turnover, and that may be well within a 
period of 15 days, but in any event substantially under 3 months. 

Mr. Kran. I want to say right now if you did cut the capital-gains 
tax to 12.5 percent as your maximum capital-gains tax, that in my 
opinion would almost double the revenue out of tax. 

Mr. Funston. Thank you, sir; we are glad to hear that. 

Mr. Mason. Mr. Funston, in the middle of page 9 you make the flat 
statement that capital-gains tax cannot be justified either on the basis 
of justice, logic, or equity. ‘Then you go on in the same paragraph 
a say it is justified on the basis of need for revenue. Is that the 
only justification for it? Need for revenue ¢ 

Mr. Funsron. So far as I can see, yes, sir. I think when you place 
any tax of any kind on the formation of capital, that it is an approach 
to confiscation of capital, and I think that is bad, even though this 
particular tax is self-imposed—I mean the individual imposes it on 
himself. 

Mr. Mason. Outside of regulating the liquor industry and so forth, 
is there any justification for any tax outside of the need for revenue? 

Mr. Funsron. Well, that is a big question; I guess there is not. 

Mr. Mason. Then you and I are in agreement. 

Mr. Funston. Yes, sir. 

Mr. Byrnes. There is one aspect of this that I am not clear on. 
You call attention in your statement to the fact that virtually every 
other country in the world does not tax capital gains and you give 
them as an example. Is it true or not that in most of these other 
countries they have a narrower concept of what is a capital gain? I 
had heard that that was true and that although they did not have a 
capital-gains tax, their definition, or the area of capital gain, was much 
narrower than ours. Is that true or not ? 

Mr. Funston. I cannot answer that categorically, Mr. Byrnes. I 
believe that that would vary with the different countries—for example, 
take the case — England, they have no capital-gains tax, and yet no 
individual, as I understand it, in England knows in advance of the 
transaction whether that transaction will be regarded as income or 
as capital gains with any great surety, and that is an advantge of our 
tax law, because we know we have an arbitrary definition of what 
will be regarded as income and capital gains, which is a big advantage. 
So, while [ cannot answer your question specifically, I am under the 
impression, however, that in most foreign countries transactions which 
in this country are regarded as capital gains would also be so regarded. 
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Mr. Byrnes. I was wondering whether if we are going to move 
toward the area—and I think it probably may be desirable to move 
toward that area where true capital gains are not taxed, we might at 
the same time look into our definition of capital gains so that we are 
only letting out of this field of taxes those things that are truly 
capital gains in the entire sense of the word. 

Mr. Funston. I would like to amplify my last answer. My 
further impression is that in general in foreign countries, we are re- 
quired in this country to pay on gains at regul: ir income-tax rates on 
types of contracts which in foreign countries the income tax would not 
have to be paid because they are regarded as capital gains which are 
not taxable. 

Mr. Byrnes. You mean because in the United States capital is taxed 
differently ¢ 

Mr. Funston. In other words, generally in European countries they 
have a more liberal interpretation of what a gain is that should not be 
taxed at all than we do. It would depend on the country, of course. 
In Canada, I am sure on that subject; in England, I believe I am right. 

I could make a study on that and give it to you, if you are interested. 

Mr. Byrnes. Let me ask this further question. Do you think there 
is an area here that should be studied relating to our definition of what 
we consider capital gains as contrasted with income which would be 
subject to the income tax or subject to a very reduced capital gains 
tax? 

Mr. Funston. That is the core of the whole problem, really. If an 
adequate definition could be worked out which would say “ This is a 
capital gain; this is really ordinary income,” that would be ideal. 
But no one has been able to devise such a definition as yet. I know 
Mr. Stam’s group has worked on it for a long time and, I believe, has 
come to the conclusion it is very difficult to do. So into our law has 
been adopted this arbitrary time period as a definition of what is a 
gain which is so close to ordinary income that it should be taxed as 
such, as compared with a gain which should be given the capital 
gains treatment. That is why I have taken the position that a holding 
period of some time is desirable. But we say you can get the benefits 
of it by having a 8-month period as well as a 6-month period from that 
angle and give a lot of other benefits in terms of stimulating equity 
capital investment. 

Mr. Byrnes. It seems to me we have a difficult problem here of 
definition. 

Mr. Funston. Yes, sir. 

Mr. Byrnes. To resolve that difficulty, what we did was to liberalize 
and extend the area of what we call capital gains? 

Mr. Funston. Yes, sir. 

Mr. Byrnes. And thus narrowed the base of what we call ordinary 
income ? 

Mr. Funston. That is right. 

Mr. Byrnes. I am wonderi ing whether, when we talk of reducing the 
holding period as part of the definition and talk of reduci ing the rates, 
we might not also give some thought as to whether we should nar ae 
this base of what we call capital gains and give some study at leas 
to the question of narrowing it so that we are just giving this spec al 
treatment to what is truly, in everybody's s a and judgme nt, a capital 
gain rather than ordinary income. 
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Mr. Funston. If we could think of such a definition, Mr. Byrnes, we 
would suggest it right away. As I say, everybody has been trying to 
think of it and has not been able to do it. 

The Cnarrman. I think Socrates said, “The beginning of wisdom is 
in the definition of terms.” That goes back a long way. 

Mr. Funston. Yes, sir. 

Mr. Srurvson. You would not solve anything by taking out of the 
capital-gains area and putting in the personal-income area. That 
would be bad; would it not? The personal-income rates are higher 
than the capital-gains rates. 

You want these changes made in the 6-month period and in the rate 
and in the annual allowable loss. You want that changed in order 
to make it profitable to the Treasury, profitable to business, and profit- 
able to your own business, and make equity capital available? 

Mr. Funston. Yes, sir. 

Mr. Simpson. You want to encourage capital investment? 

Mr. Funston. Yes, sir. 

Mr. Srupson. I say if you change your definition and we give relief 
in the capital-gains area or in the capital area, an then turn around 
and put those items that are given relief there over into the personal- 
income area by definition, that won’t accomplish your purpose. 

Mr. Funston. No, sir. Our position is that there is no definition 
which is ee or clear-cut enough to substitute for the holding 
period which is an automatic definition. So what we would like 
to do is to shorten the holding period and make it possible for trans- 
actions which are now not taxable as gains under the reviet wand 
tax to be made so taxable, which would thereby encourage a lot of 
transactions which are not going on at the present time. But that 
would not be throwing them over into the income area. 

Mr. Simpson. I understand it would not. But you suggested that 
some other countries by their laws made things which we now treat 
as capital gains as ordinary income. But they do not have a capital- 
gains tax, do they ? 

Mr. Funston. I said that first, Mr. Simpson, but then I misspoke 
and I changed that afterward. The point I meant to make and cor- 

rected myse lf was si aying it was my impression that foreign countries 
generally were more liberal in interpreting things as gains; that 
they did not tax things that we tax in this country as capital gains, 

Mr. Srurson. That is right. They do not have a capital-gains 
tax, though? 

Mr. Funston. That is right. 

Mr. Srvrpson. It is alleged that they tax some of those things as 
ordinary income that we tax as capital gains. Is not that what 
they say? 

Mr. Byrnes. I have heard that. 

Mr. Simpson. You are not advocating our reducing the capital gains 
tax and shifting it over nts that area? 

Mr. Funston. No. I do not know the answer to that, but I doubt 
that premise very much. 

Mr. Simpson. T wish you would look into that. 

Mr. Funston. I would be very glad to do so. 

Mr. Srmpson. Some statements were made that were not docu- 
mented that certain items we treat as capital gains here are taxed as 
ordinary income in some of the countries you “mention. 
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Mr. Funsron. We will make a study and get in touch with you. 

The Carman, We congratulate you on your fine statement. Iam 
quite favorable to shortening the period to 3 months. I think that 
tax causes our economy to become static. 

Mr. Funston, It certainly does, 

(The following letter was subsequently received from Mr. Funston :) 


New YorkK Stock EXCHANGE, 
New York, N. Y., August 7, 1958. 
Re taxation of capital gains in Canada and the United Kingdom, 
Hon. DANIet A, REED, 
Chairman, Committee on Ways and Means, 
United States House of Representatives, 
Washington, D. C. 

DEAR CHAIRMAN ReEED: During your committee’s hearings on the taxation of 
capital gains held on July 28, 1953, the point was made that ours is the only 
great industrial nation to impose an income tax upon capital gains as such, 
During the course of my testimony on this point, two of the committee members, 
Representatives Simpson and Byrnes, suggested that due to different definitions 
of what constituted capital gains foreign countries in fact tax transactions 
deemed productive of capital gains under our Internal Revenue Code more 
heavily than we do. 

I have subsequently looked into this matter and have written to both Con- 
gressmen in reply to their queries. May I request that these replies, copies of 
which are enclosed herewith, be included in the printed record of your com- 
mittee’s hearings. 

May I also express my appreciation to you and your entire committee for 
the opportunity afforded me to appear before your group and for the very 
courteous treatment extended to me. 

Very truly yours, 
G. Keira Funston, 


New York Stock ExcHANGE, 
New York, N. Y., August 7, 1953. 
Re taxation of capital gains in Canada and United Kingdom. 
Hon. Joun W. BYRNEs, 


United States House of Representatives, 
Washington, D. C. 


DEAR CONGRESSMAN BYRNES: At the House of Representatives Committee on 
Ways and Means hearings on the taxation of capital gains on July 28, 1953, the 
point was made that ours is the only modern capitalistic nation which imposes 
an income tax upon capital gains as such. In this connection during my testi- 
mony on this point you and Representative Simpson inquired in substance as 
follows according to my recollection : 

“Is it true that while foreign countries have no capital gains tax, they are 
less liberal than we are in regarding a gain as subject to favorable tax treat- 
ment, so that in fact they tax more heavily comparable transactions there than 
we do here?” 

Having looked further into this matter, it would appear that you were quite 
right in your belief that some transactions which under our revenue laws would 
fall into a capital gains category would be deemed production of ordinary income 
under the revenue laws of the Dominion of Canada and of the United Kingdom. 
For example, perhaps the most striking difference is the ease with which a 
Canadian subject may find himself classified in effect as a dealer so that the 
income realized by him from repeated sales transactions is classified as ordinary 
income. Consideration of whether the taxpayer is engaged in any other occu- 
pation also enters into the determination as to his taxability on his capital gains 
transactions. The definition of dealer under our Internal Revenue Code is a 
narrower one with the result that an ordinary investor or speculator finds him- 
self entitled to capital gains treatment despite the fact that he may engage in 
numerous transactions in the same general type of securities during the taxable 
year. 

It appears, however, that for the ordinary investor, the Canadian and United 
Kingdom laws still remain more favorable than ours in that the gains realized 
by such taxpayers are not subject to taxation at all. In addition, where the 
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activities of an individual investor in Canada or the United Kingdom are so 
extensive as to be deemed to constitute a trade or business on his part resulting 
in his taxation on his gains, it must also be noted that any losses realized by 
him are fully deductible. This must be contrasted sharply with the meager 
deductibility of capital losses allowable under our Internal Revenue Code. 

In summation, then, it would seem that the professional buyer and seller of 
corporate securities may be taxed in Canada and the United Kingdom on his 
gains as ordinary income, but that the losses of such taxpayer are also fully 
deductible. In addition, the casual investor is completely freed of tax upon 
his gains. Therefore, I believe that your question should, on balance, be 
answered in the negative. 

I am replying to Representative Simpson along similar lines and am further 
taking the liberty of sending a copy of this letter to Chairman Reed with the 
request that it be included in the committee’s published hearings. 

Very truly yours, 
G. KerrH FUNSTON. 

The Cuamrman. The next witness is Mr. Edward T. McCormick, 
president of the American Stock Exchange. 

Mr. McCormick, we are glad to have you here. If you will give 
your name and the capacity in which you appear for the record, you 
may proceed. 


STATEMENT OF EDWARD T. McCORMICK, PRESIDENT, AMERICAN 
STOCK EXCHANGE 


Mr. McCormick. My name is Edward T. McCormick. I am presi- 
dent of the American Stock Exchange, 86 Trinity Place, New York 
City. 

I am grateful for this opportunity to appear before you once more 
in connection with your study of proposed revisions of the Internal 
Revenue Code, and espec ially with reference to the topic now before 
you, “Capital gains and losses including vroblems relating to basis.” 

As I stated in my appearance before this committee on July 16, the 
people I represent recognize that the fair costs of sound Government 
expenditures must be borne in proper proportion by all of us. We 
have not in the past, nor do we now ask for preferential treatment 
for our business or for investors, but only that investors should be 
given a “fair shake” along with the rest of their fellow citizens. 

It was on this premise that we proposed alleviation from the double 
tax on dividends, which is topic 17 of your agenda, and it is on this 
basis that we suggest that the Congress take appropriate steps to 
remedy the existing inequity resulting from the capital gains tax. 

As President Eisenhower stated in his message to the C ongress on 
May 20, 1953— 

* * * we must develop a system of taxation which, to the greatest extent pos- 
sible, will not discourage work, savings and investment, but will permit and 
encourage initiative and the sound growth of our free economy. 

In this tenor, I recommend specifically that the long-term capital 
gains period be reduced from 6 months to 3 months, or less, and, in 
addition, that the rate of the tax be low med, by reducing the present 
26 percent maximum tax to 13 percent, and by reducing the includible 
gains from 50 per cent to 25 percent. 

In my opinion, adoption of such a proposal would be beneficial not 
only to the United States Treasury, by reason of the resulting increased 
volume of long-term transactions, but beneficial as well to investors, 
the securities business and our corporate enterprises generally. 
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Indeed, there are so many valid reasons for amendment of this tax 
measure and so little reason for its retention in its present form, — 
1 am a bit surprised that it has lasted in the Internal Revenue Code a 
long as it has. 

It is an extraordinary tax, to begin with. For capital gains are not 
income, and no other important nation imposes a tax upon them, recog- 
nizing such gains for what they are as purely increases in capital. In 
this light, neither Great Britain nor Canada, as sorely in need of 
income-tax revenue as they have been, has ever deemed it appropriate 
to impose upon its people a tax on capital gains. 

It is, moreover, an inequitable tax, for in inflationary periods such 
as we have had in the past several years, it has the paradoxical effect 
of taxing away a significant portion of a gain which may not in fact 
exist. For example, if an individual purchased stocks for $2,000 in 
1959, which now had a value on the market of $4,000, a present sale 
would result in the imposition of a 26 percent maximum tax upon the 
$2,000 long-term gain. And yet, the purchasing power of the invested 
dollars has not increased and, after taxes, the individual would have 
incurred a substantial loss in capital as compared with his purchasing 
power position in 1939. 

While the Congress apparently appreciated the absence of reality 
in the capital gain so far as certain real estate transactions are con- 
cerned, it has failed to take cognizance of the comparable problem 
confronting those who invest in industrial enterprises. 

As a source of Federal revenue, the tax in its present form is self- 
defeating, reducing rather than increasing potential income. And, 
contrary to sound policy, it discourages rather than encourages in- 
vestment and the growth of our free capitalistic economy. 

Assuming the existence of a paper profit after 6 months, the investor 
is then in a position where any sale will reduce his capital position. 
Since the tax is a voluntary one, in the sense that unless he sells and 
realizes a gain, no tax is imposed, his natural inclination, all other 
things being equal, is to refrain from selling. Consequently, the 
Government receives no tax revenue, and will receive none on that 
particular transaction unless the individual sells at some time during 
his lifetime. 

During the years 1948 through 1951, the Federal revenue from the 
capital gains tax was not an important factor. In that period it 
never exceeded more than 2.9 percent of total tax receipts and since 
1942 has never exceeded 4 percent of such receipts. It would seem 
to me that one of the simplest means for increasing the amount of 
such revenue, would be to reduce the capital gains period and the 
rate of the tax in line with my proposal. For ‘I firmly believe that, 
with a shorter period and a reduced tax, the volume of capital gains 
tax transactions would be magnified considerably, with a consequent 
increase in the amount of tax received by the Government. 

It is entirely logical to assume that a reduced tax would afford a 
persuasive selling incentive to those now locked in with substantial 
capital gains. 

And a concomitant reduced term, lessening the period of risk 
these days of national and international uncertaintly, should result 
in increased equity investments generally. In this connection, it 
may be noted that the present 6-month period is a wholly arbitrary 
line of demarcation and has no logical support in investment experi- 
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ence. If, for example, I were asked where trading ended and in- 
vestment began, I should say that a period of 30 days would be more 
realistic. In my opinion any person who holds a position for more 
than 30 days may reasonably be deemed an investor both in a practical 
and a literal sense. Those who go into the market purely for trading 
purposes are customarily in and out within a period of a week, and, 
certainly in less than 30 days. 

To the extent that the period is shortened and the rate reduced, 
to that extent will investment risk be reduced, the liquidity of equity 
investment be magnified, and the volume of such transactions 
multiplied. 

[I sincerely hope that some such amendment will be adopted in the 
not too distant future, not only in the interest of investors but in the 
general public interests, as well. 

I thank you. 

The Cuarrman. We thank you very much for your appearance, 
Mr. McCormick, and your fine contribution. 

The next witness is Mr. Harry W. Besse, president, Boston Stock 
Exch: ange. 

We are glad to see you here, Mr. Besse. If you will give your name 
and the capacity in which you appear, we will be glad to hear you. 


STATEMENT OF HARRY W. BESSE, PRESIDENT, BOSTON 
STOCK EXCHANGE 


Mr. Bessr. My name is Harry W. Besse. I live at Gilmanton Iron 
Works, N. H. I am appearing before you today as president of the 


Boston Stock Exchange. 

Although our annual dollar volume through the last 3 years has 
averaged over $200 million, over 90 percent of our transactions have 
been in amounts of less ee 100 shares each, and during a significant 
test period, approximately 43 percent of our transactions have been in 
amounts of 20 shares or less. From these figures it may be seen that 
the Boston Stock Exchange and its members have had an especially 
good opportunity to study the operations and reactions of the so-called 
small investor. 

Our observations have led us to the conclusion that the present tax 
on capital gains imposes a very serious impediment to the normal 
flow of venture capital into American industry. 

Thousands of our New England people, by self-denial and thrift 
have accumulated a few, or many, shares of our Nation’s successful 
enterprises. An appreciation in value of considerable proportion has 
taken place in many of these issues. This increase, not infrequently, 
is of such a nature that our common prudence dictates an occasional 
reappraisal of the merits of the various enterprises. Such reappraisal 
often leads to the decision that a security held over a long period of 
time should be sold and the money invested in more dynamic ventures. 

However, the shift of capital which would normally be made, an 
exchange of one capital asset for another, does not occur. The con- 
sideration of tax liability has become greater than the dictates of 
wisdom and prudence and no transfer of funds is made. The Federal 
Treasury receives no income from this stagnation of trade. Newer 
industries are unable to devise inducements to persuade the investor 
to incur a heavy tax on his principal. 
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In a free competitive economy, tax liability should not be the deter- 
mining factor in an investor’s decision as to whether a security should 
be retained or sold. The relative merits of the security owned com- 
pared to the merits of any other capital investment are the logical 
and proper determinants. 

With the present rate of tax on capital gains in effect, we will have 
markets for securities, to be sure, but these markets will not correctly 
reflect the values that they should. With normal supply frozen by the 
tax, new industries are being forced to offer uneconomically large in- 
ducements in order to obtain funds for their development. 

In suggesting your consideration of a lower rate of tax on capital 
gains, I do so with the conviction that a lower rate will not only 
increase the availability of funds from small investors to industry, 
but will increase the actual dollar revenue of the Federal Government 
through the greater willingness of small investors to exchange capital 
assets under a more favorable rate structure. 

Thank you, gentlemen. 

The Carman. That is a very fine statement. I gather from your 
remarks that people who should exe hange their investment to some 
other investment will not do it now in view of thistax. Is that right? 

Mr. Besse. That is undoubtedly true. I have intimate knowl- 
edge of many such cases. 

The Cuatrrman. And many of them should have the advice of men 
skilled in the matter of investments ? 

Mr. Besse. There is no doubt whatever, sir, about that. 

The Cuatrman. And do you favor, also, a reduction in the time 
period as well as the rate? 

Mr. Besse. I think a reduction in the time period would have a 
considerable effect on the liquidity of the market, and I think that 
in itself is one of the most important factors in a healthy securities 
business. 

I feel particularly strongly about the rate, and I believe that an 
adjustment in the rate is the factor which in the case of many small 
investors would be the determining factor in their decision to hold 
or dispose of their investments. 

The CHarrman. Thank you very much for the information you 
have given the committee. 

Mr. Besse. Thank you, sir. 

The Cuarmrman. The next witness is Mr. Roscoe C. Ingalls, presi- 
dent, Association of Stock Exchange Firms. 

Mr. Ingalls, we are very glad to have you here and to listen to you. 
If you will give your name and the capacity in which you appear 
for the record, you may proceed. 


STATEMENT OF ROSCOE C, INGALLS, PRESIDENT, ASSOCIATION OF 
STOCK EXCHANGE FIRMS 


Mr. Incatis. I am Roscoe C. Ingalls. I am senior partner in the 
firm of Ingalls & Snyder, of New York, and president of the Associa- 
tion of Stock Exchange Firms. 

Mr. Chairman and gentlemen of the committee, it is the experience 
of those of us who are actively engaged in helping the owners of 
property carry out capital transactions, that the practical workings 
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of the capital-gains tax are not clearly understood by those who have 
not actually felt its impact. 

This lack of clear understanding of the workings of the tax is 
probably to be accounted for by the fact that the c apital g gains tax is 
completely different in its nature from other forms of tax. This dif- 
ference arises because the taxpayer, purely voluntarily, levies the 
tax upon himself; there is no compulsion upon him to incur liability 
for the tax. He can completely avoid it, without any penalty or 
stigma, by immobility, or by retaining the property until it declines in 
value, or until he dies. 

The fact that the capital-gains tax is voluntary in nature accounts 
for the powerful economic and social effects which flow from it. These 
social effects are highly damaging to a growing capitalist economy. 

A considerable part of the damaging effect of the tax comes about 
because of the extraordinarily high rate at which it is levied. How 
high it really is can best be understood by relating it to the level of 
conventional transfer taxes—under present conditions the capital- 
gains tax is virtually a universal transfer tax on capital. To appre- 
ciate why this is so, it is necessary to have in mind that the value of 
all property in the United States has on average doubled since 1940. 
Therefore, a piece of property which cost a taxpayer $1,000 in 1940 is 
now worth, if it has had only average price experience, $2,000, and 
the act of selling it at that prices causes a tax of up to $260, depending 
on the tax bracket of the seller, to become payable. This tax is equa 
to 13 percent of its present value. 

Possibly an oversimplified analogy of the effect of the tax would be 
that of comparing it with a transfer tax on bank deposits. How many 
depositors would move their deposits across the street from the First 
National Bank to the Second National Bank if on the way they in- 
curred a tax of 13 percent? A progressive and dynamic economy such 
as ours should have maximum flexibility and freedom in the move- 
ment of capital. Yet an obstacle to this essential freedom is permitted 
to persist, and at such a high rate that the transactions which are 
actually carried out are only ¢ a fraction of those that would be carried 
out if the tax did not exist. 

In the past, the capital-gains tax has frequently been characterized 
as a loophole, presumably “because the rate is low, although how any 
kind of self-imposed tax can be called a loophole is hard to see. It 
is like calling the tax on furs a loophole because it is lower, for in- 
stance, than the tax on liquor. The capital-gains tax has also been 
called a bargain and this statement has been “justified by comparing 
the capital-gains tax rate with income-tax rates. This characteri- 
zation, of course, represents a complete but common confusion of 
thought between capital and income and fails to take into considera- 
tion the voluntary nature of the capital-gains tax. 

Reverting to the problem of understanding the true nature of the 
capital-gains tax, it is important to appreciate that the inflation of 
the past 13 years has completely altered the situation since capital 
gains were first taxed in 1913. At that time the price level had been 
stable or falling for more than 40 years. The tax affected only the 
minority of transactions which were concluded at a gain, and the tax 
was levied at a nominal rate compared to other normal costs of trans- 
ferring property. Today, however, due to the rise in the price level, 
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the capital-gains tax affects virtually all capital transactions, even 
though due to inflation a large part of the gains are illusory. 

The C ongress has recognized the illusory nature of capital gains 
in an inflationary economy in one sphere by permitting the tax-free 
transfer of bP toe ac mony provided the proceeds of sale 
are reinvested within 1 y At the very least, a similar privilege 
should be accorded to all eral of capital assets. 

Considering the power over the daily business judgments of our 
citizens which the present tax situation now exerts, and the stimulating 
effect on the economy as a whole by the freeing of business judgments 
from the immobilizing effect of the capital-gains tax, the possibilities 
for doing good in granting relief from this tax seem obvious. At 
present large numbers of transactions simply don’t take place at all 
because of the paralyzing effects of this tax. Enormous amounts of 

capital that otherwise would be venturesome are locked in by the 
tax, equity markets are stagnant and meritorious new projects either 
go unfinanced or fall into the hands of existing companies. 

One of the important economic effects of the capital-gains tax is 
that it accentuates economic fluctuations. As prices of capital assets 
rise, potential liability for the tax increases in a disproportionate 
manner. This growing potential tax liability is an increasing penalty 
on sales—a growing deterrent to potential sellers—and therefore re- 
sults in diminishing the supply of capital assets offered for sale at the 
very time when it ‘would be desirable for the supply to be increased. 
Conversely, as prices fall, the penalty on sales diminishes, and when 
prices reach a point at which holders can take losses rather than gains, 
the tax provides a positive incentive for making sales. The effect of 
these forces therefore is to cause prices of all kinds of capital assets 
to rise higher than they otherwise would during the upward phase 
of the cycle, and to cause them to drop lower than they otherwise 
would during the downward phase. This alone is sufficient reason 
to suggest the wisdom of abolition of the tax. 

This, therefore, brings us to the question of the capital-gains tax 
as a revenue producer; the simple fact is that in this respect it is 
extremely undependable. Under normal conditions capital gains and 
losses will tend to offset each other, but because it is human nature for 
taxpayers to refrain from penalizing themselves by incurring liability 
for the tax, while at the same time they avail themselves fully of loss 
provisions to minimize current tax liabilities, the tax would, on bal- 
ance, never produce any revenues at all over a period of time if the 
loss provisions were not unfair. The only reason the tax is a revenue 
producer under present conditions is that a tremendous backlog of 
largely illusory capital gains has been built into the economy as a 
result of inflation. 

Under normal conditions, in my opinion, the capital-gains tax is 
unfair, unwise, and economically unsound. On one hand it would 
not—over a period of time suflicient to embrace both the up and down 
phase of the business cycle—produce any revenues at all, and on the 
other, it is a powerful inhibitor of economic development. This is 
the basic reason why such countries as England and Canada have 
always rejected capital-gains taxes when they have been proposed. 

I referred earlier to the attitude of tz ixpayers toward taking capital 
gains and losses. From the taxpayers’ point of view the economics 
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of the capital-gains tax are those of price—the tax is simply a price 
(and an extremely high one) that the owners of capital assets in 
which a gain exists, must pay for investment flexibility. Now, in 
general, the economics of price are that the lower a price is the more 
money in the aggregate will be collected for the economic good in 
question. For example, to cut the price of Ford cars in half would 
result not in selling twice as many Fords but some much higher mul- 
tiple, 4 or 6 or 8 times. It is this circumstance that justifies the 
belief that revenues from the capital-gains tax would be greatly 
increased if the rate of the tax were to be lowered. 

Turning to the problem of the wisest action to take with respect to 
this tax, the justification for any tax should be considered not only in 
the light of what it produces in the way of revenues but also in the 
light of its general effect on the economy, and thus its effect on the 
revenues produced by other taxes. Because the capital-gains tax in 
its role of a capital-transfer tax, or self-imposed capital levy, inhibits 
the free play of the judgment of the owners of capital, and because it 
makes extremely dillicult the mobilization of capital for new ventures, 
it should really have no place in an economy such as ours, which is 
devoted to competition, to invention, and to progress. Its abolition 
would markedly stimulate economic activity, and this in turn would 
increase the productivity of other taxes by an amount far larger than 
the capital-gains tax itself would produce under similar conditions. 

However, in the light of practical realities we in our industry recog- 
nize that probably the best that can be hoped for at this time is a 
reduction in the rate of the tax and a shortening of the holding period. 
Our proposal in these respects is that the inclusion of capital gains for 
tax purposes be cut in half, which will have the effect of halving the 
applicable rate in all income brackets, and that the holding period be 
reduced from 6 months to 90 days. 

The justification for a reduced holding period is that since it is 
human nature invariably to seek the assured benefits of lower tax rates 
by holding capital assets for whatever length of time is necessary to 
ensure that the lowest rate is paid, the holding period might as well be 
short as long. Moreover, a shorter period would tend to reduce market 
fluctuations. 

Finally, I believe present loss provisions should be liberalized to 
reflect the inflationary tendencies of recent years. The amount of loss 
which may be deducted from ordinary income should be increased 
from $1,000 to at least $5,000 per annum. 

The Cuarrman. We thank you very much for your fine presenta- 
tion. 

Mr. Mason. Would it be fair to summarize your statement by say- 
ing you recommend to this committee that we cut the time in half and 
also the rate in half? 

Mr. Incauss. I do, sir. 

Thank you very much indeed, sir. 

The Cuarrman. The next witness is Mr. Ewing T. Boles, president 
of the Investment Bankers Association of America. 
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STATEMENT OF EWING T. BOLES, PRESIDENT, INVESTMENT 
BANKERS ASSOCIATION OF AMERICA 


Mr. Bors. My name is Ewing T. Boles. I am president of the 
Ohio Co., a corporation engaged in the general securities business at 
51 North High Street, Columbus, Ohio. We act as underwriters, par- 
ticipating distributors, and dealers in practically all types of stocks 
and bonds. both those listed on exchanges and those which are un- 
listed and traded in the over-the-counter markets. We are also mem- 
bers of the Midwest Stock Exchange. 

I am also president of the Investment Bankers Association of 
America, and I am appearing here today primarily in that capacity. 
The IBA is a voluntary unincorporated trade association of invest- 
ment bankers and security dealers who underwrite and deal in all 
types of securities. It was organized in 1912 and has operated con- 
tinuously since that time. As of May 1, 1953, our association had 776 
members engaged in one phase or another of the securities business 
in the United States and Canada. Our 776 members had, in addition 
to their main offices, 1,067 registered branch offices. We thus have 
either members or their branch offices throughout the country. 

First let me say that I greatly appreciate this opportunity to appear 
before you in connection with the subject you have under considera- 
tion today, i. e., item 22, capital gains and losses including problems 
relating to basis, not only because of its importance to investors and 
to our business but to our economy as a whole. 

At the very outset let me make it clear that I am not a tax expert, 
but every working day I do come in contact with the impact of the 

capital-gains tax upon investors, issuers, our markets and, yes, our 
economy. I think it may be helpful, therefore, to ans committee, in 
the fine work it is doing, to get the practical picture as I see it—pri- 
marily from the general area in and around Cotuuiben: Ohio. 

Background: I gather from learned academic studies of the problem 
before you, like many other similar problems, that standard operating 
procedure of the expert is first to sample a given universe to ascertain 
the facts upon which to base conclusions and recommendations, and 
then in the final report to state very clearly and fairly the nature and 
extent of the sampling technique used. Perhaps too many of us testi- 
fying at hearings such as these who are not experts or technicians, fail 
to follow these procedures and the weight given our testimony some- 
times suffers thereby. I think you may be interested, therefore, in a 
few calculations which I have made along these lines and against 
which I would like you to weigh my observations, conclusions, and 
recommendations. 

Experience with problem: I recently held a meeting of our officers, 
salesmen, and other employees in the Ohio Co., who advised our cus- 
tomers or prospective customers on the purchase and sale of securities, 
to ascertain the average number of interviews with customers per 
business day in which we would get a fairly accurate impression of 
the impact of taxes generally, and the capital-gains tax in particular, 
upon our customers’ investment decisions. Collectively, we agreed tht 
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an ultraconservative figure would be five such interviews per man 
per business day. As we have 30 suc ‘+h men in the Ohio Co., that is 
150 such interviews per day; and in a work year of 250 days that adds 
up to 37.500 per year. Of course I realize that this figure includes 
a certain number of duplications, but at the same time it doesn’t in- 
clude discussions which we have with customers, prospective customers 
and friends outside business hours or like discussions which we have 
with other dealers in all parts of the country, so I think perhaps double 
that figure might be more realistic. However, whichever you want to 
adjust it, it represents a good-sized sample, in the language of the 
experts, from which to draw conclusions, especially when it is realized 
that this goes on year after year. And as all this has to do with a very 
vital aspect of our business—selling—I think I am close enough to the 
overall picture fairly to reflect our combined experience with the 
problem before you. 

Investors not traders: Just one other point on this matter of back- 
ground. The vast majority of our customers in and around Columbus 
are what I would call real investors who generally stay with their 
investments, as distinguished from in and out or professional traders. 
So I wish you would bear this factor in mind also in appraising what 
I have to say 

THE RATE 


There can be no doubt, in my judgment, but that the present rate 
of tax on capital gains makes for serious, unfavorable economic re- 
sults which, of course, would be alleviated to the extent that the rate 
can be reduced. 

“Boom” and “bust”: The most obvious effect of the present rate 
is to “freeze” or “lock in” investors who have capital gains, real or 
otherwise. This result tends to restrict the available supply of secu- 
rities in our markets, and I believe most people who have studied this 
problem are in agreement that this is a very important factor in the 
action of our markets particularly on the “up” side. Putting it an- 
other way, it tends to accelerate the “booms” in our markets, and the 
bigger the “boom” the bigger the “bust.” I can assure you that we 
have many customers so “locked in” and I’m sure this is true of 
brokers and dealers generally. A lower rate, therefore, obviously 
would tend to level out the peaks and valleys and make for more 
orderly, broader and nae liquid markets. 

Inflationary gains: I spoke of capital gains, real or otherwise. 
Without belaboring the point, it must be obvious that many so-called 
capitals gains are illusory in that the capital appreciation dollar-wise 
in an inflationary period, is merely a reflection of the decline in the 
purchasing power or value of the dollar. The Congress recently recog- 
nized this situation by granting relief to a home owner, who theoret- 
ically had a large capital gain when he sold his old home, but who 
found out it would cost the same amount of money to buy another 
home with equal accommodations. Hence he had no capital gain in 
fact. Many people have the same type of gain in equity securities as 
the result of the inflationary period through which we have been pas- 
sing and in these cases they are particul: rly reluctant to sell. 

Hanging on: There is a trait peculiar to what I would call real 
investors which is not generally rec ‘ognized and that is a tendency, quite 
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apart from tax considerations, to hold on to what they have, even 
though a change to other investments might clearly be to their ad- 
vantage. I can’t tell you why this is so, but I know that it is so. 

Experience with “ E” bonds: It is reflected in our Government's ex- 
perience with the holders of savings bonds. Nearly everyone expected 
a much higher percentage of the holders of sav ings bonds to cash them 
in immediate ‘ly after the war. The Government has had further evi- 
dence of this tendency with the holders of savings bonds which have 
matured. For example, I noted in a recent Treasury Department 
Information Bulletin that “At the close of June 1953 the owners of 
three-quarters of the $7,400 million E bonds which had matured to 
that date were holding them beyond maturity under the optional auto- 
matic program” I have also seen recent surverys which indicate that 
substantial numbers of people owning savings bonds and other liquid 
assets are holding on to them, even though they have to borrow money 
for automobiles, refrigerators, and so forth, at higher interest rates 
than they are getting on their bonds, and so forth. “The reason I men- 
tion this factor must be obvious. With the natural tendency of a 
real investor to hang on to what he has, and in general I consider this 
the really sound method of making investments, it nevertheless follows 
that any additional tax obstacles or penalties placed in the way of 
transferring property ‘on the basis of sound business judgment is 
doubly effective in “freezing” or “locking in” investors with capital 
gains. 

Decisions based on tax: We, of course, run into this tendency every 
day. In many cases in which, in our judgment, a customer who is 
consulting us would be wise to get out of one security and into another 
and where we can show him that the prospects with the recommended 
new investment are better, even taking into consideration the capital 
gains tax he will have 7 pay, in too many cases he will just not pay 
what he considers to be a 25- percent transfer tax or capital levy on the 
gain. And indeed, that’ s what it amounts to when a real investor with 
a capital gain merely wants to shift his capital from one security 
to another. Putting it another way, too many investors today are 
making investment decisions on tax considerations alone, rather than 
good business judgment, and for the long pull that is not a sound 
situation. 

Effect on equity capital: Of course the capital gains tax has a pro- 
found impact upon the equity capital problem, the solution of which 
in turn has so much to do with the successful functioning of our 
economy. The figures already placed before this committee in its 
hearings on the problem of double taxation of corporate dividends, 
show cle arly that we must provide additional incentives to get more 
and more people interested in equities if the capital structure of Amer- 
ican business generally is to be placed on a sount basis and with an 
appropriate ratio of debt or equity. Certainly one of the prime in- 

centives to investments in equities is the possibility of capital appre- 

ciation or growth as well as dividend income. You have already heard 
suggestions for increasing the incentives dividend-wise. It must be 
obvious that similar relief is indicated with respect to the capital 
appreciation factor if this problem i is to be solved. 

Closely held companies: The present capital gains tax rate has other 
unfortunate results. Many people in closely held corporations will 
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not sell or refinanee their companies due to the large capital gains tax 
involved, even though their own best interest and the interests of 
their families would be better served if they didso. Rather than pay 
the high rate, these people take the alternative of retaining their in- 
vestment and die with it in their estates. Such a course avoids the 

capital gains tax, but in many instances it forces their estates to sacri- 
fice, under distress conditions, a profitable business with the resulting 
loss of tax revenue to the Government, to say nothing of the economic 
hardship on their families. 

One man business: Here j is a typical example of what we frequently 
encounter, A young man 25 years of age invests all his capital—$5,000 
to be exact—in a modest business. He pk ins and works very hard and, 
chiefly because of his industry, that modest business grows and pros- 
pers. Forty years pass and that man is 65 years of age. His original 
investment of $5,000 has grown and grown in value and his business is 
now worth $400,000. His whole business life has gone into that enter- 
prise and its present value isthe result. Practically all of his potential 
estate is in that enterprise. 

There are many reasons why he should dispose of it. (1) He is 
now 65 years of age and is not in the best of health. (2) He hasa 
responsibility to his family, particularly his wife, to see that they are 
reasonably protected in the event of his death. (3) Should he die, 
his executor would be forced to sell a very substantial portion of his 
business (probably at a price far lower than its true value) in order 
to pay the Federal and State inheritance taxes. (4) He feels a re- 
sponsibility to his associates and employees who helped build this 
business that it shall continue. All these things he readily admits. 

But, if he sells now he will have a long-term capital gain of $395,000 
upon which to pay tax. The tax at ‘D5 percent would amount to 
$98,750. Although he knows that good sound business judgment and 
common sense dictate that he should sell out, he cannot bring himself 
to do that thing which would require him to pay approximately 
$98,000 additional tax. He considers it excessive. He doesn’t feel that 
the resultant benefits to himself and family are worth $98,000. So he 
doesn’t sell and the United States Treasury gets no capital gain tax. 
If the tax rate had been substantially lower he undoubtedly would 
have felt differently about it and the Treasury would have received 
at least substantial revenue instead of nothing. And, in addition to 
the capital gain tax, the Treasury would also still receive the Federal 
estate tax upon his death. 

Practical solution: Of course the ideal solution would be to abolish 
the capital gains tax completely on real capital gains. I recognize that 
in our current situation and with our present needs for revenue, such 
a step would be impracticable at this time. We should make a start, 
however, in this direction. My recommendation is that we make such 
a start by cutting the effective rate in half. On the basis of our experi- 
ence with customers, and with companies such as I have just referred 
to, I am certain that such a reduction in the rate would encourage an 
“unfreezing” of presently “locked up” accounts and other transactions 
which are presently not being consummated for capital gains tax rea- 
sons, in such volume as to produce substantial net additional revenue 
to the Federal Government, not only from the capital gains tax itself 
but from transfer taxes and general income taxes on increased volume 
of business. 
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Increased revenues: It seems to me, therefore, that this is one of 
those very happy situations in this tremendous job you have before 
you where, by a tax change and a tax reduction, you can bring about 
highly desirable economic effects, add an incentive to investments in 
equities, make a contribution to the solution of the equity capital 
problem and, in my judgment, for next year and ensuing years, actu- 
ally increase Federal revenues from this form of tax and related taxes. 


THE HOLDING PERIOD 


At first blush it may seem strange that I should mention the problem 
of the holding period, speaking as I do in behalf of the long-term 
investor. You would expect such an investor ordinarily to hold an 
investment for more than 6 months and thus really not be concerned 
about the present holding period. However, here again you would be 
surprised at the number of cases where this provision of the tax law 
is the determining factor for the real investor in selling or holding, 
rather than good business judgment. 

Restraint on sales: I don’t have the figures, but I know from experi- 
ence that many of our customers do hold securities for many years, 
and this is good where sound business judgment, based upon all the 
facts involved, would dictate such a course, On the other hand, we 
have also seen many situations where a customer purchased the stock 
of company A for Geaeeiia investment and where the stock had an 
immediate rise in price. However, the situation of company A 
changed substantially in 2 or 3 months after the purchase. This situ- 
ation can come about because of a great variety of unforeseen and 
unforeseeable developments such as the destruction of a plant, the 
introduction into the market of a competitive and better product, 
long strikes, death or other loss of top management, and a host of 
other similar events. In these circumstances, in my experience, cus- 
tomers are very reluctant to sell and change to another investment if 
they have a capital gain until after the expiration of the present 
6-month holding period, and yet all business considerations would 
indicate that they should. It does not.seem to me fair that a genuine 
investor should be so hampered and penalized. 

On the other side of the coin, there sometimes develops a substan- 
tial runup in the stock of a company based on news of some discovery, 
or of some new product, or of some new engineering development. In 
these instances the true investor is frequently deterred from selling 
when he should, because of the tax penalty if the 6-month period has 
not expired, where in his opinion the advance in the price of the stock 
is considerably in excess of the added benefit which may accrue to the 
stock from such a development. 

Effect on free market: So the stock has a further advance than it 
would otherwise have, merely because the elements which go into the 
making of a free market are not present. And occasionally the decline 
of the stock, because it has had an unrealistic rise, is all the more 
precipitous. It is frequently difficult enough to get an investor to sell 
his shares even when there have been unfavorable developments in the 
company and where no capital gain is involved, as I have already 
indicated. Certainly where such a sale should occur in the exercise of 
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sound business judgment, it seems only fair that the investor should 
not be forced to hold the security for an undue length of time in order 
to qualify any gain as a long-term capital gain. 

Reduction of holding period : As I understand it, the 6-month hold- 
ing period is arbitrary at best and represents a rough attempt to 
differentiate between genuine investors and so-called speculators. In 
my judgment, the period is too long for this purpose because the in- 
and-out trader, or so-called speculator, operates within a matter of 
clays—or at most weeks—so the 6-month period is wholly unrealistic 
if it is aimed primarily at him. I strongly recommend, therefore, that 
as an initial step the present holding period be cut in half. 

Increased revenue: Here again, I think that such a change in our 
tax laws would tend to bring about the same sort of beneficial economic 
results that I mentioned in my discussion of the rate, and at the same 
time, based on my experience with our customers, I feel certain it 
would result in additional revenue to the Government. 


CAPITAL LOSSES 


It seems to me the problems here involved are ones of equity, incen- 
tive, and revenue. Ideally, of course, losses should be deductible to 
the same extent that gains are taxable, but revenue requirements at 
the moment may not permit of such a solution. Here again, however, 
Congress has an opportunity to increase the incentive to investment in 
equities, or to risk taking, to the extent it feels it can go in liberalizing 
the present capital loss provisions of the law. As a start I would 
recommend a liberalizing change which would permit offsetting the 
excess of capital losses over capital gains against ordinary i income up 
to $5,000 annually, with a carryover for a period of 5 years against 
ordinary income. 


SUMMARY 


By way of summary I earnestly believe that I reflect not only the 
collective views of my own company, but of the entire membership 
of our association when I urge you next year to cut the present effec- 
tive capital gains tax rate and the holding period in half and to 
liberalize the loss provisions as I have just indicated. I firmly be- 
lieve that such action by the Congress would— 

(1) Provide a substantial incentive to greater and wider invest- 
ment inequities and thus make a substantial contribution to the solu- 
tion of the equity capital problem; 

(2) At the same time it would tend to free a vast number of “locked 
in” or “frozen” accounts which in turn would make for more orderly, 
broader, and more liquid markets. This result, in turn, would tend 
to level out the sharp peaks and valleys in our markets, make new 
equity financing more practicable, and result in substantial gain in 
revenue to the Federal Government, not only from the capital gains 
tax itself, but from transfer and other taxes rengciting from an in- 
creased volume of business generally ; and 

(3) It would also afford more equitable tax treatment to the genuine 
investor than is presently the case and in general be a stimulating 
and at the same time stabilizing influence toward our general economic 
well-being. 
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The Caamman. Thank you very much, Mr. Boles. It was a very 
fine statement based upon your practical experience, and that is what 
we need in our testimony here, as much as possible. 

Mr. Mason. On page 8 of your statement, Mr. Boles, you make a 
very interesting statement. You say under the subject of Increased 
Revenue the following: 

By a tax change and a tax reduction, you can bring about highly desirable 
economic effects, add an incentive to investments in equities, make a contribution 
to the solution of the equity capital problem and, in my judgment, for next year 
and ensuing years, actually increase Federal revenues from this form of tax 
and related taxes. 

That is a pretty strong statement, sir. But now I want to tell you 
that the chairman and myself and the gentleman to my left, Mr. 
Byrnes, tried desperately hard to convince the Treasury that the same 
truth would apply if we did not extend the excess-profits tax, and they 
insisted to the contrary, so I am asking you if you can convince the 
Treasury of that statement because I am already convinced of it. 

Mr. Boxes. Sir, all I can tell you is we will do our utmost to try 
to convince the Treasury of the truth of that statement. 

The Cuarrman. You can speak to them about tax reductions. I 
think that that will help some. 

Mr. Borxs. Thank you. 

The Cuarrman. Thank you very much for your statement. 

The next witness is Mr. Carl Stolle, chairman, board of governors, 
National Association of Securities Dealers, Inc., Washington, D. C. 


STATEMENT OF CARL STOLLE, CHAIRMAN, BOARD OF GOVERNORS, 


NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC., WASH- 
INGTON, D. C. 


Mr. Stotte. My name is Carl Stolle. Iam president of G. A. Saxton 
& Co., Inc., 70 Pine Street, New York, N. Y., a broker-dealer registered 
with the Securities and Exchange Commission. I am also a member 
of the board of governors of the National Association of Securities 
Dealers, Inc., and for the current year chairman of that board. 

I appear here today on behalf of the members of the National Asso- 
ciation of Securities Dealers, Inc. and believe I should delineate in 
short form for the committee what the association is and who are its 
members. 

The National Association of Securities Dealers, Inc., is a registered 
securities association registered pursuant to the provisions of section 
15A of the Securities Exchange Act of 1934, as amended, and was 
created for the purpose of promoting high standards of commercial 
honor and just and equitable principles of trade in the investment 
banking and securities business as well as enforcing its own voluntarily 
adopted code of air practice. There are presently 3,000 members of 
the association, all of whom are registered brokers and dealers with the 
Securities and Exchange Commission. Our membership consists of 
approximately three-fourths of all registered brokers and dealers 
throughout the United States. In addition, in the employment of our 
members are in excess of 35,000 individuals who are so-called regis- 
tered representatives whose primary function is to facilitate on behalf 
of the investment public and the channeling of capital to productive 
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enterprise, the purchase and sale of securities. Our members are 
located in every principal city of the United States as well as in every 
locality of any size or consequence. Of our 3,000 members over 1,700 
are firms whose total personnel per firm is 5 individuals or less. 

With that preface I wish tospeak on behalf of our membership with 
respect to item 22 on the agenda of this committee which is the general 
question of the capital gains and loss provisions of the Federal tax 
statutes. It is our considered opinion that a change in those provi- 
sions would be of benefit to the economy of the United States gen- 
erally, to investors individually, to the Treasury of the United States 
through increased revenues, and lastly, and I do not mean to imply 
that it is our least interest, to the securities business which I have the 
privilege and honor to represent. Any self-interest which may 
pe this appearance is an interest which cannot be served without 

rst resulting in the principal benefits enumerated above. 

I am sure that this committee has had many aspects of the impact 
of the capital gains and loss provisions re to its attention and, 
therefore, I do not propose to take a great deal of time. 

However, several things, it seems to us, should be borne in mind. A 
capital gain in many instances represents only an increment in value 
caused by an expanding economy and sometimes the gains do not even 
approach the rate of expansion in the cost of living. A capital-gains 
tax, therefore, in an onerous amount further impinges upon the in- 
vestor’s ability to keep abreast of rising prices. Or the gain may come 
from a successful venture in a new or untried industry where he has 
been willing to take a real risk and furnish the capital needed to pro- 
mote a future profitable and, therefore, taxpaying business. In an- 
other instance he may subscribe the necessary funds to revitalize a 
business needing the injection of new capital to make it, too, a success- 
ful taxpayer. He construes the capital-gains tax at its present rate 
as an undue penalty. 

Whether the taxpayer is in a bracket where it pays him to include 
his capital gain at regular income-tax rates or in a higher bracket 
where the 26-percent rate becomes effective, the result is the same, i. e., 
the taxpayer regards the tax as a heavy inroad into his capital assets. 
If he has capital gains in his account he must consider his net worth 
to be substantially less than the figure put on it in the market place. 

Then again, members of our association in the course of their busi- 
ness have become increasingly aware of the reluctance on the part of 
investors to assume a tax on capital gains which they can well avoid 
simply by not selling investments in which a capital gain will be 
realized. There are many instances in which clients of our firms 
have fully agreed that certain changes in their portfolios would be of 
advantage until the realization of the impact of the capital-gains tax. 
This completely stultifies the desire on the part of the investor tax- 
payer to go forward with any new investment which would require 
a liquidation of a current holding in which there is a capital gain. 
Many new capital flotations have thus been ignored by the very in- 
vestors who should be furnishing the best source of such new money 
required by industry. 

ne aspect of this tax is frequently overlooked in the fact that tax 
liability for capital-gains taxes is completely under the control of the 
taxpayer. He need not dispose of his securities or property which 
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show a profit or a capital gain. He may choose to retain that prop- 
erty or securities rather than to pay a tax which he considers to be 
either burdensome, unfair, or unwise. This factor of choice on the 
part of the taxpayer is such that we believe the taxpayer should be 
encouraged to every extent feasible with the fiscal policy of this Gov- 
ernment and the economic needs of American industry to dispose of 
his property at times when it is to his advantage and thus make avail- 
able funds not only for the Federal Government by way of taxes but 
for reinvestment in American enterprise. We believe the ultimate 
result would be an increase in Government revenues from this source 
by the lowering of the rate to a practical basis where it would not 
be so onerous as to be a blockade to business and to tax revenue. 

To summarize briefly, therefore, the changes sought in the rate 
of the capital-gains tax and the length of the holding period would— 

1. More readily permit and encourage investors whose holdings 
show a profit to dispose of those holdings and reinvest their capital 
in other productive enterprises. 

2. It would encourage a more rapid turnover of investor holdings 
when a gain may be realized which would have the twofold result 
of increased revenues to the Treasury and a more fluid market for 
securities. 

3. It would, through the encouragement of liquidation to realize 
a profit, provide sources for equity capital in the United States which 
are, in the opinion of industry and the securities business, urgently 
needed in mee to assure continued expansion of industrial production 
and full employment in this country. It is the considered belief and 
studied opinion of the group which I represent that a change in the 
holding period to 3 months and a substantial reduction in rate would 
be in the public interest not only for the reasons stated but for the 
very selfish reason on the es of the Government of providing addi- 
tional tax revenues to aid in the balancing of the oneal tre- 
mendous governmental budget. 

The Cuarrman. Thank you very much for your very fine, forceful 
statement. 

Are there any questions? 

The Chair hears none. We thank you. 

Mr. Stotie. Thank you, sir. 

The Cuarrman. The committee will now stand adjourned. 

(Thereupon, at 3:35 p. m., the committee adjourned.) 
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WEDNESDAY, JULY 29, 1953 


House or REPRESENTATIVES, 
ComMITTEER ON Ways AND MEaAns, 
Washington, D. C. 

The committee met at 10 a. m., Hon. Daniel A. Reed (chairman) 
presiding. 

The CuarrMan. The committee will come to order. 

Today we will continue hearings on Topic 22, Capital Gains and 
Losses, and the first witness will be Hon. Edgar W. Hiestand, of 
California. 

We are glad to have you here, Congressman Hiestand, and if you 
will give your name and the capicity in which you appear for the 
record, we will be glad to hear from you. 


STATEMENT OF HON, EDGAR W. HIESTAND, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF CALIFORNIA 


Mr. Hiestanp. Mr. Chairman, I can be quite brief, and the pre- 
pared statement explains the matter. 

My name is Edgar W. Hiestand, Member of Congress from the 21st 
Congressional District of California, and author of H. R. 6256, a bill 
to amend the Internal Revenue Code to provide that gain or loss from 
the sale or exchange of certain real estate held for more than 2 years 
shall be treated as a long-term capital gain or loss. 

In one respect this bill, H. R. 6256, may be regarded by your honor- 
able committee as unique. It does not propose to reduce the tax take 
to Uncle Sam. Actually, by lowering the tax classification for the sale 
of many properties, it will increase the tax income to the Treasury. 
In short, presently these properties are frozen because the profit on 
their possible sale is classified as straight income, and there is no tax 
take whatever. If we can reclassify the gain on the sale of these prop- 
erties, there would be a substantial capital-gains tax paid on them. 

The object of the proposed amendment is to permit many large 
properties presently held by real-estate dealers or companies for long 
periods of time to be sold for development. Presently, the owners 
of these properties cannot afford to sell them because the gain under 
our present code, section 117, is income, rather.than capital gain and 
the properties being held, usually many years, have increased greatly 
in value. Many of these properties are so large that since the gain is 
declared subject to 100 percent income tax, it is almost, if not entirely, 
confiscated by tax. If this gain were subject to the long-term capital- 
gains formula, many sales could be made and much development might, 
result. 
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A substantial increase in total tax taken on these transactions, in 
my jidgment, would accrue to the Government, because presently 
there is no tax at all taken. The property is frozen. 

Other types of property, such as securities, are subject to capital 
gain or loss, by dealers therein. And this way the real-estate men ap- 
parently are discriminated against, and the Government gets no tax. 

During recent years the Internal Revenue Department has made a 
campaign for the collection of additional revenue from owners of real 
estate who bought and sold a number of properties, and especially 
those who sold more than 4 properties in 1 year, setting up a pattern 
whereby the Internal Revenue Department classified the owners of 
these properties as dealers in real estate. 

Those who have been classified as dealers in real estate are required 
to place the profits on all sales of real estate in with their regular 
income, which sometimes raises their percentage of tax to as high 
as 70 or 80 percent, and are not allowed to report these gains in as 
capital gains, on which the maximum payment is 26 percent. Accord- 
ingly, a great percentage of the larger properties are not for sale, 
have not been for sale for years, and possibly not for generations 
to come, because the owners are fearful that after the properties are 
sold the tax collector will come back on them for additional taxes, 
by claiming the properties sold are not eligible to qualify as long- 
term capital-gains transactions, and, of course, the tax assessors will 
not make an advance commitment. 

This bill does not change the present rule, section 117 of the Internal 
Revenue Code, whieh allows a long-term capital-gains taxpayment 
after properties have been held for over 6 months. The bill does, 
however, set forth in simple language the fact that the sellers of all 
real estate held longer than 2 years may pay taxes on the long-term 
capital-gains basis. 

I predict that if this bill is passed real-estate activity will be sub- 
stantially increased throughout the United States, and along with 
this activity will come a renewed effort by private enterprise in the 
development of properties that have long been held off the market. 
Greater prosperity will result and more taxes will be collected by the 
Internal Revenue Department through this increased activity. Again, 
this is not a bill to decrease tax revenue, but to increase it, and at the 
same time give a well-deserved relief to a substantial section of 
individual enterprises. 

This may be said to benefit a few hundred or thousand real-estate 
brokers and operators, but not at the expense of anyone else. 
Actually, it benefits indirectly many people. 

This measure has the endorsement of the National Association of 
Real Estate Boards and many real-estate boards who have considered 
it individually. I know of no opposition, 

The CHamrman. We thank you very much, Congressman, for your 
fine presentation of this subject. 

Are there any questions? 

The Chair hears none. Wethank youvery much, . 

Mr. Hrestanp. I might remark, in passing, Mr. Chairman, I am 
sorry we did not present it sooner, because it might have gotten onto 
the Consent Calendar, and I know of no opposition right straight 
through, and it would be a big relief. 

The Cuarrman. Thank you. 
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Mr. Hrestanp, Thank you very much. 
The Cuarrman,. The next witness is the Honorable Courtney Camp- 
bell, of Florida. 


STATEMENT OF HON. COURTNEY CAMPBELL, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF FLORIDA 


Mr. Camrrett. Mr. Chairman, I greatly appreciate your distin- 
guished committee affording me the opportunity to testify before 
it urging favorable action on H. R. 5597, relating to the tax treat- 
ment to be afforded under section 117 (j) (3) of the Internal Revenue 
Code in certain cases involving the abe exchange, or conversion of 
land with unharvested crops thereon, and which was introduced by 
me on June 8, 1953, in the House. 

H. R. 5597 actually is a bill to release those farmers who were 
entrapped as a result of the Bureau of Internal Revenue of the Treas- 
ury Department suddenly and without warning changing its admin- 
istrative interpretation and application of long-standing provisions 
of the income-tax statutes in respect to farmers’ gain from the sale 
of their farms and orchards, and to relieve such farmers from that 
part of the tax levied against them that is in excess of the tax levied 
against other farmers who, because their sale transactions occurred 
a sufficient time before the Bureau’s sudden about-face, are protected 
by the limitations of the statutes or because their sales oecurred a 
sufficient time after the Bureau’s sudden about-face are protected 
by Congress enacting section 323 (a), Revenue Act of 1951. 

The wrong that this bill will remedy is in the category of those 
wrongs and inequities that are bound to arise when as here other 
branches of the Federal Government in effect rewrite the laws by 
strained and tortuous interpretattions and unfair applications of the 
provisions of the statutes and thereby thwart the will and purpose 
of Congress, the only branch of Government in which is vested the 
power to legislate. 

The tax here involved is income tax on the gains resulting from a 
farmer selling real property used in his farming business, his farm 
or orchard. 

The Federal income-tax statutes have contained provision for 
special tax treatment of gains from the sale or exchange of a capital 
asset since the provision for special tax treatment of such gains first 
appeared in the tax statutes in 1921 (section 206, Revenue Act of 
1921). As affecting the gain of a farmer who sold his farm or orch- 
ard, there have been no changes in the words of the tax statutes prior 
to the addition of section 325 of the Revenue Act of 1951 (effective 
for transactions occurring in taxable years after December 31, 1950), 
except that during the period from May 28, 1938 (the effective date 
of the Revenue Act of 1938) until tax years ended after December 
31, 1941 (the effective date of section 151 (b), Revenue Act of 1942) 
depreciable property used in the trade or business was excluded from 
the capital asset category. The exclusion of depreciable property 
used in the trade or business from the capital asset category was 
eliminated by section 151 (b), Revenue Act of 1942 (which added 
subsection 117 (j) to the Revenue Code), which section restored 
gains from the sale or exchange of depreciable property used in the 
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trade or business to the capital asset category, provided that the 
gains from the sale of real property used in trade or business be 
taxed as capital gains and notwithstanding the fact that land, to- 
gether with immature crops growing thereon, is commonly and gen- 
erally described as real property and is so treated and considered 
by the laws of most, if not. all of the States, the Bureau of Internal 
Revenue did, late during the year 1946, issue I. T. 3815 (1946-2 Cum. 
Bul. 31) and announced therein that where citrus groves are sold 
with fruit on the trees, a portion of the selling price must, for Fed- 
eral income-tax purposes be allocated to the fruit and the balance to 
the land and trees; and did further announce, that the gain from 
the sale to the extent of the fruit is ordinary income and taxable as 
such and only the gain from the sale of the land and trees may be 
treated as capital gain under section 117 of the Revenue Code. 
Thereafter and until such action was stopped by the passage of 
section 825, Revenue Act of 1951, which spelled out that the un- 
harvested crops were real property entitled to capital gain tax tieat- 
ment when included in the sale of a farm or orchard, the Treasury 
Department in the determination of the tax on gains of the farmers 
who sold their farms or orchards together with the immature crops 
growing thereon, levied a tax on the part of the gain which it as- 
cribed to the immature crops on an ordinary income tax basis and a 
tax at capital gain rates on the remainder. The tax on ordinary 
income is at much higher rates than the tax on capital gains and the 
Treasury Department’s changed policy resulted in a much greater 
part of such farmers’ capital being absorbed by the tax levy. 

When the Treasury Department changed its farmer-taxing policy 
it gave a new meaning to the words ‘ ‘real property” which excluded 
therefrom crops growing on land and misused other words of the 
statute to tax the crops as ordinary income. The particular words of 
the tax statutes that the Treasury Department misused to support its 
aaa farmer-taxing policy are those words “property held by the 

taxpayer primarily for sale to his customers in the ordinary course of 
his trade or business” which Congress wrote into the statutes to exclude 
from the capital-asset category property akin to the inventory of 
merchandise a storekeeper has on hand for sale to his customers. The 
new meaning the Treasury Department sought to give these words 
was not alone entirely different from the administrative interpreta- 
tion and common understanding of the words prevailing for nearly 
25 years but it was also a strained and unrealistic meaning. The 
farmer does not sell the immature fruit to his customers in the ordinary 
course of his farming business. Only harvested, mature fruit is sold 
in the ordinary course of a farmer’s business. In trade or business the 
fruit has a commercial value only as food for human consumption. 
The fruit dealt with in the Bureau’s bulletin, citrus fruit, must be ma- 
ture before it is fit for human consumption. Immature fruit is not fit 
for human consumption and economics and the local laws bar it from 
the channels of commerce. To reach the conclusion that immature 
citrus fruit is property held by the farmer primarily for sale to cus- 
tomers in the ordinary course of his trade or business, one has to be 
able to seriously say that one who holds nothing that could be sold to 
his customers in the ordinary course of his trade or business neverthe- 
less holds something primarily for sale to customers in the ordinary 
course of his trade or business. 
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This is “the Congress is incapable of using words which express 
the legislative objects it seeks to accomplish” theory of interpreting 
the statutes. Under this theory one disregards the words of the 
statute and their ordinary meaning and ventures into the realms of 
speculation as to what unexpressed objects Congress may have or 
should have had in mind. A method of interpretation of statutes 
that is more influenced by the wishes, objects, and theories of the in- 
terpreter than by the expressed will and purpose of Congress. 

The Treasury Department’s unfair and inequitable withholding of 
the full benefits of the capital-gain tax provisions from the farmers 
came to the attention of Congress and in order to stop further unfair 
and inequitable treatment of the farmers, Congress enacted section 
325 (a), Revenue Act of 1951, which provides that a farmer’s un- 
harvested crops shall receive capital-gain tax treatment where such 
unharvested crops are included in a sale of his farm or orchard. 

This action of Congress has been held by the Supreme Court ( Wat- 
son v. Comm.) to be a change of the provisions of statute and not a 
clarification of the meaning, and as the matter now stands, the farmers 
entrapped by the Bureau’s 1946 about-face are still entrapped and only 
those who escaped entrapment because of the limitations of the statute 
and those who have sold their farms and orchards since the enactment 
of section 325, Revenue Act of 1951, are assured the full benefits of the 
‘apital-gain tax treatment. 

Before I became a Member of Congress, I had been engaged for a 
long time in a business, the manufacture of agricultural machinery 
and equipment, which kept sharply focused before me the economic 
problems of the farmer, his capital requirements, and the hazardous 
nature of his business. Because of this business experience, I am par- 
ticularly conscious of the farmer’s economic problems and of the dire 
consequences that would follow if the farmers are unduly hampered by 
inequitable tax treatment or other legislative provisions in carrying 
out the task of producing the products which more than 150 million 
people of this Nation depend upon for their food and clothing. 

In order to produce the products that are used for food and cloth- 
ing, these farmers must have and use the facilities of agriculture— 
farms, orchards, ranches, and much machinery and equipment. The 
capital employed represents a great part of our national wealth. The 
farmer cannot, like the large manufacturing corporation, obtain the 
capital for the facilities by issuing stocks and bonds. The farmer 
must obtain his capital from his own savings accumulated by the 
practices of hard work and frugality. These facilities of agriculture 
obtained by such sacrifice are the farmer’s capital assets and must not 
be taxed away from him, for without them he is impotent. In fact, 
any tax levied on the farmer’s capital must be lightly and fairly laid 
so as to cause no undue or unnecessary diminishing of his facilities 
for his effectiveness as a producer of products for food and clothing 
is closely tied to the adequacy of his facility capital. The more ade- 
quately the farmers of a nation are able to provide themselves with 
farm facilities, the better and more abundant is the food and clothing 
of the people of that nation. The underfed and underclothed nations 
of the world are those where the farmers have inadequate facilities for 
the proper carrying on of agricultural pursuits. Such inequitable 
tax treatment of farmers as is here complained of is certainly an un- 
wise and harmful practice. 
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The fact that the revenues the Government has collected or may 
collect from the farmers entrapped by the Bureau of Internal Rev- 
enue’s about-face in respect to the basis for taxing the gains from the 
sale of the farms and orchards is small indeed in comparison to the 
total annual revenue and the fact that the amount of the relief that 
H. R. 5597 will give to these farmers is minute in comparison with the 
vast sums that have been and are presently being expended as relief 
to people who are not even citizens and have not in anywise contrib- 
uted to the economy and welfare of this Nation would make this a 
matter of little importance to anyone other than the farmers affected 
were it not that what has happened here is violently repugnant to our 
national abhorrence of entrapment, to our national sense of fair play 
and to the sound principle that the provisions of the tax statutes be 
applied uniformly and it is for these reasons that I ask that this com- 
mittee recommend to the Congress the enactment of H. R. 5597. 

The Cuamman. Thank you very much, Mr. Campbell. 

Mr. Campreti. Thank you. 

The Cuarrman. The next witness is Mr. Francis D. Butler, director, 
Tron Ore Lessors Association, Inc., of St. Paul, Minn. 

We are glad to have you here, Mr. Butler, and if you will give your 
name and the capacity in which you appear for the record, you may 
proceed. 


STATEMENT OF FRANCIS D. BUTLER, DIRECTOR, IRON ORE LESSORS 
ASSOCIATION, INC., ST, PAUL, MINN. 


Mr. Burier. Mr. Chairman and members of the Committee on 
Ways and Means, my name is Francis D. Butler. I am a member 
of the law firm of Doherty, Rumble & Butler, of St. Paul, Minn. 
I am appearing on behalf of the Iron Ore Lessors Association, Inc., 
an organization consisting of 343 members, and of which I am a 
director. I have been personally interested in the iron ore mining 
business for over 30 years and have represented both operating and 
land-owning companies during that period. 

My testimony will be in support of H. R. 604, introduced by Repre- 
sentative Simpson of Pennsylvania, and H. R. 2691, introduced by 
Representative Camp, of Georgia. These bills are identical and pro- 
vide that the Internal Revenue Code should be amended so as to pro- 
vide that the receipt of royalty in payment of iron ore sold and re- 
moved from a mine shall constitute payment for a capital asset, and 
that the gain thereon shall be taxed at the capital-gains rates. 


IRON ORE ROYALITIES CONSTITUTE PAYMENT FOR A CAPITAL ASSET 


If the owners sell a tract of land outright, the proceeds are properly 
treated as a return of capital and the tax falls on the difference be- 
iween the cost and the sales price. However, ordinarily the iron ore 
cannot be disposed of for a lump sum because the amount of usable 
ore in the ground cannot be accurately calculated in advance, and 
because it usually takes many years to get the ore out of the ground 
and most mining operators are not in a financial position to pay for 
it in advance, years before they can realize anything on it. 

For these reasons, in nearly all eases a lease is made by the owner 
of the iron orew hereby the lessee will mine the iron ore over a period 
of years and pay a specified royalty per ton as each ton is mined. 
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The ore is the only practical value in the land and therefore this is 
the equivalent of, and in effect and reality is an installment sale of, 
the land as a capital asset. 

Under the present Internal Revenue Code sales of iron ore under 
leases at specified rates per ton are treated as ordinary income, al- 
though it 1s an irreplaceable disposition of the capital asset by the 
owner. The land itself in the case of open-pit mines becomes 
worthless. 


LAND IS WORTHLESS AFTER ORE HAS BEEN REMOVED 


We have attached to this statement three photographs. One is 
a new small pit in the rich farmland of southern Minnesota a few 
mile from the Iowa border. The next is a typical Mesabi Range 
mining operation. The third is the Mahoning-Hull-Pust-Sellers 
pit—the greatest in the world. From the Mahoning part of this pit 
alone, over 100 million tons have been removed. You will observe, 
in all three cases, that when the ore is taken under the lease, the land 
has no further value. There has been a sale of the capital asset. 


SIMILAR PAYMENTS FOR TIMBER AND COAL ARE TREATED AS CAPITAL GAINS 


The present Federal income-tax laws discriminate against iron- 
ore lessors insofar as the royalties received are treated as ordinary 
income instead of receipt of gain upon the sale of capital assets. 

Under section 117 (k) (2) sales of timber at a specified price per 
thousand feet under cutting contracts and sales of coal at a specified 
price per ton under coal leases by owners of an economic interest 
therein are properly treated as capital transactions. Both are ar- 
rangements permitting the use of the land for the removal of the 
natural resource, just as are iron ore leases. 

The practice of leasing iron ore is similar to the practice of leasing 
coal lands and is dissimilar to the mining practices of other minerals. 
Both coal and iron ore are found generally in beds embracing rela- 
tively large tonnages whose extent may be roughly approximated by 
drilling although the mining process remains subject to the hazards 
involved in all operations on materials underneath the surface of the 
earth, since the interpretation of drill samples may be faulty and the 
ore bodies between drill holes have variations not subject to prediction. 

The parties know generally that there is some ore or coal there but 
neither knows just how much. Therefore, they make an arrange- 
ment for payment for the coal or ore as it is found and removed, 
and commonly call that arrangement a lease. 

Coal and iron ore are also similar in that both are basic commodities 
of relatively low value per ton but with enormous tonnages produced 
annually to sustain our economy. In this they are also like timber 
which is relatively cheap and produced in large quantity. 

Iron ore is also like coal and like most timber in that it is normally 
disposed of under leases or contracts extending over many years. 
The bulk of iron ore has been and still is disposed of under leases of 
50 years’ duration. That has been the standard lease for years with 
the exception of that big mine which I have showed a picture of. 
There they have a 97-year lease and it was made at a flat royalty for 
a 97-year period. 
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NO APPRECIATION UNDER OLD LEASES 


Likewise iron ore, like coal, has for the greater part been disposed 
of under old leases which specified a flat royalty per ton and which 
did not protect against inflation. The most usual rate was 25 cents 
per ton. Unlike leases of oil, gas, and precious metals which are on a 
percentage basis, the royalty does not increase automatically as the 
price of the ore increases. 

More recent leases have varying degrees of partial protection against 
inflation, but even that protection has been largely diluted or even 
destroyed by the sharply graduated taxes that have been imposed upon 
the owners by treating the sale price of the ore, or royalties, as ordinary 
income, instead of the capital gains they are in fact. 

To summarize, therefore, the disposition of iron ore under lease 
for specified royalties per ton is the sale of a capital asset in install- 
ments not unlike the sale by a farmer of a farm for a price paid in 
installments. It is also nearly precisely similar in all material re- 
spects to the disposition of timber and of coal under cutting contracts 
and coal leases, both of which are recognized as capital transactions 
under section 117 (k) (2). 

Accordingly, it is proposed that section 117 (k) (2) be amended by 
adding after the word “timber” in the second sentence thereof the 
words “iron ore.” 


THE PROPOSAL WOULD STIMULATE DOMESTIC EXPLORATION 


In addition to the fairness of such treatment, such amendment 
would stimulate the discovery and development of new deposits within 
the continental limits of the United States. 

As you know, iron ore is becoming an article in short supply rela- 
tive to the enormous demand of our blast furnaces, and many of our 
companies have found it desirable to go afield for new deposits such 
as in Labrador and in the valley of the Orinoco. The Lake Superior 
open-pit deposits of direct shipping ore are nearing exhaustion and 
substitution is being sought through the very expensive process of 
converting the hard iron-bearing rock called taconite into usable iron 
ore. 

However, there are known iron-ore deposits in 30 of the States of 
the Union, and if there is a reasonable prospect of being able to retain 
the profits from the expensive drilling and testing of such deposits it 
is to be expected that bold and imaginative men will undertake such 
exploration and testing. However, if the proceeds are to be taxed as 
ordinary income, the inducement fades away. 

The proposed amendment will thus encourage the important and 
indeed necessary search for new usuable deposits. 

The proposed amendment would encourage development of the ad- 
ditional deposits within the continental United States, rather than 
going afield where we not only get no benefit out of the labor, but 
we have the transportation problem and other additional costs and 
whatever other problems might arise. 

The CuarrMan. Thank you, sir, for your presentation. It was very 
well presented and very helpful. 

Mr. Butter. I wish to thank the committee very much. 

The Cuarrman. Are there any questions? 
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I hear none, and the next witness is Mr. H. S. Kohlmeyer, acting 
president, New Orleans Cotton Exchange. 

Mr. Kohlmeyer, if you will give your name and the capacity in 
which you appear, we shall be glad to hear from you. 


STATEMENT OF H. S. KOHLMEYER, ACTING PRESIDENT, NEW 
ORLEANS COTTON EXCHANGE 


Mr. Boees. Mr. Chairman, I want to say I am very glad to see 
Mr. Kohlmeyer here. He has been active in the New Or leans Cotton 
Exchange for many years, and I think he understands the problems 
of the commodity markets as well as anyone in America 

Mr. Koutmeyer. Thank you, sir. 

My name is Herman S. Kohlmeyer. I am vice president of the 
New Orleans Cotton Exch: inge, and represent its members, who form 
all segments of the cotion trade, from the farmer to the consumer. 
I have had 25 years’ experience in the business of buying and selling 
commodities and securities, am a member of all principal commodity 
exchanges and also the New York Stock Exchange. 

I am here to speak against the capital gains tax and its holding 
period, which, under present conditions and in its present form, will 
become a vast disappointment as a producer of revenue for the 
Government. 

In the main I will concentrate on the inequity of the holding period 
and how it affects the farmer. I will also touch briefly on some 
related phases, 

Weare all aware that since July 1932 the general trend of prices has 
been upward. It is conceded that the basic reason for this movement 
was that it started from the depths of a depression into a natural 
upward cycle. The upturn was accelerated by pump priming and 
Treasury deficits, made necessary by a war and a desire to stop future 
ones. Inflation, which resulted, created capital gains out of all pro- 
portion with normal times. The resulting tax revenues from the capi- 
tal gains tax were viewed only as dollars, with little concern or con- 
sideration given to the abnormal circumstances that produced them. 
So today the proponents of this tax emphasize its past returns with- 
out giving due consideration to the causes that, under current con- 
ditions, forecast greatly reduced revenue for the Government and 
greatly increased hazards to business. 

It can be said that the inflationary situation no longer exists. It is 
a matter of record that commodities reached peak prices in March 
1951 and have been declining ever since. Stocks and bonds sold at 
their highest prices in January 1953 and have been declining ever 
since. The point is that we are not arguing over the worth of the 

— oe gains tax on the basis of taxes produced in its highest year. 
We arguing its worth under circumstances that may result in its 
lone year or in a normal year 

I can think of few commodities and securities which have been 
bought in the last 6 months in which the owner has a profit. This 
could very well be the rule, rather than the exception, for years to 
come. I therefore submit that this committee lays too much empha- 
sis—too much hope perhaps—on the part this tax will play in the 
desired balancing of the budget. 
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If its good is, therefore, limited and in doubt, its potential harm 
must be most carefully w eighed. I am sure you know that at present 
business is restricted in its efforts to obtain equity capital. The free 
flow of venture capital to underwrite all types of risk is impeded. 

I believe the capital gains tax should be removed. It is stifling risk- 
taking investment and. choking business out of all proportion to its 
possible worth as a source of revenue to the Government. Its dis- 
advantages to business is very clear, and I urge you, gentlemen, to 
examine and weigh its worth as revenue with extreme care and 

cautious judgment. 

Elimination of the capital gains tax is desirable but relief would 
be beneficial. Partial relief that could well provide a measure of 
incentive, would be the shortening of the holding period to 3 months 
instead of 6 months. 

Investment, by any description, implies risk and the taking of 
chances. Those who take the chances turn the wheels of industry, 
yet the forms of risk taking are as varied as industry itself. The 
writing of insurance is risk taking, as is trading in commodity fu- 
tures. In most instances, the risk takers, known as speculators, cre- 
ate the markets, and by their activity allow the free flow of commod- 
ities and goods from the farmer or producer to the consumer with a 
minimum of merc handising cost. In cotton, for instance, by use of 
the futures market, the cost of distribution charges can be so reduced 
as to increase the farmer’s income in excess of $10 per bale. 

During World War I, the cotton exchanges were closed for 3 months 
but were reopened on pleas from the farmers, who found prices for 
their cotton differed as much as 5 cents per pound in adjoining coun- 
ties. Any attraction to speculators refines and broadens a market. 
Futures trading in effect underwrites the risks and the merchant can 
afford to work on small profits. Without the futures market, risks 
would be greater and each handler would require a safety margin, 
thereby increasing the costs, reducing the income to the producer, 
and increasing the cost to the consumer. This refined method of mer- 
chandising is consummated with an average gross profit of less than 
1 percent, while a department store, for an example, charges a gross 
profit of 38 percent. 

The commodity speculator is interested in making a long-term 

capital gain. When the terms of the risk taking are unattractive, he 
withdraws from the market. The potential buyers are eliminated 
und prices decline. A depression of prices to, or below, Government 
loan levels will serve only to force more commodities into the Gov- 
ernment loans and increase the tax load of the people. 

It is historically true that commodities sell at their lowest prices 
during crop movements. That is because a whole year’s supply is 
harvested and marketed within a comparatively short not It 
is at this time that the speculator buys for long-term capital enhance- 
ment. Without the speculator or the reasonably high loan, the farmer 
who is the real speculator, will find himself in a sorry plight. If he 
wins the battle in the fields, he may then lose it in the market. 

The “transient investor” or, if you prefer, the speculator is many 
things. He is both big and numerically few, and he is small and nu- 


merically important. “He comes from all walks of life and represents 
many varied economic positions. In general, he is struggling with 
the necessary burdens of taxation, is required by good judgment to 
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invest his earnings or wealth, and is forced to seek ways of making 
a long-term capital gain with its resulting tax advantage. I talk 
to these people all day, every day. Some of them are amazingly as- 
tute, but the longer they must look ahead, the more difficult it is for 
even them to find the right answer. When they admit defeat and 
their money goes into hiding, it is useful only to themselves. 

Their purpose in becoming risk underwriters of commodities is 
simply because a long term capital gain is a valuable profit, even 
though the chances of making it are very slim. A man whose top tax 
bracket is 60 percent will keep only $4,000 out of a $10,000 profit ; 
but if he can make the same amount in a long-term capital gain he 
will keep $7,350. Such a possibility puts his working dollars into 
a solid economic function. 

Who can predict with reasonable certainty what will happen dur- 
ing the next 6 months in these times? Perhaps, you would predict, 
but would you invest? Three months? Yes; possibly. The risk 
would still be there, but onan would be considerably more venture- 
some for the shorter period. More people would put their money to 
work and more taxes would accrue. 

For too long, too much of our thinking, our time, and our efforts 
have been spent seeking to forestall an economic debacle only by the 
highest taxes in history. Wecan continue to pay only so long as our 
wealth of better days can continue to work to produce more wealth. 
Surely we must do everything within our power to realize our fullest 
potential. Thank you very much. 

The Cuarrman. We thank you, sir, for your presentation of the 
subject. Are there any questions? 

Mr. Sapiak. For the purpose of seeking information, Mr. Kohl- 
meyer, what effect, if any, has the signing of the Korean truce had 
upon this problem ¢ 

Mr. Kountmeyer. The signing of the Korean truce has put the stock 
market down slightly and has put the commodity markets up slightly. 
A great many people feel that there is a possibility that there w vill be 
trade with China in the near future in cotton. China could use 214, 
million bales of American cotton, which they badly need. That, of 
course, would have a very marked effect on the market. The chances 
for that hi .ppening are probably very slim, but still there is a possi- 
bility. Commodities have gone up slightly while securities have gone 
down slightly. 

Mr. Sapiax. Thank you. 

Mr. Boaes. Mr. Kohlmeyer, you mentioned in your statement the 
effect of closing the commodity markets and the effect it has on the 
farmers or the effect that it had on the farmers, and I wonder if you 
would elaborate on that just a bit? 

Mr. Kontmeyrer. There was a great deal of testimony up here at 
that time. I happened to look over some of it; it was before the Sen- 
ate Agriculture Peetetied Without a means, which is published 
in the ] papers on quotations and the quotations that are disseminated 
by ticker and Western Union all day long, the man out in the country 
does not know what the value is and he is pretty well cut off. He 

was more cut off in the old days than he is today, because he has a 

radio, but still if there were no futures markets, where would he get 
his ideas of prices. There would be no place for him to get them. 
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He wants the futures markets and he wants to see it operate to its 
fullest extent, because in that way he gets a higher price for his cotton 
or wheat or whatever he grows. 

Mr. Boaes. That is all, Mr. Chairman. 

Mr. Kean. Mr. Kohlmeyer, if the capital-gain rate was cut in half, 
would there be more activity and, therefore, more protection for the 
farmer in the closer markets ? 

Mr. Konumeyer. Yes, sir; there would be considerably more 
activity. 

The Cuarrman. Thank you very much, Mr. Kohlmeyer, for your 
contribution. You have been very helpful. 

The next witness is Mr. Bernard J. Conlin, president of the New 
York Cotton Exchange. 

Mr. Conlin, we are very glad to have you here, pe if you will give 
your name and the capac ity in which you appear, we shall be very 
pleased to hear you. i note you have an inating with you. What 
is his name ¢ 

Mr. Contry. John Scanlan, secretary of the exchange. 

The Cuatrman. Thank you, sir; you may proceed. 


STATEMENT OF BERNARD J. CONLIN, PRESIDENT OF THE NEW 
YORK COTTON EXCHANGE, ACCOMPANIED BY JOHN SCANLAN, 
SECRETARY OF THE EXCHANGE 


Mr. Contry. Mr. Chairman and gentlemen of the committee, my 
name is Bernard J. Conlin. I am here today to represent the New 
York Cotton Exchange, of which I am president. 

For 83 years the New York Cotton Exchange has been the principal 
medium through which the cotton crop in the United States has been 
marketed. During that period it has proved its value to the farmer, 
the spinner, and the marchant; it has met and answered satisfactorily 
the charges of its critics; it has hewn consistently to the line of its 
essential purpose, namely, to reduce the business risks involved in 
the production of the cotton crop and reduce the cost of its distribu- 
tion. Since the inception of the New York Cotton Exchange its pur- 
pose has been to serve faithfully all branches of the industry from the 
producer to the consumer. 

To continue to render this service, it is essential that no action be 
taken either by private enterprise or by the Government which tends 
to reduce the breadth of the market to the point where the insurance 
functions of the exchange become ineffective. 

A market where trade orders meet must necessarily be supplemented 
by investors and speculators who are financially able and willing to 
take capital risks, because it is these people who act as the balance 
wheel in the market. Elements of the trade will frequently be on the 
same side of the market at a given time; the result being that the 
impact of their orders cause prices to swing too far in any one direc- 
tion unless there is counteraction on the part of the trading public 
to offset it. 

The taxation of exchange transactions can idvepeely affect. the 
prompt purchase or sale of contracts where such taxation discourages 
speculation to the point where there are not a sufficient number of in- 
vestors in the market. 
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It should be emphasized that the commodity exchanges mirror the 
functioning of the free enterprise system with regard to certain com- 
modities. They cannot function in a controlled economy. Conse- 
quently, any serious interference with the machinery of the com- 
modity exchanges, whether through taxation or otherwise, eventually 
must have its effect on the private enter prise system built up to market 
and distribute these commodities. 

There is a question as to the advisability of any tax on capital gains 
since such levy tends to restrict investments and make prospective in- 
vestors reluctant to take risks which are attendant on any ordinary 
business endeavor. There is no capital gains tax in Britain, nor, in 
fact, in other countries of the British Commonwealth. In Belgium 
and the Netherlands « ‘apital gains are excluded when realized by indi- 
viduals outside the course of their business. All capital gains are 
exempt from the normal income tax in France. Many countries feel 
that the capital gains tax is an uneconomical tax. 

If the Congress regards a capital gain levy as necessary because of 
the need for revenue, it should consider whether a shorter holding pe- 
riod might not produce more revenue. From 1938 to 1941, the law pro- 
vided a long-term holding period of 18 months or longer, and it is a 
matter of record that during that period revenue from capital gains 
dropped substantially. 

The holding period was reduced from 18 months to 6 months in the 
tax bill of 1942. There was an almost immediate and sizable gain 
in the revenue from the capital gains tax. The returns rose from $266 
million in 1943 to approximately $720 million in 1945 and have re- 
mained above the 1945 figure since that time. 

In the case of cotton, usually the greatest pressure on the market is 
during the harvesting period. It is then that buyers are needed. If an 
investor or speculator enters the market and has to carry his contracts 
for 6 months to acquire long-term status, it means that contracts en- 
tered into in December cannot, if a profit is shown, be liquidated until 
June without subjecting the profit to a tax on ordinary income. Hence 
you could have a large number of frozen contracts which may work 
against the trade elements in the market by reducing its liquidity. A 
shortening of the long-term holding period will broaden the market 
and accordingly reduce the cost of distribution—the primary purpose 
and function of the market. 

A rate of taxation on capital gains that is too high discourages in- 
vestment and reduces the returns from the levy. We submit that the 
present rate of taxation on capital gains should be reduced, if a capital 
gains tax is to be retained at all. 

Another inequity, in the present tax structure, is the provision which 
allows the deduction from ordinary income of only $1,000 annually 
for capital losses. A limitation on the deductibility of losses was 
enacted in the 1930's, the original purpose of the provision being to 
protect the tax revenue in times of depression. But, if the investor’s 
gains are to be taxed, his losses also should be deductible from ordi- 
nary income. The limitation of $1,000 has been in existence since 1942 
and the entire price level and the tax laws have changed radically 
since then. We believe that the $1,000 limitation should be increased 
to a more realistic figure. 

The New York Cotton Exchange would like to see the definition of 
capital gains broadened to include gains on short sales. At the present 
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time, an investor who buys a futures contract and then sells it after 
the required long-term holding period is taxed on the basis of a long- 
term capital gain. But, one who first sells and then buys is taxed on 
his profit on the basis of the receipt of ordinary income, no matter 
how long the holding period. There is no difference between these 
transactions which warrants a distinction in tax treatment. The 
market needs the seller as well as the buyer to insure stability. Profits 
and losses of such investors should be treated as capital transactions 
whether they arise from a purchase and subsequent sale, or a sale and 
subsequent purchase. 

In summary, the New York Cotton Exchange would like to make 
the following recommendations: 

(1) That there be no capital gains tax, except in times of emergency 
when other considerations have to be subordinated to the raising of 
revenue. 

(2) If, however, the tax is to be continued, that the holding period— 
for determining long-term gains—which is now 6 months, be reduced 
to a maximum of 3 months. 

(3) That the present effective rate of tax on long-term capital gains 
be cut in half by providing for the inclusion in taxable income of 25 
percent of such gains instead of the present 50 percent. 

(4) That the right to offset capital losses against ordinary income 
be increased to $5,000 annually, with a carryover period of 5 years. 

(5) That the present ruling, providing that long-term capital gains 
can only be realized through purchases and subsequent sales be broad- 
ened to include sales liquidated by subsequent purchases. 

The CHarrman. Does that conclude your statement ? 


Mr. Contin. Yes, sir. Thank you, sir. 

The Cuarman. We thank you very much. 

I would like to ask a question for information, Mr. Conlin. You 
say in your first recommendation— 


That there be no capital gains tax, except in times of emergency when other 
considerations have to be subordinated to the raising of revenue. 

I thought we would raise more revenue by following the suggestions 
which you make even in anemergency. Is that not true? 

Mr. Contin. By subordinating the capital gains? 

The CHarrman. I thought what you were after was to liberalize 
this proposition so as to get more revenue for the Government. That 
would be one reason would it not ? 

Mr. Contin. That is exactly right. 

The Coearrman. You say here “in times of emergency when other 
considerations have to be subordinated to the raising of revenue,” but 
I quite agree with your approach to this as a matter of raising more 
revenue. If there were an emergency, it would not raise more revenue 
to follow the present method, would it ? 

Mr. Contry. You are right, sir. If prices were frozen, there cer- 
tainly would not be any capital gains and there would not be any 
profits. : 

Mr. Kean. Mr. Conlin, with reference to your recommendation, 
and that is the same recommendation that the stock exchange made, to 
increase the limitation on the amount of money that you could take 
against ordinary income—the $1,000 limitation which you have now—- 
you are completely right in theory, but the trouble is that the value 
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is so great to the taxpayer that in order to get that loss against ordi- 
eae income, that he would look around and force a loss. Every year 
in December, the first thing I do is look around and see if I cannot 
take a loss so I can get that $1,000. So, I think if you increased it to 
$5,000, you would find every taxpayer almost—I mean the taxpayers 
who have more than a very moderate income—looking around to take 
loss. I think they would continually force losses against current 
income and that would end up making a very heavy loss to the 
Treasury. Though, I agree with you, in suing ® think from a prac- 
tical point of view it would make a very heavy loss to the Treasury. 

Mr. Conuin. Mr. Kean, if you as a trader or investor and as a 
salaried man entered either the stock market or one of the commodity 
markets and you had a loss of, say, $5,000 or $10,000-—— 

Mr. Kran. Well, if you were a trader, you could take it. if you are 
in the business you can take it. 

Mr. Contry. That is right, but there are many people who trade 
in the market who are not in the business, and if he happened to be a 
salaried man—— 

Mr. Kean. I am talking about the investor; I am talking about a 
person that does not trade; just an ordinary person who happens to 
get income from securities and he is not in any way engaged in the 
market or anything else—he just has, say, $100,000 worth of securities 
from money he has saved during his lifetime and now he is going to 
continually try to use his investments every December to try to force 
a loss, which he would not take otherwise, in order to reduce his 
income, 

Mr. Contin. As it stands at the present moment, he can offset that 
loss against the $1,000. 

Mr. Kean. He can offset that against his ordinary income, but I 
am talking about the deduction against ordinary income, which would 
be the big loss. You remember back in the thirties when we allowed 
all losses against ordinary income and the result was that whenever 
the market went down there was no income tax paid at all by these 
people. They just wiped out everything by deliberately forcing these 
artificial losses. 

Mr. Conurn. Mr. Kean, if you had some stock you thought pretty 
well of, would you ordinarily sell it out at the end of the year to take 
a thousand dollar loss or a $5,000 loss, without the possibility of re- 
purchasing those stocks ¢ 

Mr. Kran. Not if you considered that stock one of your favorites, 
but if it was something you bought for an investment I think you 
would. 

Mr. Contry. Under certain circumstances. 

Mr. Kean. You would shift from one to the other, unless it hap- 
pened you were extremely keen on one stock. You might shift some 
from United States Steel to Bethlehem or some other stock and take 
your loss, and there you are. 

Mr. Contin. Under certain circumstances that you cite, I expect it 
may be. 

Mr. Kean. I just wanted to call your attention to that. I believe in 
your theory here in equity, but I do not think I could support an in- 
crease to $5,000 such as the stock exchange recommends and, as-I 
gather, you recommend. 
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Mr. Conurn. Yes, sir. 

The Cuamman. Thank you, very much. 

Mr. Contain. Thank you, Mr. Reed. 

The CuarrMan. The next witness is Mr. Edward J, Grassman, con- 
sulting engineer, Elizabeth, N. J. 

If you will give your name, address, and the capacity in which you 
appear, we W ill be glad to hear you. 


STATEMENT OF EDWARD J. GRASSMAN, CONSULTING ENGINEER, 
ELIZABETH, N. J. 


Mr. Kean. Mr. Chairman, I would like to say that Mr. Grassman is 
an old friend of mine and one who is held in a great deal of respect. for 
his ability and position in his community. 

Mr. GrassMAN. Thank you. I did not expect to be complimented. 

Mr. Chairman, I notice you are but little along on the large file 
you have. Iam only going to take 3 or 4 minutes. I had that record 
prepared to show the “confused state of the court decisions with re- 
spect to real-estate transactions and the inability of the tax depart- 
ment to determine whether a man is in business or not because of some 
little transaction he had. 

I talked to Mr. Stam, and he agreed it was not necessary to make 
this large file a part of the record, and I ask that it not be printed but 
turned over to your legal department for such consideration as they 
might desire to give it in developing a new law that may help this situ- 
ation. So please do not print it. My conscience would trouble me if 
the Government printed these several hundred pages. 

The CuatrMan. Thank you. Without objection, it will be turned 
over py Mr. Stam. 

Mr. Saptak. Mr. Chairman, this is the first witness I recall who has. 
brought forth a suggestion saving some money. 

Mr. GrassMan. Thank you. I am not asking to have taxes reduced, 
either. I am just trying to find out where we are in the law. 

I want to talk about my personal troubles as far as real estate is 
concerned. 

At the age of 15 years, I became a surveyor’s apprentice, and I am 
still a licensed surveyor. As a boy, I worked at clearing titles to 
sale meadow lands for several of our largest industries. It was fasci- 
nating title and surveying work. 

As I made a little money, I invested in salt meadow and other 
land in the hope that I could sell and get a handsome profit after 20 
or 30 years and have something for my old age. George Washing- 
ton, also a surveyor, believed in real- estate investments, and so did 
many others, in preference to stocks and bonds, which usually get me 
into trouble. It is my belief it is a form of investment more suitable 
for the average man than stocks and bonds. Therefore, I feel the 
law should be clarified so that one wishing to go into the real-estate 
business will know what to do and, contrarywise, one wishing to invest 
in real estate can do so without the danger of having a 30-year profit 
practically confiscated. 

If one buys a thousand shares of bank stock and makes 10 sales of 
100 shares each after 6 months, it is certain it will be treated as a 

capital gain or loss. Not so with real estate. As a surveyor, I made 
drawings showing possible divisions of my land. One of the early 
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decisions held that platting a parcel of land put the owner in the real- 
estate business and, accordingly, examiners insisted 1 was in the real- 
estate business because a drawing was made showing divisions of the 
whole. In most cases, no road was built nor were other physical im- 
provements made. I never held a real-estate license nor accepted a 
commission in connection with any real-estate sale. 

In many cases, I had more sales of securities than land, and the 
examiners held that the securities transactions were capital gain or 
loss while the real-estate transactions were ordinary. In 12 years 
I sold not more than 20 parcels. This situation did not make sense 
to me, as it was my contention that the parcels 1 had bought were held 
for investment and most were not sold for many years. I am a large 
stockholder in a company doing a real-estate business, and where sub- 
stantial sales of lots and houses were contemplated, I made a practice 
of buying that type of land in the name of corporations doing such 
business. 

In 1947, I had caused an examination of decisions to be made and 
submitted them to the Ways and Means Committee, suggesting a 
clarification of the law. Nothing was accomplished. Recently I had 
another analysis made of cases relating to transactions covermg real 
estate, and I note that in some cases a more favorable attitude has 
been shown by the courts. That in part may be due to the develop- 
ment of planning legislation which in many States, as in New Jersey, 
obligates the owner to file a plat where any part of the whole is sold. 
In New Jersey, if a neighbor happens to encroach an inch or two upon 
adjacent land, under present law the owner cannot deed the 2 inches 
to the neighbor without filing a map with the planning commission 
and securing permission. Thus the filing of a map showing the sub- 
division would not necessarily put the seller in the business of selling 
real estate. 

Two years ago a large corporation wished to purchase part of a par- 
cel of land which I have held for 30 years. In addition to dividing my 
lands, I was asked to join in an access road. My basis was about 
$40,000. The sale price would have been about half a million dollars. 
The prospect of paying a tax on $460,000 ordinary gain after holding 
the property for 30 years so upset me that I refused to sell the property. 
In the course of my discussion, I told the company that if it could 
find no other location in the town, rather than deprive the municipality 
of the needed ratable, I would give the property to charity and let 
the charity sell it. The company found another location which I did 
not own, and therefore I did not have to meet this situation. 

The courts have held that whether property sold by a taxpayer 
was held by him for sale to customers in the ordinary course of his 
trade or business is essentially a question of fact. Also, the court 
has said that the ultimate question of decisive consequence was the 
purpose for which he was holding the property at the time of sale, 
which means some little act you do may change you from one holding 
for investment to being in the real estate business. 

It does not seem right to practically confiscate a 30-year investment 
because it is necessary to oubiivide property and perhaps provide an 
access road. Perhaps the answer is an amendment that after 10, 20, 
or 30 years, if in order to sell the property it is necessary to do some- 
thing that technically puts the owner in business, in such a situation 
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the increase in value due to the passage of time shall be capital gain 
while the increase due to improvement shall be ordinary gain. 

This morning I heard for the first time of this resolution 6256, 
which goes much further than I anticipated. As far as I am con- 
cerned, if it was 10 years, I would be very happy to have a capital 
gain after 10 years or even 15 years. But at the present time it is 
difficult to determine where one stands. 

Thank you. 

The Cuatrrman. Thank you for your statement. 

Mr. Kran. Mr. Grassman, I understand what you are asking for 
is just that there shall be something in the law that you can hang 
your hat on so that people going into the real estate business or, 
rather, planning to sell real estate—not going into the real estate 
business—will know whether a transaction is going to be considered 
as a capital gain or ordinary income. 

Mr. Grassman. He should know, in my opinion, and I think your 
committee would like to see a situation where, when a man does 
something, he knows what is going to happen to him and does not 
spend 10 years in litigation to find out what he actually did. 

Mr. Kean. Certainly I think such a clause should be in the law. 

The Cuatrman. One of the great difficulties in the law is the actual 
definition. It is very difficult to define. We have no definition of 
what constitutes income, even, in the law today. That is something 
we are working on now. 

Mr. Grassman. I had a “722” case, and it took me 12 years to find 
out where I stood and cost me some six figures to find out what the 
seller was going to get for his property. 

The Cuatrman. Thank you very much for your statement. 

The next witness is Mr. Samuel Taylor, of San Francisco. Mr. 
Taylor not being here, I understand Mr. Chris D. McKeon, of the 
McKeon Construction Co., of San Francisco, Calif., is appearing in 
lieu of Mr. Taylor. Is that right? 

Mr. McKeon. That is correct. 

The CHaimman. We will be glad to hear you. Give your name 
and the capacity in which you appear for the record. 


STATEMENT OF CHRIS D. McKEON, McKEON CONSTRUCTION CO., 
SAN FRANCISCO, CALIF. 


Mr. McKeon. Mr. Chairman and members of the committee, I am 
Chris D. McKeon, owner of McKeon Construction Co., with offices 
in several cities in California. I have been actively engaged in the 
construction business for the past 25 years building homes for sale 
and for rent. Mr. Chairman and members, 1 appreciate the oppor- 
tunity and privilege of presenting this compiex matter to you. 

I should like to call your attention to a tax condition that presently 
exists which is most discriminatory to the building industry. As you 
well know, the Government has urged repeatedly that builders con- 
struct rental housing to accommodate and provide housing for those 
unable or unwilling to buy and not qualified for public housing. We, 
like many builders, have voluntarily constructed, and have over 350 
homes and duplexes exclusively for rental purposes. From the outset 
it has been our intention to hold these properties as investments and 
to conduct a rental and investment business separate and distinct from 








GENERAL REVENUE REVISION 1031 


our construction business. The accounting has from the start been 
set up to clearly identify the separate nature of the business; separate 
books are kept and separate bank accounts were and are being used. 
We started this investment building in the year 1942 and have con- 
tinued it to the present time. 

During the years of 1942 through to 1947, we have refused many 
times to sell these particular homes. In the years 1947-48-49, a period 
of 3 years, in in to expand our business and acquire additional 
capital for that purpose, we elected to sell some of the rental houses. 
We felt that after keeping the property as rental units for investments 
for a period of from 5 to 10 years, we surely would come under the 
pool A gains provision of the Revenue Act 117-J. This was disallowed 
by the Internal Revenue Bureau. 

There have been numerous decisions by the courts relative to this 
situation. Many of the courts have held that after a holding period of 
6 months the taxpayer is entitled to treat the matter as a capital gain. 
Other courts have held that if you are in the business of constructing 
homes for sale you are a dealer and no matter what your purpose is 
in holding the rental units, it is treated as inventory. 

Another situation that presents itself is in the acquisition of land 
for investment purposes. 

We purchased land in 1942 which was subsequently condemned in 
the year 1950 for school purposes and recreation purposes. This land 
has been held by us for a period close to 10 years. Likewise, a capital 
gain was disallowed. 

In all of the above-mentioned transactions we believe we were 
entitled to come under section 117—J and they should be regarded as 
sales of capital assets. However, the Internal Revenue Bureau has 
disallowed the capital gain provision and viewed it as ordinary in- 
come. In addition to iis, the Bureau for the past 3 years has been 
requesting waivers in order to avoid the statute of limitations, but 
during this time, despite the fact that the Bureau requested the exten- 
sion, they have been charging 6 percent interest, which up to the 
present has exceeded more than $25,000. No one more than the build- 
ers recognize that we must provide suitable rental housing. However, 
if we are to continue we should be afforded some protection for our 
investments which represent large sums of money. 

The Revenue Act of 1951 provided capital gain treatment for the 
security dealer who buys investment stocks and securities even though 
his principal business is not selling them. The same act provided for 
treatment to the farmers and cattlemen in their sale of cattle held for 
drafting, breeding, or dairy purposes. 

In order to correct this unjust and unfair situation, we suggest the 
Ways and Means Committee should recommend remedial legislation. 
Such legislation would be both equitable for the investor and bene- 
ficial to the public. In many areas rental housing is in dire need and 
public housing has not been the answer. Builders who know they 
could count on favorable and ee tax treatment would be greatly 
encouraged to construct rental housing. 

It is my opinion that home building and rental housing building 
plays an important part in the economy of America and it is shocking 
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to realize that a builder is not permitted to make an investment as an 
investor in his own particular field of endeavor. I strongly urge the 
members of the House Ways and Means Committee to give this your 
most serious consideration. 

I thank you. 

The CHAtRMAN. We certainly thank you, Mr..McKeon, for your 
testimony. It will be very helpful. 

Are there any questions? 

(After a pause. ) 

The Cuatrman. Apparently there are none. Thank you again, sir. 

Mr. McKeon. Thank you very much. 

The Cuarman. The next witness will be Mrs. Jessie R. Muni, treas- 
urer, Investors League, Inc., New York City. 

We are very happy to have you here, Mrs. Muni. If you will just 
give your name, address, and the capacity in which you appear for 
the record, we will be delighted to hear you. 


STATEMENT OF JESSIE R. MUNI, TREASURER, INVESTORS LEAGUE, 
INC., NEW YORK CITY 


Mrs. Mount. I am Jessie R. Muni. I come from Orange, N. J. 

Mr. Kean. The next district to mine. 

Mrs. Mount. Yes. You are from Montclair. 

Mr. Kean. I live in Livingston. 

Mrs. Mount. I am investment counselor and treasurer of the In- 
vestors League, Inc., with headquarters at 175 Fifth Avenue, New 
York. I appear in the capacity of treasurer of the Investors League, 
Inc. The league is the oldest and most successful organization of 
investors with thousands of members residing in every State of the 
Union. It is an organization of investors, both small and large, 
who make up the backbone of our private enterprise system which 
is, in turn, the backbone of our national economy. I have seen the 
league almost from its beginning, and I know its whole purpose and 
the honest way in which it has worked. 

We are grateful for this opportunity to appear before your dis- 
tinguished committee on topic No. 22, capital gains. 

We do not envy this committee in dealing with the complex prob- 
lems that confront our economy. We wish, on the other hand, to 
eongratulate you on the splendid approach you are making, and in 
that respect may I say that the methods used whereby individual 
topies are discussed at one time is an excellent idea. While it neces- 
sitates organizations like our Investors League making several appear- 
ances, nevertheless, I believe a better understanding is developed 
when thoughts are devoted to just one of the complexities of the 
Internal Revenue Code at one hearing. We also appeared on topic 17, 
double taxation of dividends. The two, I think, are very closely 
allied. 

It might be said that many of the same reasons for the elimination 
of double taxation are applicable to the taxation of capital gains. 

Our country’s economic health is of vital importance to the in- 
vestors of the United States and, as a consequence, to the entire free 
world. Our worldwide responsibilities make the direct and indirect 
impact of tax legislation more critical now than ever before. 
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Just as the question of double taxation of dividends effects lack 
of venture capital, the present requirements of the Capital-Gains 
Tax Act as a roadblock or a retardant to the flow of this much needed 
money into the blood stream of industry. An adequate supply of 
equity and venture capital is the backbone of our private-enterprise 
system. 

It was venture (incentive) that really gave birth to this great 
Republic. It was the expansion of industry by virtue of risk takers 
and of incentive that created our industrial empire. 

We must all be concerned over the causes for the lack of an abundant 
supply of equity capital—the two most distinct—venture capital and 
equity capital. The soundness of our economy is dependent on an 
adequate supply and it is essential that the primary sources of these 
funds be encouraged if we are to continue our national and world 
leadership. We must give this serious thought. 

We find in looking at the record that the treatment of the capital- 
gains tax has changed from time to time, in recognition of the many 
unsolved conflicts between equity considerations on the one hand 
and revenue requirements on the other hand. 

Capital-gains tax, from a revenue-producing standpoint, has only 
produced a very small portion of tax revenue. For instance, during 
the 10-year period (from 1942 to 1951) only 3 percent of Federal 
income taxes paid by individuals was reported as receipts from cap- 
ital gains. The adverse effects, however, of the present capital-gains 
tax on investment incentives far outweigh, in economic implications, 
the amount of revenue the tax provides. 

The capital-gains tax, as it affects many investors, is in reality 
confiscation of capital. I see that very clearly in my counseling work. 

It is well known that the value of many properties owned by Ameri- 
cans increased in value, not because of any intrinsic appreciation of 
worth but rather because of inflation. Consequently, if and when 
property, be it real estate, stocks, or anything else of value, increased 
in price, the increase really indicated that the market had taken cog- 
nizance of the lower purchasing power of the dollar. The so-called 
»rofit on which capital-gains taxes are applied does not always actual- 
iy represent profit at all and the Government in applying the tax is 
actually seizing a portion of the owners’ capital. Obviously this prae- 
tice on the part of the Government discourages savings and is truly 
unfair and unjust. 

Let us turn for a few moments in another direction, for there is 
still a further reason—very insidious in its effeets—for giving the 
eapital-gains tax thorough study. Such a tax is provocative of cre- 
ating unbalanced overhanging debt. The capital-gains tax is actual- 
ly an incentive favoring debt creation, rather than equity financing, 
because interest is considered an expense and comes off first. Instead 
of the capital structure of corporations resting on stockholder con- 
tributions, i. e., equity, with a smaller proportion only in the form 
of borrowed moneys, 1. e., debt, there has been a constant tendency for 
debt to be the overwhelming weight resting on the smaller equity. 
This damages the potential structure of business and the economy 
and portends trouble in periods of low business. 

Because tax incentive favors debt creation, far better facilities 
have developed on the part of bankers to assist in debt financing 
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rather than equity financing. Salesmanship is heavily on the debt 
side. This would not be if the present roadblocks to equity financing 
were removed. 

Debt is useful for financing inventories and for, emergencies, but 
not for risk capital and major expansion programs, Debt used for 
the latter purposes tends to narrow the base of ownership which 
harms the very basis of the American form of capitalism. Under 
these conditions it is difficult to build a sound base into our fiscal 
setup. 

A healthy economy depends, in large part, on the rate of turnover 
of capital. The capital-gains tax: with its 6 months’ holding period 
prevents the proper flow of capital for, with it in force, decisions are 
colored by tax considerations, not on investment value or on when, 
where, or whether capital should be moved. Deserving ideas and 
projects that call for venture capital—which made this country 
great—are forced to borrow or die aborning because capital is locked 
up due to an unwise tax system. 

Because in an economy as is ours, the securities markets are the 
emanating centers for securing much of the capital which business 
requires, some idea of the deadening effects of the capital-gains tax 
and a proof that it is defeating itself can be seen by constant decline 
in the turnover in shares and in money from figures published by the 
New York Stock Exchange. The ratio of shares traded to shares 
listed on the exchange while they are very much greater in volume 
and quantity from 1925 through 1929 was at no time lower than 77 
percent. Even in 1932 and 1933, the depths of the depression, the 
ratio was 32.4 and 51 percent, respectively. The capital-gains tax was 
imposed in 1934. That year the ratio dropped to 24.8 percent. There 
was a steady decline from 1936 through 1942, when it was as low as 814 
percent. The high since then was in 1945 when it was 23.7 percent. 
The mean for 1952, which are the last figures, was 12.1 percent. 

As a large portion of the capital-gains tax undoubtedly is: drawn 
from security transactions it would be foolhardy to ignore the story 
such figures tell, regardless of any individual’s attitude toward securit 
and commodity markets. I know people like to say, “Oh, that is Wall 
Street.” However, other markets also feel the ill effects of the tax. 
Some relief has been afforded in the real-estate market by the quali- 
fication that the proceeds from a sale of real estate should be reinvested 
within a year and thus avoid the tax. Securities markets have not 
been so favored. 

The constant deterioration in the ratio of turnover in securities 
markets is a sign of illness. An illness caused by the tax. As already 
stated, it is on these markets that business depends for much of its 
equity and venture capital. This is the history of continued neglect of 
the equity market. Can we expect growth and progress if incentive 
and the wherewithal for the development of new ideas and young busi- 
nesses are stifled ? 

Our private-enterprise system has been built, in very large measure, 
on the theory that incentive should be provided for such effort. That 
system cannot continue to function smoothly and effectively if the 
incentives to produce are weakened by excessive and iniquitous taxes. 

While a complete abolishment of the capital-gains tax is the final 
hope, we recommend, at this time, adjustments only in the capital- 
gains tax law rather than complete elimination for we realize its imme- 
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diate removal is not consistent with the Government’s current obliga- 
tions. We know also that it will take time to work out an equitable 
solution. 

There are various ways which could be devised in our tax system 
to help to reverse the tendency to debt creation rather than equity 
financing, which the tax has encouraged. This debt-versus-equity 
problem should be given definite study in a revamping of our whole 
tax structure. But for earlier improvement and with consideration 
for the least difficulty in administrating the tax, changes in the capital- 

ains tax itself should be made. Replies on a questionnaire sent to the 
Siagils nationwide advisory board, and returned in volume by them, 
strongly favored both a reduction in the rate of tax and in the holding 
period. 

Reducing the effective rate of the capital gains by setting the per- 
centage inclusion at 25 percent instead of the present 50 percent would 
increase capital mobility by unlocking sums held frozen because of the 
self-imposed tax penalty when making a decision to take a gain. Any 
seeming loss of revenue to the Government would be counteracted by 
the fact that new revenue would be forthcoming from two sources, 
that is, (1) the unlocking of additional long-term capital holdings; 
(2) taxation of profits on new savings attracted to equity investments. 

A number of studies have been made which clearly indicate huge 
sums of what should be mobile equity capital remain immobile for 
long periods. As an investment counselor I have that to combat with 
clients who dislike—and even, at times, refuse—to take profits and 
move their capital solely because of the tax. 

That is one awful headache I have. I find people—there was an 
account last year that had been held since 1923, and the man said, 
“No; I won’t pay the capital-gains tax.” And men are far worse 
than women at that. 

The Treasury Department estimates that revenues from the present 
tax approximate about $1 billion per year. While there has been no 
past experience to be able to state how much unfreezing capital would 
increase tax revenues because of greater flexibility, historically it is 
known that the lower the tax the greater the yield. The simple re- 
moval of a mental roadblock, which the tax often is, has a tremendous 
psychological effect. We feel most sure the revenues would not suffer 
but that the economy would be greatly helped. 

The second move favored strongly by Investors League members is 
a reduction in the holding period from 6 months to3 months. Having 
to wait the full 6 months Be a sale can be made to get the benefit 
of the long-term holding, capital gains which could be taken often 
fade or disappear before the 6-month period has elapsed. Again, 

you see, it is the tax and not the investment. that governs the action. 
This means a sale then nets a smaller tax to the Government. It also 
tends to freeze the capital for an indefinite period while hoping for 
a loss to be recouped, or a gain to be reestablished. 

The league is aware of the suppositions that the reduction in the 
holding period might increase greater speculation in corporate securi- 
ties. We doubt this, from the study of data assembled on sales turn- 
over made on the New York Stock Exchange. We believe, however, 
that any increase in speculation there might be would not be of suffi- 
cient weight to. be detrimental to the Nation’s economy, particularly 
in view of the very rigid restrictions now in force, and also because 
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of the careful scrutiny which the Securities and Exchange Commis- 
sion exercises over all security markets. 

The 10 percent reduction of both the rate of tax and the holding 
period, we are confident, would mean little or no loss in revenue to the 
Government. It certainly would permit freer exercise of investment 
judgment, and would obviously result in thousands of additional 
transactions in capital assets, and consequently in substantial addi- 
tional Government revenue. It would increase the liquidity of the 
security markets and as a consequence would encourage equity invest- 
ment. 

Many countries have no capital gains tax menelaren Britain has 
no capital gains tax. Nor Belgium. Nor Canada. Certainly the 
taxes levied in this country should not be designed to hamper the em- 
ployment of capital. We do not believe it was the intent of Congress 
when it set up the holding period, that it should act as a barrier against 
investment transactions. 

We believe that better treatment of capital losses should be made so 
that after such losses have been used to offset any capital gain the 
taxpayer will be permitted to credit against ordinary income $5,000 
of capital losses in the current year and up to $5,000 in each of the 5 
following years. The present maximum deduction is $1,000. The 
chief reason for our request on this treatment is to lessen the serious- 
ness of sporadic losses to small investors. 

There are time when he takes a rather heavy loss and should be 
allowed to work it out quic ‘kly. 

In summary: The capital gains tax tends to defeat itself. It dries 
up the very sources that could vield revenue. Decisions to turn over 
‘apital are based more on taxation than on investment reasons, and 
huge sums invested in many directions remain locked up by their 
owners rather than to pay the tax on the gains. It also invites debt 
financing rather than equity financing, thus weakening the economy. 

We are of the opinion that both the taxpayer and the Treasury 
would benefit by cutting the rate of the tax in half and lowering the 
holding time from 6 months to 3 months. Because of the greater 
mobility of investment funds business would not be starved as it has 
been for venture and equity capital. New money and unlocked funds 
would move more freely into the equity markets and the economy 
would be strengthened. 

In Canada the Minister of Finance as long ago as March 1949 said: 

It is a matter of concern for the future under a system where we depend, and 
must depend, for full employment and the creation of new wealth on the willing- 
ness of our people to risk their money in constructive enterprise. 

Here is food for thought for our lawmakers. We must invite, not 
discourage, such participation. 

I thank you. 

The Cuarrman. We certainly thank you for your very fine presenta- 
tion. 

Mr. Kran. Mrs. Muni, on page 4 you make the statement that the 
capital gains tax was imposed in 1934. I think you want to look into 
that before you let that stay in the record, because there was a capital 
gains tax of 12.5 percent from 1921 on. T remember while talking to 
investors in 1929 talking to one investor who had some stock in the 
National City Bank that was then selling at $525, and he asked what 
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to do about it. He stated he just could not sell it because he would 
have to pay several hundred thousand dollars to the Federal Govern- 
ment. Then 2 years afterward the stock was selling at $25. So I 
know that tax was on then. 

Then I also remember in the same period being present when there 
was a conversation of a Senator with President Hoover. He was 
talking about the capital gains tax, and Mr. Hoover was saying he did 
not like it very much. And at that time the statement was made by 
President Hoover that he could not recommend against the tax on 
account of the fact that Secretary Mills felt he needed the revenue. 

So I think you ought to check into that. 

Mrs. Mount. I will check that. 

Mr. Kran. Maybe that was the date it was increased to a higher 
sum, but it is not quite a correct statement to say it was enacted at that 
time, and I am sure you want to have in the record what is correct, 

Mrs. Mount. Yes. 

Mr. Coorer. Along that line, I think you will find upon investigation 
that there was a capital gains tax for a while even back during the 
Civil War, which was later repealed, xs I recall, and I think from 1913 
to 1921 capital gains were taxed as ordinary income, and then in 1921 
I believe the 12.5 percent rate was fixed. 

Mrs. Muni. Well, I will have to go back historically longer than the 
sources I have been able to get hold of. Thank you, though. 

I know our dividends were put on the back of our income tax returns. 
We were not taxed on them as capital gains. 

Mr. Mason. I would like to ask the witness why this black cover 
or black setting for her statement. 

Mrs. Muni. Well, it has been one of my most grievous problems— 
the capital gains tax. It has been a little of the grief brought into 
my affairs. But we find it right across the boards with investors. 
Members of the Investors League constantly bring it up, and 1 have 
written articles in the Investors League Bulletin on various and sundry 
things. It is quite grievous. 

The Cuarrman. Thank you very much. 

Without objection, I move the following briefs be furnished the 
members of the committee and inserted in the record of the hearing at 
this point: 

The Research Institute of America, Inc.; Edison Electric Institute ; 
Association of American Railroads. 

If there is no objection, they will be inserted as part of the record, 

I hear none. 

(The matters above referred to are as follows :) 


STATEMENT BY Apprson B. CLonosry, Esa., oN BEHALF oF RESEARCH INSTITUTE 
oF AMERICA, NEW YorK, N. Y., RE Topic 22 


The tehcniecal problem to be discussed under Topic 22 (Capital Gains and 
Losses) concerns the amendments made to section 117 of the Internal Revenue 
Code by section 322 of the Revenue Act of 1951. These result in inequity to 
taxpayers with capital loss carryovers from 1951 to 1952 and subsequent years. 

yenerally, the amendments by the Revenue Act of 1951 are effective for tax- 
able years beginning after October 20, 1951. Accordingly, the first year for 
which such amendiments are effective for taxpayers on a calendar year basis 
is the calendar year 1952. 

These amendments would penalize an individual taxpayer who sustained a 
net capital loss in 1951 or a prior year which has to be carried forward to 1952 
or subsequent years and applied against long-term losses. Such amendments 
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would reduce the value of a long-term loss in the prior year to 25 percent of its 
value and a short-term loss to 50 percent of its value. Under the law prior to 
its amendment by section 322 of the Revenue Act of 1951, only 50 percent of 
long-term gains or losses were taken into account, whereas 100 percent of short- 
term gains or losses were taken into account (section 117 (b)). If a taxpayer 
had a net capital loss in any year it would be carried over to subsequent years 
as a short-term loss. In other words, the entire amount of the loss carried over 
would be given effect in subsequent years. 

The amendment provides that all capital gains and losses are to be taken into 
account at 100 percent, therefore it requires $100 of sbort-term losses of offset 
$100 of long-term losses. Thus a short-term loss of $50 which used to offset a 
long-term loss of $100 now offsets a long-term loss of only $50. In this way the 
value of the short-term carryover is cut in half. 

Consequently, if the carryover resulted from a long-term loss in a prior year 
which was governed by the law prior to the amendment, such caryover repre- 
sents one-half of the long-term loss and if it is again halved the result is that the 
taxpayer is getting the benefit of only 25 percent of the original long-term loss. 
If the carryover resulted from a short-term loss, the taxpayer is getting the 
benefit of only 50 percent of the short-term loss whereas the law in effect at 
the time the transaction resulting in the short-term loss occurred contemplated 
that the taxpayer should have the benefit of 100 percent of the short-term loss. 
Thus, the taxpayer with a net capital loss in a year prior to the amendment to 
the law, which loss is carried over and applied against a long-term gain realized 
in a year governed by the amended law, is the victim of a squeeze play. If the 
loss was a long-term capital loss, the law in effect at the time it occurred indi- 
cated that the taxpayer would receive the benefit of 50 percent of the loss, but 
the change reduces that benefit to only 25 percent. 

The section could be remedied by inserting after the first sentence of section 
117 (b) of the Internal Revenue Cc. de the following sentence: “For the purpose 
of this paragraph only, any capital loss carryover from any taxable year begin- 
ning before the date of the enactment of the Revenue Act of 1951 to a taxable 
year or years beginning after that date shall not be considered a short-term 
capital loss in the year to which it is carried forward,” and 

By repealing the last sentence of section 322 (d) of the Revenue Act of 1951 
which reads as follows: “In determining under section 117 (e) of the Internal 
Revenue Code the amount of the carryover to a taxable year beginning before 
such date, such amendments shall not affect the computation of the capital 
loss or the net capital gain for any taxable year beginning before such date.” 

This inequity exists only with respect to individual taxpayers and not to 
corporations. 

Other suggestions under subject 22 include: 

An individual should he permitted to deduct his capital losses 100 percent 
when they exceed the $1,000 limitation. 

Short-term gains or losses should be gains and losses based on assets held 12 
months or less. One hundred percent of gain should offset 100 percent of loss. 
Gain should be taxed at regular rates. Losses should be allowed in full against 
income in the taxable year and any unused portion carried forward. 

Long term gains and losses should be offset 100 percent. If the excess is a 
gain it should be taxed at reduced rates, if a loss it should be fully deductible in 
the current taxable year and the excess carried forward. 

The law should be changed so that a man in the real-estate business can have 
an investment account and use capital gains in the same manner that stock- 
brokers can operate. The stockbroker is able to have a large business of buying 
and selling stocks for the public and at the same time can have a very large 
business of buying and selling stocks for himself and merely by calling it an 
investment account can take capital gains. 

It is practically impossible for a real-estate broker to do the same thing. No 
tax consultant, tax lawyer, Department of Revenue examiner, or anyone els® 
has ever been able to explain why there should be any difference. We thir 
that you should do what you can to correct this. 

Other suggestions relating to revision in the tax laws presented by member 
of the Research Institute of Ameriea are set forth under the subject number, 
to which they pertain. Where there were several similar suggestions they have 
been incorporated into one. 
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STATEMENT OF Epison Exectrric INstIrutge, New York, IN Re Topic 22, 
CAPITAL GAINS AND LOSSES 


This statement is filed by the Edison Blectric Institute on behalf of the electric 
utility industry of the United States. 

There is a present inequity in the Internal Revenue Code arising out of the 
nondeductibility by corporations of net long-term capital losses when such losses 
are in excess of net short-term capital gains for the corporation’s current tax 
year. The fact that such excess of capital losses may be carried forward for a 
period of 5 years as an offset to net capital gains in those years, does not relieve 
the inequity or hardship on corporations. 

Such net losses in the normal situation of a corporate taxpayer are usually 
the result of transactions which are an integral and essential part of the corpo- 
ration’s operations. In the case of utility companies investments may be made 
in the capital stock of local industries with the object of promoting local employ- 
ment and business activity which in turn will increase the utility’s revenues and 
scope of operations, or in corporations engaged in research or development of 
new processes or enterprises which, if successful, would enhance the utility’s 
revenues or reduce its operating costs. Also, two or more corporations may 
jointly invest in the stock of a new corporation at the insistence of a governmental] 
authority to promote the national defense effort or for the public good in general. 
For example, a group of electric utilities has recently organized a separate 
corporation to develop electric resources for the Atomic Energy Commission. 
The electric industry is joining chemical companies in research toward the 
development of generating electricity from nuclear energy. 

Such necessary exploratory and research undertakings are made, in many 
instances, through separate corporations with the knowledge that partial or 
complete failures may occur in many instances. 

In event any such investments become worthless the loss under the present 
law could not be taken as an ordinary loss deduction against income. Under 
existing code provisions any such loss deductiotns are sharply limited to those 
where the corporate investor owns 95 percent or more of the stock of the cor- 
poration in which the investment has been made, and where such ownership is 
present in a worthless security situation the investment is not deemed a capital 
asset hence the loss is not a capital loss. 

The position of our country today demands an aggressive policy in the develop- 
ment of new ideas, methods, techniques, and the more extensive and economical 
utilization of our natural resources. The utility industry has always sponscred 
and is now actively furthering such programs. The attendant risk should be 
recognized in our tax laws and if loss occurs it should be allowed to the same 
extent as any other legitimate cost of operation. 

Therefore, to determine true corporate net income for any current tax year 
it is respectfully urged that code section 117 (d) (1) should be amended so 
that, in the case of corporations, the excess of net long-term capital losses over 
net short-term capital gains, when incurred as a result of transactions which 
relate to the principal business purpose or purposes of the corporation should be 
allowed as an ordinary loss deduction and not as a capital loss, regardless of the 
percentage of stock represented by the investment, with the proviso that such 
losses shall not be so allowed if they arise from manipulation of losses having 
no supporting business purposes. 

Appropriate corollary amendment should be made to the loss carryover pro- 
visions of the code as affecting corporate taxpayers. 


STATEMENT OF THE ASSOCIATION OF AMERICAN RAILROADS RELATIVE TO Topic 22, 
CAPITAL GAINS AND Losses, INCLUDING PropLeMs RELATING To Basis 


The provisions of section 117 (j), Internal Revenue Code, providing for the 
taxation of property used in the trade or business, should be retained 


Section 117 (j) of the Internal Revenue Code provides in effect that a net gain 
from the sales (including exchanges and involuntary conversions) of “property 
used in the trade or business” of a taxpayer and held for more than 6 months is 
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to be treated as a capital gain. In the case of a loss, it is to be treated as an 
ordinary loss. 

Prior to the Revenue Act of 1938 the law provided that “capital assets” meant 
property held by the taxpayer (whether or not connected with its trade or 
business) excepting stock in trade, inventory, or property held by the taxpayer 
primarily for sale to customers in the ordinary course of its trade or business. 
Under this definition, property used in the trade or business, including real 
property excepting that specifically excluded constituted capital assets. Gain 
on its sale or other disposition was taxable as capital gain and losses were treated 
as capital losses subject to the limitations on such losses. In 1938 a subcom- 
mittee of the Committee on Ways and Means made a very extensive study and 
submittted a report on a “proposed revision of the revenue laws.” In this report 
the subcommittee recommended that there be excluded from the definition of 
capital assets property used in the trade or business of a character which is 
subject to the allowance for depreciation. This would make gains and losses 
from the sales or exchanges of such property ordinary gains and ordinary losses. 
The report stated that the amendment would permit ordinary losses upon the 
sale of business property which is not sold in the ordinary course of business. 
Particular reference was made to the sale of business machinery which had 
become obsolete and an example was given of the hardship which resulted under 
the existing law when such obsolete business machinery had to be sold at a loss. 

The recommendation of the subcommittee was adopted by the Ways and Means 
Committee, the change was approved by the Senate, and became law in section 
117 (a) of the Revenue Act of 1938. This remained in the law until passage of 
the Revenue Act of 1942. 

The revenue bill of 1942 as reported by the Ways and Means Committee 
returned buildings and other depreciable property used in the trade or business 
within the definition of capital assets and added a new subsection 117 (j) of the 
Internal Revenue Code providing that gains on the sale or exchange of depreciable 
property used in the trade or business and held for a prescribed period should 
be considered to be capital gains and that losses on such sales or exchanges 
should be considered to be ordinary losses under conditions prescribed in the 
subsection. 

The Senate Finance Committee considered it to be appropriate to treat all 
property used in the trade or business alike. The Finance Committee, therefore, 
recommended that land as well as depreciable property used in the trade or 
business be excluded from the definition of capital assets and be included in sec- 
tion 117 (j). This plan was adopted in the final enactment of the Revenue 
Act of 1942. 

The provisions of the Internal Revenue Code relating to property used in the 
trade or business have not been changed since the Revenue Act of 1942 except 
that section 117 (j) was amended by the Revenue Act of 1951 to include within 
the term “property used in the trade or business” all livestock held for draft, 
dairy, or breeding purposes, growing crops sold as a part of the land upon a sale 
of the land, and timber or coal with respect to which subsection 117 (k) (1) or 
(2) is applicable. 

It is to be remembered that the term “property used in the trade or business” 
as used in section 117 (j) does not include property of a kind which would 
be includable in inventory if on hand at the close of the taxable year or property 
held by the taxpayer primarily for sale to customers in the ordinary course of 
the trade or business. Thus, the provisions of section 117 (j) do not apply to 
ordinary business transactions which should be reflected in the ordinary profits 
and losses of the business. The capital gains treatment given to gains upon 
the sale or exchange of such business property is obviously proper because such 
sales are not sales in the ordinary course of the business. They are sales of 
property held for the production of income. They are thus sales of capital 
assets and the capital gains treatment is proper. The correctness of this treat- 
ment for such property has been recognized by Congress through the amend- 
ments made in 1951 to insure capital gains treatment upon the sales of growing 
crops sold with the land, sales of livestock used for draft, dairy, and breeding 
purposes, and certain dispositions of coal and timber. , 

On the other hand, where losses occur upon the sale or exchange of such 
business property the extreme hardship which would result from limiting the 
losses on such transactions in the same manner in which losses on the sale of 
capital assets are limited was pointed out in the subcommitee report in 1938 
and has not since been questioned. 
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In connection with the Revenue Act of 1950 it was stated in an exhibit filed 
by the Secretary of the Treasury that the provisions of 117 (j) were enacted 
in 1942 to facilitate the disposition of obsolete business properties and to 
encourage the acquistion of new equipment necessitated by the war emergency. 
Today, it is obvious that everything possible should be done to facilitate invest- 
ment in business expansion in order to maintain and, if possible, increase our 
present level of employment. 

In view of the foregoing, it is apparent that there should be no change in 
the provisions of section 117 (j). 

The Cratrman. The next witness is Mr. Robert H. Myers, Esq., 
of Johnson & Johnson, New Brunswick, N. J. 

If you will give your name, address, and the capacity in which you 
appear, we will be glad to hear you. 


STATEMENT OF ROBERT H. MYERS, OF THE FIRM OF WILLIAMS, 
MYERS & QUIGGLE, WASHINGTON, D. C. 


Mr. Myers. My name is Robert H. Myers. I am an attorney in 
the firm of Williams, Myers & Quiggle with Washington offices. 

Mr. John J. Gibson, secretary and a director of Johnson & Johnson, 
expected to be here to represent that company, but unfortunately 
Mr. Gibson is suffering from bursitis and asked me to appear in his 
place. 

My purpose in appearing before you today is to discuss wnat we 
believe to be the inequity of taxes on so-called capital gains on Treas- 
ury shares transferred to our employees as compensation. Our em- 
ployees pay an income tax on the market value of the shares they 
receive. 

The Cuatrman. Now, this is a very, very long document. I see 
it is typed on both sides. I do not want to foreclose anybody, but 
we are trying to get over to the House as early as we can. I wonder 
if you are going to read all of this. 

Mr. Myers. No, sir. It will only take me 10 minutes to read my 
part. I would like to request, though, that the the study on which 
my testimony is based be inserted in the the record, if possible. 

The CuatrmMan. Without objection, it is so ordered. 

(The matter above referred to will be found at the conclusion of 
the statement by Mr. Myers. ) 

Mr. Myers. As I said, our employees pay an income tax on the 
market value of the shares they receive. In addition, if the market 
has risen between the time the shares are purchased for this purpose 
and the time they are delivered to the Snisiclig as compensation, the 
Bureau asserts a tax on the corporation in the form of a capital-gains 
tax on the gain which in simple fact does not exist. We very seriously 
urge amendment of the Internal Revenue Code to eliminate this tax 
which, in the final analysis, does no more than reduce the proprietary 
interest which the company can afford to give the employee. We feel 
that the elimination of this tax is warranted not only because the 
tax is unjust but also because by so doing Congress will encourage 
sound, lasting employee-employer relationships. 

In the interest of time, I am going to limit my comments to the 
conclusions drawn from the study that has been inserted in the 
record, 

1, Johnson & Johnson was among the first corporations to establish 
a policy of awarding common stock to deserving employees as extra 
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compensation. The plan was initiated in 1922, at a time when the 
company was a family corporation, and has continued to the present, 
<ebenah the stock was listed on the New York Stock Exchange in 
1944. ‘The results have been very satisfactory. We find that, al- 
though our employees seldom go out and buy our stock with earnings 
saved after income tax, they do retain the stock donated to them, 
paying the income tax from their savings. 

2. Our employee stock donation contracts call for donation of stock 
to the employee in equal installments over a 5-year period, if he re- 
mains in our employ. The employee reports the value of the shares 
received as income in the year in which received and pays an income 
tax on that amount. 

3. Because the contracts cover a 5-year period, there is usually a 
timelag between the time of purchase of shares by the company and 
the time of their delivery to employees. Because of the fact that the 
market price for the shares is continually fluctuating, the value on the 
day of purchase and the value on the day of transfer is seldom the 
same. However, the company has felt that it could not safely wait 
until delivery of stock is required by the donation contracts but should 
purchase shares to cover contracts as fhe contracts are issued. 

4. Our experience has been that the taxing authorities claim a tax 
on the difference in value in years when the prices have moved higher 
on the ground that the company is dealing in its own shares as it 
might in the shares of another. But in years when the prices have 
moved down, recognition of loss has been denied on the ground that 
the transaction is a capital transaction. 

5. We believe, and the study which has been inserted in the record 
clearly shows, that the corporation in fact has no gain or loss. The 
fact is that the company assets do not change as a result of the price 
changes in our stock. Quite the contrary, the only effect on the cor- 
poration, as distinguished from its shareholders, is restrictive in 
nature. This restriction results from the fact that although our net 
assets do not change our earned surplus from which we can pay ordi- 
nary dividends is decreased and our capital surplus from which we 
may not be able to pay ordinary dividends is increased. The increase 
and decrease are equal. 

6. I do not mean to suggest bad faith on the part of the taxing 
authorities. Their position is to a large degree dictated by the con- 
fusion which surrounds the nature of treasury shares. Our study 
deals with the nature of the treasury shares and also details the his- 
tory of the treatment of treasury share transactions from the tax 
point of view from 1917 to date. It would take too long for me to 
rehearse those matters now. Suffice it to say that treasury shares are 
not ordinary shares—they most closely resemble shares of original 
issue. They are not like the shares of another corporation, because 
they are not assets. They represent nothing more than the right to 
issue other shares. 

7. These distinctions were reasonably clear in the early twenties, 
But the waters were muddied in the late twenties when some corpora- 
tion sold assets or canceled debts and accepted treasury shares in pay- 
ment. ‘The courts saw through these transactions and correctly held 
that there was a gain or loss on the assets transferred for or on the 
debts extinguished by the treasury shares. The treasury shares were 
merely the medium of payment. The Treasury Department in the 
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mid-thirties changed its regulations intending to cover these situa- 
tions. Several years later a General Counsel’s memorandum was 
issued which was supposed to have been based on the changed regula- 
tions, but which held for the first time a transaction to be taxable 
where u corporation disposed of treasury shares as contrasted to dis- 
posal of assets or debt in return for treasury shares. The result was 
confusion, 

8. The result of a transfer of treasury shares as compensation is a 
shift of ownership interest from the present shareholders to the em- 
ployees. What the employee gets is, as our study shows, always equal 
to what the shareholders give up. This fact remains—no matter the 
price at which purchased or the value at which transferred. The effect 
of a shift in market price is to increase or decrease what is given or 
received. This does not affect the corporation because its assets remain 
constant. Yet from the time of the interpretation of the General 
Council of the Bureau of Internal Revenue, the appellate courts have 
gone far astray. As a result, we have reached the point, which is 
wholly unsound and unrealistic, wherein all transactions in treasury 
shares—except shares of original issue—are taxable. 

9. The courts have now come to the point where they appear to 
ignore the fact that profit or loss on treasury shares arises when the 
treasury shares are acquired and not when they are sold. The courts 
further ignore the clear distinction which exists when treasury shares 
are transferred for compensation rather than sold for monetary 
goods. They appear to refuse to recognize the fact that net assets 
are not changed when treasury stock is transferred as compensation. 
They appear to conclude that there is a profit on a transaction where 
an asset 1s merely distributed over a larger number of shares of stock. 
The courts appear to ignore the very nature of the transfer of treasury 
shares to employees, although Justice L. Hand clearly raised the 
issue in his dissent in the Air Reduction case by his comment: 

I cannot imagine how a corporation can deal in its own shares in a way less 

“as it might in the shares of another corporation,” than when it offers them to 
its own officers as an inducement to give them an interest in the business; 
surely the shares of another corporation would not serve that purpose. 
The fact is that the courts have gone so far as to take the position that 
the taxable gain (which they conclude results from a disposition of 
treasury shares) can be simply and artfully avoided by the simple ex- 
pedient of canceling or retiring the treasury shares and having the 
corporation authorize previously unissued shares in lieu thereof. 
Such fallacious and unrealistic conclusions by the courts and such 
formalism should not be the basis of determining a tax liability. 

10. We should return to the sound basis existing at the time of the 
change in the regulations in 1936—a basis which obviously was in- 
tended by that change in the regulation. However, there has been 
such a welter of decisions by the courts ignoring these sound principles 
that the hope of having the courts reverse themselves seems too remote 
and the road to court satisfaction too long and too expensive. 

11. It is submitted that the matter should have prompt and adequate 
attention in the form of an amendment to the law by Congress. Such 
a change should provide retroactively at least through the calendar 
year 1950 that a disposition of treasury shares to employees either by 
way of stock options or by way of compensation is not a transaction 
which is equivalent to dealing in the corporation’s stock but is, in 
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fact, a transaction on which no gain or loss is to be recognized. This 
would provide a real incentive to shareholders to continue and to ex- 
pand the existing program to share their profits with their employees. 
It would encourage sagen participation in ownership and lead to 
sound and lasting employer-employee relationships. 


(The matter submitted for the record by Mr. Myers follows: ) 


THE INEQUITY OF TAXATION ON SO-CALLED CORPORATE CAPITAL GAINS AND LOSSES 
ON TREASURY SHARE TRANSACTIONS 


ENCOURAGEMENT OF EMPLOYEE PROPRIETARY INTEREST, BY JOHNSON & JOHNSON 


Since 1922, Johnson & Johnson of New Brunswick, N. J., has awarded de- 
serving employees extra compensation in the form of common stock of the 
company. The purpose of the policy is to assure continuity in employment of 
full-time supervisory or executive employees. The plan has been very suc- 
cessful in stimulating employee interest by way of the added incentive fostered 
by the proprietary interest created. From a management point of view, the 
results have been most satisfactory. 

Prior to 1944, Johnson & Johnson was essentially a family corporation. Its 
securities were not listed on any exchange and were so closely held that they 
were generally unknown to the investing public. In 1944, the company was 
recapitalized, its stock was listed on the New York Stock Exchange and a 
broad market was created for its corporate shares. 

From the outset, the employee stock compensation plan has involved separate 
contracts with the individual employee. The contracts are not all exactly 
alike* however, they generally provide that the company shall donate’ to 
the employee a specified number of shares of common stock in equal— 
usually five—installments if he is still employed. Dividends are paid the em- 
ployee on stock in his possession and an amount equivalent to the dividend is 
paid the employee on stock as yet undelivered. The donated stock is the 
ordinary common stock of the company.’ 

Johnson & Johnson has always advised its employees that taxable compen- 
sation was involved and has made information returns on the assumption 
that each employee receives as income the fair market value at time of issue 
of the shares. Such fair market value has been deducted as compensation. 

For the past two decades, Johnson & Johnson and the Bureau of Internal 
Revenue have disputed the correct tax treatment of the difference between the 
cost of the treasury shares on the date purchased to meet contract commit- 
ments and the market value on the date transferred to employees. In sub- 
stance, the Bureau has disallowed a capital loss deduction in years when the 
price is lower on the ground that the transaction is a transaction in corporate 
capital, but in years when the price is higher it demands a tax on the ground 
that the corporation is dealing in its own shares as it might deal in the shares 
of another corporation. 

The inconsistency of the Bureau position and the resulting confusion is not 
unique in the field of treasury shares. A superficial investigation will demon- 
strate that from business, legal, acounting, and tax points of view there has been 
confusion for years. Economics, accounting, law, and administrative inter- 
pretations are frequently in conflict because treasury shares are little under- 
stood. As time passes, confusion is compounded. For this reason, Congress 
can perform a real service by taking clarifying action. 


LEGISLATIVE HISTORY 


The gross income of a corporation includes gains or profits and income de- 
rived from any source whatever.‘ The 1917 Treasury Regulations first dealt 
with the purchase and resale of treasury shares. They provided that when 
treasury shares were resold at a price in excess of repossession cost, the excess 
should be returned as income.* The following year the preliminary edition of 


1A copy of the current contract is attached as exhibit I. 

? Prior to 1944 some contracts provided that the employee pay part consideration. 

* Prior to 1944 there were transfer restrictions and options (or obligation) to repurchase 
which distinguished some of the stock from other common stock. 

“I. R. C. $22 (a). 

® Regs. 33 (revised) art. 98. 
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the regulations provided that the sale of donated treasury shares was a capital 
transaction and that the proceeds of sale did not constitute income, but, if oth- 
erwise acquired, the excess of sales price over cost was income. When issued, 
however, the regulations as they related to original sale of capital stock, sale 
of donated treasury shares, and sale of treasury stock provided that the pro- 
ceed “will be considered a capital transaction and * * * will be treated 
as capital and will not constitute income of the corporation. A corporation 
realizes no gain or loss from the purchase of its town stock.”* Subsequent 
regulations through 1934 continued this same wording with the exception that 
the final sentence was modified to embrace both purchase and sale. 

In 1932 the first circuit in Commissioner v. S. A. Woods Machine Company * 
reviewed the question of the tax consequences of the settlement of a patent in- 
fringement judgment with capital stock. Prior cases had pivoted on the mean- 
ing of “capital transaction”. ‘The ninth circuit in the Walville Lumber case* 
and the district court, western district of Pennsylvania in the Spear case* had 
examined the meaning of “capital transaction.” In the former, the court evi- 
denced interest in what taxpayer “actually got.” In the latter, they held that 
“substance” governed. When the first circuit decided the Woods case it fol- 
lowed this lead and held that whether the acquisition or sale by a corporation 
of shares of its own stock gives rise to a taxable gain or a deductible loss de- 
pends upon “the real nature of the transaction.” 

In 1934 the regulations were amended by Treasury Decisions 4430.°% No 
change was made respecting gain or loss on stock of original issue. However, 
the remainder of the regulation was amended to reflect the Woods, Walville 
and Spear cases: 

“Acquisition or disposition by a corporation of its own capital stock.—Whether 
the acquisition or disposition by a corporation of shares of its own capital stock 
gives rise to taxable gain or deductible loss depends upon the real nature of the 
transaction, which is to be ascertained from all its facts and circumstances, * * * 

“But where a corporation deals in its own shares as it might in the shares of 
another corporation, the resulting gain or loss is to be computed in the same 
manner as though the corporations were dealing in the shares of another. So 
also if the corporation receives its own stock as consideration upon the sale of 
property by it, or in satisfaction of indebtedness to it, the gain or loss resulting is 
to be computed in the same manner as though the payment had been made in any 
other property. Any gain derived from such transaction is subject to tax, and 
any loss sustained is allowable as a deduction where permitted by the provisions 
of applicable statutes.” 

CAUSES OF CONFUSION 


(a) The nature of the treasury share 


Confusion in the nature of treasury-share transactions is prompted in part by 
the fact that although the corporation is separate and distinct from its share- 
holders it can purchase shares in itself. This raises the question as to whether 
or not a corporation becomes a shareholder when it purchases treasury shares. 

When a corporation purchases shares of another corporation, it acquires all of 
the rights, duties, and obligations inherent in the ownership of stock. In other 
words, it becomes a shareholder. It can vote, it participates in profits, it shares 
on liquidation, etc. But when a corporation buys its own shares, all the rights, 
duties, and obligations normally inherent in stock ownership become dormant. 
The vote is lost. Participation in profit and on liquidation is lost. In a real 
sense, therefore, a corporation does not become a shareholder in itself. 

A related factor leading to confusion is concerned with what the corporation 
acquires when it purchases treasury shares. As noted above, the shares it ac- 
quires are not ordinary shares. They are similar rather to original shares.” 
In the final analysis, when it acquires treasury shares, a corporation in the 


* Regs. 45, art. 542. 

757 Fed. 2d. 635. 

835 Fed. 2d 445. 

°54 Fed. 2d 134. 

2° XIII-1 GB 36. 

“The differences are negligible and, such as they are, they relate to shareholder and 
ereditor (as contrasted to corporate) rights, duties, and obligations. (a) The purchaser 
of treasury shares is not usually liable to creditors for the amount of any discount or 
purchase. (b) The approval of present shareholders is not usually required prior to issue. 
(c) Present shareholders usually have no pre-emptive right in treasury shares. 
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absence of reduction of authorized capital,” acquires no more than the right to 
issue other shares which are not unlike shares of the original issue.” It obtains 
none of the rights usually associated with the stockholder. 


(b) Accounting factors 


There is substantial agreement today on the proper method of accounting for 
treasury shares although the treatment has not always been consistent. 

It is generally agreed that treasury shares can be purchased only out of surplus. 
The reason is that reduction of net assets below stated capital affects a preferen- 
tial distribution of capital. 

A corollary to the above is that treasury shares are not assets. This is implied 
by the above. What reduces net assets cannot itself be an asset. This conclusion 
is emphasized by the fact already noted, i. e., the corporation acquires by the 
purchase of treasury shares no more than the right to issue new shares which 
are like original shares. Since original shares are not assets, it follows that 
treasury shares are not assets. 

The entry most generally recommended is to record treasury shares pending 
disposition as an unallocated reduction of capital and surplus.“ Upon disposition 
a gain is entered as capital surplus and a loss is entered as a reduction of capital 
surplus or a reduction in capital.” 


ILLUSTRATION 


Two examples demonstrate the difference between treasury share transactions 
and transactions in other capital. 


(a) Transaction in treasury shares 


Assume corporation X is formed for the purpose of investing in corporate 
securities, including its own. A, B, and © each subscribe $1,000 for 10 shares 
of ($100 par) stock. X invests $2,000 in miscellaneous securities and retains 
$1,000 as cash. A, needing money, offers his shares to corporation X, which 
purchases them for $700 and holds them as treasury shares, Later, X sells the 
treasury shares to D for $1,000. X is liquidated. 

The following is apparent: 

1. Upon liquidation, the pro rata share (on the ownership interest) of 
shareholders B, C, and D is $1,100. Since each paid $1,000 for his shares, 
each has a gain of $100. 

2. Shareholder A paid $1,000 for his shares and sold them for $700. He had 
a $300 loss. 

3. The sum of the shareholders’ gains ($300) equals the shareholder's loss 
($300). 

It is important to consider the interrelated factors to see how and when the 
gains and losses occurred. 

1. At the moment the corporation bought A’s shares—shareholders B 
and C became equal owners of the net assets of the corporation. The net 
assets then had a value of $2,300, thus the value of each interest at the 
moment of purchase became $1,150. In other words, at the moment of 
change in ownership interest, there was an adjustment in the value of the 
ownership interest of the remaining shareholders. 

2. At the moment the corporation sold treasury shares to D—shareholders 

B, C, and D became equal owners of net assets of the corporation having a 
value of $3,300." The value of each one-third interest at the moment of sale 
became $1,100. At the moment of change in ownership interest there was 
again an adjustment in the value of the ownership interest of all the share- 
holders.” 


®@ The above does not specially consider the power to partially liquidate which is obtained 
by a corporation through a purchase of treasury shares for the purpose of reducing author- 
ized capital. It is not necessary for present purposes to consider this power, since Treasury 
regulations provide that a partial liquidation resulting from the reduction of authorized 
capital does not produce corporate gain or loss. 

48 Gain or loss on original issue is not subject to tax. 

“If treated simply as a deduction from stated capital, the necessary adjustment for 
discount or premium may be confusing when it is necessary to determine available surplus. 
If treated simply as a deduction from surplus, the effect on capital is not clearly shown. 

% As in the case of gain or loss on original issue. 

16 Capital, $2,000 (securities) plus $300 (cash). 

17 Capital, $2,000 (securities) plus $1,000 (cash) ; capital surplus, $300 (cash). 

74% Any number of transactions could be added to demonstrate the adjustment in owner- 
ship equity which inevitably flows from the purchase or sale of treasury shares. Simul- 
taneous transactions in treasury shares would produce immediate and complex adjustments 
in the equities of the shareholders. 
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8. Considering shareholders past and present as a whole, no shareholder 
gain or loss results. Individual shareholders have gains or losses, but the 
gain of one becomes the loss of another. 


(0) Transaction in other corporate securities. 

Assume as before that A, B, and C each subscribe $1,000. X invests $2,000 in 
corporate securities and retains $1,000 in cash. Corporation X (instead of buying 
A’s shares for $700 and reselling them for $1,000) purchases other corporate 
securities for $700 and sells them for $1,000. X is liquidated. 

The following is apparent: 

1. Upon liquidation, the pro rata share of shareholders A, B, and C is 
$1,100. Since each paid $1,000 for his shares, each has a gain of $100. 

2. No shareholder has a loss. 

3. The sum of the shareholders’ gains ($300) is not balanced by share- 
holder loss. 

The interrelated factors are different: 

1. At the moment the corporation bought corporate securities for $700 
there was no adjustment in shareholder equity. A, B, and C were equal 
owners of the net assets of the corporation. These assets had a value of 
$3,000 ” and therefore the value of each interest at the moment of purchase 
was $1,000. The adjustment was in the form of the corporate assets, 

2. At the moment the corporation sold the securities for $1,000 there was 
an adjustment in ownership equity. A, B, and C were equal owners of the 
net assets of the corporation. These assets had a value of $3,300.% The 
value of each one-third interest at the moment of sale became $1,100. 

3. Considering shareholders past and present as a whole, a net gain results. 
The shareholder gain is not offset by a shareholder loss. 


(c) Comparative analysis 


A comparison of these two examples demonstrates: (1) When a corporation 
purchases or sells treasury shares, the moment the transaction is complete there 
is an adjustment in the value of shareholder ownership interest—usually called 
ownership equity. By contrast, when the corporation purchases the shares of 
another corporation, there is no adjustment in ownership equity, but when the 
corporation sells the shares of another corporation there is an adjustment in 
ownership equity. (2) When treasury shares are bought or sold, the sum of the 
gains of all the shareholders equals the sum of the losses of all the shareholders. 
By contrast, when the transaction is not in treasury shares, shareholder gains 
do not equal shareholder losses. (3) Since treasury share transactions relate to 
the release or capture of ownership capital, a gain results in capital surplus. A 
gain on other corporate securities becomes earned surplus.“ (4) The monetary 
gain on the treasury share transaction came at the moment of purchase,” but 
the gain on the securities of other corporations came at the moment of sale. 

These differences are clear, yet when applied to the specific case, confusion 
may result. The basic problem is to determine when a corporation is engaged 
in a transaction which primarily affects capital and when a corporation is 
engaged in a transaction which does not primarily affect capital. This has always 
been the problem. The early cases substantiate this conclusion. 


EARLY CASES 


In 1928 the Tax Court in the Behilow case,” reviewed a transaction wherein a 
corporation purchased shares of its own stock. The consideration was stock 
which it owned in other corporations. The court held that this was not a trans- 
action in capital but a sale of assets. Since the cost of the corporate securities 
transferred exceeded the expressed consideration, the court allowed a loss. 


® Capital, $2,700 (securities) plus $300 (cash). 

2° Capital of $2,000 (securities) plus $1,000 (cash) ; earned surplus, $300 (cash). 

™The difference between capital surplus and earned surplus is best illustrated by the 
fact that dividends out of the former are not taxable (merely restating ownership interest) 
whereas dividends from the latter are taxable. In the state of incorporation (N. J.), it 
has been held that cash dividends cannot be paid out of capital surplus (5 N. J. Super. 

77). 

2 One fallacy in thinking results from the failure to constantly keep in mind the fact 
that par (or stated value) has already been paid for a treasury share. Subsequent trans- 
actions involve change in ownership interest. When an original owner sells for less than 
he paid, he contributes his loss to the shareholders remaining. No other taxable trans- 
action is known where an attempt is made to tax at purchase. 

%12 BTA 1365. 
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In 1929, the Tax Court in the New Jersey Porcelain case,™ considered the 
problem of the sale of a manufacturing plant owned by the taxpayer for treasury 
shares owned by the purchaser. The court found that the transaction was the 
sale of a capital asset and not a transaction in capital, i. e., a purchase of treasury 
shares. Since the market value of the treasury shares was less than the depre- 
ciated value of the plant, the court recognized a loss. 

That same year the ninth circuit decided the Walville Lumber case.™ In 1908 
the taxpayer had purchased timberlands and stock in another corporation for 
shares of its own capital stock. Eleven years later there was a capital reduction 
by the taxpayer and a liquidation of the other corporation. By agreement, the 
taxpayer received its own shares in exchange for its interest in the liquidating 
company. The court held that what the taxpayer “actually got” for its invest- 
ment in 1908 was its own shares in 1919. The difference between the value of its 
own share and the cost of the investment was held to be a loss. The transaction 
was not a transaction in capital. 

In 1931 the district court, western district, Pennsylvania decided the Spear 
ease.” The taxpayer exchanged a store for shares of its own stock. The court 
found that the value of the store was greater than the value of the stock. A loss 
was recognized. 

In 1932 the fifth circuit decided the Johnson case.” In this case the taxpayer 
purchased treasury shares from one of its shareholders. Later, taxpayer dis- 
posed of all of its assets. The court held that taxpayer did not increase the 
cost of its assets by the purchase of its treasury shares. The purchase of treasury 
shares was a transaction in capital. 

That same year the first circuit decided the Woods Machine case.™ In this 
ease the taxpayer accepted shares of its own stock in settlement of a patent- 
infringement judgment. The court held that the stock was merely the medium 
of payment, that there was no readjustment of capital structure, and that the 
“real nature” of the transaction governed. The court recognized a gain on the 
part of the taxpayer measured by the difference between the amount of the 
judgement and the value of the stock. 

At this same time the Tax Court decided the Houghton case. In this case a 
deceased employee’s debt had been charged off by the taxpayer. Subsequently, 
the late employee’s wife turned in shares of the taxpayer's stock. The court held 
that the taxpayer had accepted stock in satisfaction of an obligation, and, since 
the obligation had been written off, there was a gain resulting in income. 

In 1933 in the Boca Ceiga case,” the third circuit held that when the taxpayer 
exchanged real estate for shares of its own stock, and when the stock was of 
greater value than the real estate, a gain to the taxpayer resulted. 

In 1934 the Tax Court held in the Niagara Shares case," that when the cor- 
poration exchanged shares held by it in another corporation for its own shares, 
assets were exchanged for stock. Since this was not a transaction in capital, a 
loss was recognized. 


2 


Modification of Treasury Regulations 


It was at this time that Treasury Regulations were modified. The Treasury 
maintained its position that no gain or loss resulted from gain or loss on original 
issue. However, the “real nature of the transaction” ascertained for all the facts 
and circumstances was to determine whether or not an acquisition or disposition 
by a corporation of shares of its own capital stock gave rise to a taxable gain or 
loss. Gains or losses were to be computed “as though payment had been made 
in any other property” if the corporation received its own shares either as con- 
sideration for the sale of property or in satisfaction of debt. Moreover, where a 
eorporation dealt in its own shares “as it might in the shares of another corpora- 
tion,” gains or losses were to be computed “as though the corporation were dealing 
in the shares of another.” 

Until this amendment to the regulations, the cases had dealt with the nature 
of capital transactions. In all the cases the corporation could have achieved the 
same end and the same financial result by the use of cash. In the Behlow case, 
the securities of the other corporations could have been sold and then the 
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treasury shares purchased. In the New Jersey Porcelain case, the company 
could have sold the plant for cash and then bought its treasury shares. In the 
Walville Lumber case, the liquidating company could have sold the taxpayer’s 
stock and paid the taxpayer his liquidating dividend in cash. In the Spear case, 
the taxpayer could have sold the store and purchased the shares with cash. In 
the Woods Machine case, the judgment debtor could have sold the stock and then 
satisfied the judgment with cash. In the Houghton, Boca Ceiga, and Niagara 
Shares cases, cash in lieu of treasury shares would have produced the same 
results. By contrast, in the Johnson case cash could not have been substituted. 
The transaction was a capital transaction. 

In all these cases there were, moreover, elements not related to a capital trans- 
action. Treasury shares were only the means. In these cases, the income or 
loss was not created by the receipt of a corporation’s own shares, but resulted 
from the sale of assets which had appreciated or depreciated, or from the cancel- 
lation of indebtedness, or from the satisfaction of judgment at less than the value. 
Treasury shares were merely a medium of exchange. 

The transactions were treated by the courts as if payment had been made in 
other property, and a part of the amendment to the Treasury regulation reflected 
this fact by providing that when a corporation received its own shares as con- 
sideration for the sale of property or in satisfaction of a debt, gain or loss would 
be recognized. 

The genesis of the phrase, “when a corporation deals in its own shares as it 
might in the shares of another corporation” is not soclear. There is no particular 
case or line of cases which prompted this language. The language indicates that 
treasury shares are not to be used as assets because the parallel, the shares of 
another corporation, are assets. It probably was intended as a general policy 
statement, but its very generality has lead to conclusions which have done more 
to confuse this matter than any other single factor. As a result any transaction 
by a corporation in its own shares (other than shares of original issue) in the 
absence of actual retirement is subject to dispute. 

In 1935, the year following the change in the regulations, the fifth circuit 
considered the Dorsey case,” where a corporation exchanged real estate for shares 
of its own stock. Shortly thereafter the sixth circuit decided the Allyne Zerk 
case,” where a taxpayer corporation sold its assets to another corporation and as 
part consideration, received shares of its own stock. In both these cases, the 
gain on the sale was held taxable. Neither case added anything new. 











G. C. M,. 16651 


















Something new was added in 1936, by G. C. M. 16651.% A taxpayer had 
requested advice as to whether the sale of its stock to its employees under a 
stock purchase plan was a transaction in which gain or loss was to be recog- 
nized. To provide for the shares subscribed for under the plan, shares had 
been purchased in the open market. The general counsel ruled that a gain 
derived constituted taxable income. He stated that the question was governed 
by the amended regulations and cited the Woods Marketing case as authority for 
the proposition that “the acquisition or sale by a corporation of its own stock, 
other than in a readjustment of its capital structure in the nature of a capital 
transaction, may result in a taxable gain.” Neither the terms of the stock 
purchase plan, nor its purpose or scope was disclosed. 

















EXPERIENCE OF JOHNSON & JOHNSON 





By 1936, Johnson & Johnson had had considerable experience with this prob- 
lem. Purchases of its own stock to meet employee contract commitments had 
produced the following losses : 


ae i niacin tla dt oe ee $63, 600 
>, PE REE Oly OGD W008 eee a ee 49, 120 


The Commissioner made a written factual determination in each of these 
years that Johnson & Johnson was not dealing in its own shares as it would 
in the shares of another corporation. The losses were not allowed on the ground 
that transaction was one of capital. These determinations were all subsequent 
to the court decisions above and were not only subsequent to both T. D. 4430 and 
G. C. M. 16651 but specifically considered one or both, 
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The shareholders of Johnson & Johnson had been among the first to encourage 
ownership of a proprietary interest in the company by the employee. To accom- 
plish this, they agreed to share their ownership. In return they hoped to bene- 
fit by the reduction of the loss resulting from employee turnover and also to 
benetit from the results of the interested efforts of an employee who was working 
for himself as well as for the company. 

Ownership was represented by 165,000 shares of common stock. Some of 
these shares had to be acquired and turned over to the employees. If they 
could be acquired and immediately transferred to the employee, at cost, there 
could be no question of a corporate gain or loss; although there would be a 
change in the number of shareholders; a shift in number of shares owned; and 
a shift in equity interest of the shareholders.” 

The employee contracts of Johnson & Johnson required transfer of shares to 
the employee over a 5-year period. Because of market fluctuations, purchase, 
and transfer at cost was a practical impossibility. Purchase and transfer stock 
at the same price was the exception even before the New York Stock Exchange 
listing. From 1944 to date the values have never been equal and, in fact, since 
the market has moved steadily higher, the price on day of transfer almost always 
has been higher than on the day of purchase. 

Johnson & Johnson agreed with the taxing authorities that there is no gain 
to the company because the treasury share transactions are bona fide transac- 
tions in corporate capital. However, in the years subsequent to 1948 the taxing 
authorities changed their position and have claimed a tax on the theory that 
the increase in price represents a gain to the company. 


THE ECONOMICS OF THE PLAN 

(a) The books 

The company’s position is clearly reflected in its books. If the price on the 
day of transfer is higher than it was on the day of purchase, the difference is 
(and always has been) entered as capital surplus.“ The capital surplus account 
has never reflected any treasury transaction in common not directly related to 
the employee stock plan and the resulting surplus has never been used for a 
purpose not directly related to that plan.” 

The capital surplus account reflects the shareholder agreement to share 


proprietary interest with the employee. As has been noted, common shares™ 
can be purchased only out of surplus.” Since each shareholder has a propor- 
tionate interest in surplus, a release of part of that surplus by the shareholder 
to the employee is a transfer by the shareholder of part of his proprietary interest 
to the employee. 


(b) Factors affecting the interest transferred 


Three factors affect the amount of the interest transferred. First, the num- 
ber of shares of stock to be transferred—a contractual matter. Second, the 
cost of the shares to be transferred. Third, the value of the shares when trans- 
ferred. These factors are interrelated and the interest given up and interest 
received is not established until the transaction is complete. As noted, these 
sums are always equal.” 

(1) Cost.—If the cost of a treasury share is less than the value of the share- 
holder’s interest (which is the same as proprietary interest), the cost to the 
shareholder of acquiring the interest to be transferred to the employee is less 
than it would have been had the cost been equal to equity interest.“ The reason 
is that cost measures the amount of surplus released to the employee and also 
measures the amount of surplus remaining to be shared by the shareholders. 

(2) Value at time of transfer —When a treasury share is transferred at cost, 
shareholder equity is decreased.“ However, if a treasury share is transferred 


*® See exhibit IT, illustration A, item IV. 

* If the reverse is true, the difference is deducted from capital surplus. 

* A review of the long history of the capital surplus account shows two other activities 
related to the account. (1) Part of the company’s preferred stock has been retired. At 
the outset discount on purchases produced capital surplus which surplus was quickly wiped 
out by premium payments. Subsequent premiums on preferred have been charged to earned 
surplus. (2) In 1947 there was a write up of the value of subsidiary shares out of which 
stock dividends were paid. This was momentarily reflected as capital surplus. Subse- 
quent stock dividends have been paid out of earned surplus. 

**Common shares represent ownership and only Johnson & Johnson common can be used 
to give ownership in their employee. 

*® See p. 7 above. 

# See exhibit II, illustration A, note 2; exhibit II, illustration B, note 1; p. 10 above. 

“1 See exhibit II, illustration A, note. 3. 

* See exhibit II, illustration B, note. 4. 
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at less than cost, shareholder equity is increased. The reason is that the value 
at the time of transfer also measures the amount of surplus which must be 
released and the amount of surplus which will remain. 

These factors are of importance because market fluctuations are beyond the 
control of the contracting parties. If the market did not fluctuate, no problem 
would arise, but the market is not within the control of the parties, thus there 
is uncertainty as to what interest the shareholders must give up and what interest 
the employee will receive, until both cost and the transfer value are known. 
The only certainty is that what is given up will equal what is received. 

(c) The question of a corporate gain 

Since the shareholders’ losses and the employees’ gains are equal, Johnson & 
Johnson does not believe that there can be a corporate gain or loss. This con- 
clusion is reinforced by the fact that a transfer to an employee of treasury 
shares as compensation at a value above cost does not increase corporate surplus, 
In fact such a transfer restricts the use of present corporate surplus. 

When a treasury share is sold for more than cost, corporate surplus is in- 
creased.“ By contrast, when a treasury share is transferred as compensation 
at more than cost, corporate surplus remains the same.“ The reason for this 
difference is that all of the proceeds of a sale are added to corporate surplus, 
whereas in the case of a transfer as compensation, there are no proceeds to 
add to surplus.“ 

(1) Transfer of treasury shares as compensation.—When there is a transfer 
as compensation, there is no change in surplus. There is, however, an effect 
on surplus, i. e., an adjustment between the earned and capital surplus accounts 
measured by the difference between the cost of the treasury shares and the value 
of those shares at the time of transfer. Earned surplus is reduced by the amount 
of the difference between the cost and the value at the time of transfer “ and the 
capital surplus is increased by the same amount.“ The fact that these deductions 
and additions to surplus are equal is consistent with the fact already noted that 
a transfer as compensation results in no change in total surplus. 

Because capital surplus cannot be used for the payment of dividends, whereas 
earned surplus can be used for this purpose, the shift from earned surplus to 
capital surplus is a restriction on the corporation. 

Since a transfer of treasury shares as compensation at a value of more than 
cost does not add to corporate surplus but in fact restricts the use of some of 
that surplus, it is the contention of Johnson & Johnson that the corporation 
has no gain in any sense as the result of the transaction. 

(2) Sale of treasury shares.—A sale of treasury shares for more than cost adds 
to corporate surplus. This does not mean, however, that there is a corporate 
gain. In fact, it is merely a reflection of increase in shareholder equity. 

The increase in corporate surplus results from an increase in capital surplus.* 
There is no increase in earned surplus. Capital surplus is a representation of 
shareholder interest or equity. This is indicated by the fact that it has been 
held that ordinary dividends cannot be paid out of it. A cash dividend paid from 
capital surplus would be a liquidating dividend and a stock dividend would be a 
nontaxable restatement in shares of shareholder equity. Thus, the increase in 
capital surplus resulting from a sale of treasury shares at more than cost is an 
increase in shareholder equity and not a corporate gain. It does not become 
a shareholder gain until the company liquidates in whole or in part or until the 
shareholder disposes of his stock. 

The cause of the dispute between Johnson & Johnson and the taxing authorities 
is the price variations of the securities market. The effect of those price changes 
on the company is the subect of the dispute. 


* See exhibit II, illustration B, note. 2. 

* See exhibit IT, illustration B, note. 3. 

“This results from the fact that the cost of treasury shares purchased for transfer to 
the employee is an expense. It is charged to profit and loss which in turn reduces earned 
surplus. When the shares are transferred to the employee as compensation, purchase 
money cannot be restored because the consideration for the transfer is services—an ex- 
pense. On the other hand, the cost of treasury shares purchased for no specific purpose 
is simply charged to surplus. If the shares are sold, cash is received and the purchase 
money returned. Any gain, since it is a gain on corporate capital, is added to capital 
surplus. 

“The cost of these treasury shares is compensation expense and the employee is charged 
with this amount as compensation. Just as the cost of purchase is deducted from profit 
and loss and thus from earned surplus, so is the difference between the cost and the value 
at the time of transfer deducted from earned surplus. 

* The difference between the value at the time of transfer and the cost is a difference in 
the value of capital shares. Tor this reason it is added to capital surplus, 

# See exhibit II, illustration B, note 2. 
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It is the position of Johnson & Johnson that a change in price does not produce 
a gain or loss to the corporation for the simple reason that the company has 
nothing more after the transaction is complete than it had when it started. It 
is the position of Johnson & Johnson that the change in market affects the interest 
which a shareholder gives up and the interest which the employee receives. It is 
the position of the taxing authorities that the corporation has a gain, and they 
point to the fact that the corporation purchases the shares at one price and dis- 
poses of these shares at higher prices. 


1936-44 


During the 8 years that followed the promulgation of G. C. M. 16651, the 
courts struggled with the language of the regulations. 

The phrase “deal in its own shares as it might in the shares of another corpora- 
tion” was given substance and vastly expanded during this period. 

In the Chrold case,“ the taxpayer corporation purchased its own shares from 
a dissatisfied shareholder and later sold them at an increase in price. The 
court held that the transaction in truth was a purchase and a sale of property, 
and that the shares were bought and sold as if they were not the corporation’s 
own shares. The increase in price was held to be taxable. The underlying reason 
seemed to be that if treasury shares were treated as assets, they should be 
taxed as assets. This line of reasoning was adopted in the Investment Corpora- 
tion case.” In that case the corporation charter provided for the purchase and 
retention of capital shares. Purchases were held to be investments and subject 
to tax. The same rule applied in the National Manufacturer and Stores case.” 
the court held that when a corporation had a history of purchases (for retire- 
ment) of its own shares at such time as the purchase could be made at a price 
advantageous to the company, a tax would result when shares (which had 
been held on margin and not retired) were sold at more than cost. The corpo- 
ration was held to have realized a gain just as if it had purchased and sold the 
shares of another corporation. 

In 1942 the second circuit decided the Air Reduction case.” In this case 
the company used its treasury shares to pay an attorney for services rendered. 
At the same time it sold some shares to employees under option contracts. 
The court said that the regulations contemplate such dealings in one’s own stock 
as exist whenever that treasury stock is employed as an ordinary asset just as 
the stock of another company might be. The court further stated that the 
interpretation of the regulations made by G. C. M. 16651 was a broad inter- 
pretation and that the courts had adopted this general interpretation. The 
court said that the corporation had made use of treasury shares just as if those 
shares were ordinary assets and concluded that a taxable gain ws involved. 
There was a strong dissent by Judge L. Hand who said, * * * “I cannot imagine 
how a corporation can deal in its own shares in a way less ‘as it might in the 
shares of another corporation,’ than when it offers them to its own officers as an 
inducement to give them an interest in the business; surely the shares of another 
corporation would not serve that purpose.” 

The logic of the L. Hand dissent was not followed the next year by the eighth 
circuit when it decided the Edison Brothers,” the Brown Shoe,“ and the Stern 
Brothers” cases. In the Edison Brothers case a different result was foreclosed 
by the observation of the court that the principles controlling the decision were 
established. The taxpayer had purchased its own shares to sell to its employees 
under a stoek subscription plan. The court said that the meaning of “income” 
in the language of accountancy and economics was not controlling, but that the 
question to be determined was whether the administrative regulations were 
permissive interpretations. The court held that “in the light of controlling 
authorities the question must be answered in the affirmative.” The court found 
that the purchase and sale of shares in another corporation would not satisfy 
the essential purpose of the employee plan but held that this fact was imma- 
terial. The Brown Shoe case was almost identical on the facts and the Stern 
Brothers case added nothing except that motive is immaterial. In all these 
eases the court obviously felt that the treasury shares were.being used as 
assets. 
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By 1944, the year of reorganization, the courts had thus wandered far from 
original intent of the regulations and had drifted from the economic facts. 


THE 1944 REORGANIZATION 


It was at this time Johnson & Johnson was reorganized. 

Approximately 145,000 of the 165,000 authorized shares of Johnson and John- 
son common had been owned by a small number of individuals. The remaining 
common, about 12 percent, was either owned by or committed to 269 employees. 
The reorganization plan, which was held to be nontaxable, provided for the can- 
cellation and retirement of the old common and the isSuance of 5.6 shares of 
new common and .3 shares of new second preferred for each share of old common. 
The old common in the treasury allocated to employee contracts” were for- 
warded to the transfer agent and canceled. New common” and new second 
preferred® was issued and in turn forwarded to the company. 

The reorganization was not allowed to intefere with the intent of the em- 
ployee contracts. The terms were modified so that the employees could be given 
Shares on the percentage resulting from the reorganization. 


COURT DECISIONS 1944 TO DATE 


The cases which followed reorganization represent complete surrender to the 
trend to hold that all transactions in treasury shares are taxable unless they are 
in shares of original issues or unless the shares are retired. 

The Porter™ case in the third circuit is an example. It held that when a cor- 
poration acquired its shares at one price and got more than it paid when it 
passed out the bundle it acquired it appears to the man in the street that there is 
a gain no matter what the accountants say about it. “Other courts have uni- 
formly upheld taxation of such a gain” and “we do not feel constrained to dis- 
agree at this late date.” Thus, the court ignored the economic and accounting 
facts. It held motive immaterial. It recognized that the corporation could can- 
cel its shares and then reissue them without tax consequence, but it followed the 
pattern. 

The Aviation Capital case” which was decided during this period is of interest 
because the court recognized that a corporation could retire purchased treasury 
shares and issue new stock without tax consequences. 


CONCLUSION 


All the cases prior to the change in the regulation in 1936 in which a transaction 
in treasury shares was held ot be taxable were cases in which the corporation 
received treasury shares for other assets or in satisfaction of an obligation 
It was the sale or transfer of assets for treasury shares which was the taxable 
transaction. 

On the basis of those decisions, the Treasury Department changed its regula- 
tions and, as is noted in the second paragraph of the quotation on page 5, the 
regulation was intended to cover those cases, namely, the sale or transfer of 
corporate assets for treasury shares. 

The cases immediately following taxed only like transactions. It was not 
until the Treasury Department issued G. C. M. 16651 that a transaction in 
treasury shares was held taxable where the corporation disposed of the treasury 
shares rather than other assets. There was no foundation for the conclusion 
of G. C. M. 16551 in the changed regulation except the general statement that 
“where a corporation deals in its own shares as it might in the shares of another 
corporation, the resulting gain or loss is to be computed in the same manner 
as though the corporation were dealing in the shares of another.” 

From this time on the appellate courts have gone far astray in following 
the interpretation of the General Counsel of the Bureau of Internal Revenue. 
This has resulted in a wholly unsound and unrealistic conclusion that all transac- 
tions in treasury stock are taxable. 

The courts have now come to the point where they appear to ignore the fact 
demonstrated above that the profit or loss on treasury shares arises when the 
treasury shares are acquired and not when they are sold. The courts further 


6,779 shares. 
 37,962.4 shares, 
58 2.033.7 shares. 
"187 Fed. 2d 939. 
© 148 Fed. 2d 165. 
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ignore the clear distinction which exists when treasury shares are transferred 
for compensation rather than sold for monetary goods. They appear to refuse 
to recognize the existing fact that net assets are not changed when treasury 
stock is transferred as compensation. They appear to conclude that there is a 
profit on a transaction where an asset is merely distributed over a larger number 
of shares of stock. The courts appear to ignore the fact which Justice L. Hand 
clearly noted in his dissent in the Air Reduction case, i. e., that a corporation 
can hardly be said to be dealing in its own shares “as it might in the shares of 
another” corporation when it offers its own shares to its employees to encourage 
employee interest. ‘The shares of another corporation could not serve that 
purpose. The fact is that the courts have gone so far as to take the position 
that the taxable gain (which they conclude results from a disposition of treasury 
shares) can be simply and artfully avoided by the simple expedient of canceling 
or retiring the treasury shares and having the corporation authorize previously 
unissued shares in lieu thereof. Such fallacious and unrealistic conclusions by 
the courts and such formalism should not be the basis of determining a tax 
liability. 

We should return to the sound basis existing at the time of the change in the 
regulations in 1986—a basis which obviously was intended by that change in the 
regulation. However, there have been so many casual decisions by the courts 
ignoring these sound principles that the hope of having the courts reverse them- 
selves seems too remote and the road to court satisfaction too long and too 
expensive. 

It is submitted that the matter should have prompt and adequate attention 
in the form of an amendment to the law by Congress. Such a change should 
provide retroactively at least through the calendar year 1950 that a disposition 
of treasury shares to employees either by way of stock options or by way of 
compensation is not a transaction which is equivalent to dealing in the cor- 
poration’s stock but is, in fact, a transaction on which no gain or loss is to be 
recognized. This would provide a real incentive to corporations to continue 
and to expand the existing program to share their profits with their employees. 
It would encourage employee participation in ownership and lead to sound and 
lasting employer-employee relationships. 


Exurisit I.—Stock DONATION AGREEMENT 


This agreement made this oS Oe _. 19____ by and between 
JOHNSON & JOHNSON, a corporation organized under the laws of the State of 
New Jersey (hereinafter called the “employer”’), and -.._---___--________ 
residing at ______._.-___._.________ (hereinafter called the “Employee’”). 

Witnesseth 

Whereas the Employer wishes to reward the Employee for faithful service In 
the past and to encourage him in his future work by permitting him to acquire 
an interest in the corporation; and 

Whereas according to resolution of the Board of Directors passed on Novem- 
ber 21, 1922, and further subsequent resolutions and actions of the Directors and 
stockholders, the Employer has set aside, subject to the Employer’s control for 
this purpose, certain shares of the common stock of the corporation: Now, 
therefore, in consideration of the premises and the promises herein contained, 
it is 

Agreed, that: 

First: The Employer has set aside for the Employee —-___~_- _ shares of the 
above-mentioned stock, the be held for and delivered to the Employee under the 
following terms and conditions: 

(a) So long as the Employee shall remain in the employ of the Employer, or of 
any affiliated company of the Employer, one-fifth of the number of shares of the 
stock so set aside for the Employee shall become his absolute property and be 
delivered to him at the end of each year dating from the date of this agreement. 

(b) The Employee shall be entitled to receive all dividends, ordinary and 
extraordinary, whether stock, cash, or otherwise paid by the Employer Corpora- 
tion on account of the total shares, whether or not yet issued and delivered 
to him, so set aside for the Employee; provided, however, that any extraordinary 
dividend, any dividend in the nature of liquidation, and any stock dividend shall 
be prorated and delivered and paid to the Employee as, if, and when, and upon 
the same basis, terms and conditions provided for delivery of the original stock 
to which applicable. 
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(c) In the event of the death of the Employee within one year from the date 
hereof, his estate shall be entitled to receive three-tenths of the number of shares 
(inclusive of stock already received by the Employee) of the total shares so 
set aside for him; or, in the event of the death of the Employee after one year 
but within three years, his estate shall be entitled to receive seven-tenths of the 
number of shares (inclusive of stock already received by the Employee) of the 
total shares set aside for him; or, in the event of the death of the Employee after 
three years, his estate shall be entitled to the total shares so set aside for him. 

(d) In the event of discontinuance of employment for any cuuse, the Employee 
relinquishes all right, title, and interest in and to any shares to which he shall 
not yet then have become entitled to receive delivery as hereinbefore provided. 

Second: Nothing herein contained shall be construed to alter the present 
employment for an indefinite term, terminable by either party without prior 
advance notice to the other. 

Third: This agreement is made and intended to be performed in the State of 
New Jersey. Its terms and all rights hereunder shall be construed under the 
laws of the State of New Jersey. 

Fourth: This agreement shall be binding upon and shall enure to the benefit 
of each of the parties hereto and the successors and assigns of Employer and 
the heirs, executors, and administrators of the Employee. 

In witness whereof, JoHNsSoN & JOHNSON has caused this agreement to be 
executed by its officers thereunto duly authorized and its corporate seal to be 
hereunto affixed, and the Employee has hereunto affixed his hand and seal, all as 
of the day and year first above written. 

JOHNSON & JOHNSON 
iis nlc By 


Secretary. Chairman of Board Vice President. 


Employee. 


Exuuisir II 


For the purpose of illustration it is assumed that there are four equal share- 
holders A, B, C, and D who own equal amounts (25 shares) of the 100 shares of 
$10 par common stock. It is assumed that the shareholders (through the cor- 
poration) are committed by contract to transfer 20 shares to the employees who 
are considered as unit E. All shares are purchased from shareholder D (al- 
though a purchase pro rata would produce identical results). There are no 
assets other than cash. The liabilities consist of the capital stock and earned 
surplus in the amount of $400. 


87746—538—pt. 226 
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ILLUSTRATION A. Demonstration of Effect of Purchase and Transfer of Treasury Shares at Par. 


Shares Equity 7 
Outstanding Per Share Net Assets Liabilities 


Status Prior to Purchase of Cash $1400.—|| Capital Stock e Par $1000.- 


Treasury Shares 100 $14 
Earned Surplus 400.-- 
$1400.- $1400.- 


Cc $1200. || Capital Seock e Par 


Il (a)Status After Purchase of ash 
20 Treasury Shares (20 in Treasury) $1000. 


@ Par ($10) 
Earned Surplus 


($200 Restricted thru 
Treasury Purchase) _400.~ 
$1400.— 
Less: Cost of 
Treas. Sh. 200.-- 
$1200.~ 


{I (b)Comparative Scacus if 
Treasury Shares Capital Stock e Par 


Purchased e $14 (20 in Treasury) $1000.-- 


Earned Surplus 

($280 Restricted thru 

Treasury Purchase) __400.-- 
$1400.-- 

Less: Cost of 


Treas. Sh. 280->, 
$1120.-- 


Ill Scatus Afcer Transfer of 
20 Treasury Shares 
@ Par ($10) $1200. || Capital Stock ¢ Par $1000.~ 


Earned Surplus 200.-- 
$1200.~ $1200.-- 


Sbhare- 
Holder 


Comparison of Shareholder ! 25 $350.-- 5 $375.- $350.— 25 $300. 
Equity (net assets divided 25 350.— 375.— 350.-- 25 300. 
by number of Shares) of . 25 350.-- 375.— 350.-- 25 300,*- 
each Shareholder at each of 5 70.— 75.- 70.-« 5 60.-- 


the above stages 20 280.— ~- -s -e — 
_— -_— -- -- 20 240.-- 


100 $1400.~— $1200.-- $1120.— 100 $1200.~ 


Shares Equity! Equity Il(a) Equity 1b) Shares Equity lil 


Notes on Iilustration A 


(1) When creasury shares are purchased at par and later transferred at par there is no change in net assets (compare 
Item II(a) and Item III above). 


(2) When treasury shares are purchased and sold, the equity (or ownership) losses equal the equity gains. As the result 
of the purchase and transfer at par, shareholders A, B and C each lost $50 in equity. ‘D's five shares lost $10 in 
equity (compare Equity I and Equity III in Ikeem IV above), When D sold shares having $14 equity for $10, D lost $80 
in equity ($4 per share). E gained ($240) in equity. The sum of the loss equals the sum of the gains ($240). 


(3) The purchase of treasury shares at less than equity value reduces the net cost of the interest to be transferred 
(compare Item II (a) and Item II (b) above). In Item II(a) the treasury shares were purchased at a price ($10) which 
was less than equity value@14). As a result, the equity value of each remaining share was increased by $1 (compare 
Equity [(a) with Equity [I(b) in Ireem IV above). In Item II(b) the price of the treasury share ($14) was equal to the 
equity value ($14). No increase in the equity value of the remaining shares resulted (compare Equity I with Equity II(b) 
in Item IV above). 
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ILLUSTRATION B. Demonstration of Effect of Transfer of Treasury Shares at a Value Exceeding Cost. 


pets jane Net Assets Liabilities 


Status Prior to Purchase of i Capital Stock ¢ Par $1000.— 
Treasury Shares 100 $i4 


Earned Surplus 


Status After Purchase of 
20 Treasury Shares ¢ $12 


Earned Surplus 
($240. Reswiccred thru 
Treasury Purchase) __ 400.-- 
$1400.-- 
Less: Cost 
Treas. Shares 


Ill (a) Comparative Status of Capital Stock e Par 
Transfer of 20 Treasury Shares 
@$12 Earned Surplus 


III (b) Status After Transfer of Capital Stock ¢ Par 
20 Treasury Shares 
@ $16 Market Value Earned Surplus 
Capital Surplus 


Ill (c) Comparative Status After Capital Stock ¢ Par 
Sale of 20 Treasury Shares 
$16 Earned Surplus 400.-- 
Capital Surplus 80,-- 
$1480.-- 


v 
. Equity! Sbares Equity!1 Shares Equity lil(a) Equity I11(b) Equity Iil(c) 


Comparison of $350.— 25 $362.50 25 $290.-- $290. $370.-- 
Shareholder Equity 350. 25 362.50 25 290. 290.-- 370.-- 
(Net Assets 350.— 25 362.50 25 290.— 290.-- 370.-- 
divided by number 70.— 5 72.50 5 58.- 58.-- 740° 
of Shares) of each 280.- -— ae ae -- -- -- 

Shareholder at the a -- -- 20 232. 232. 296.-- 
above stages a 


$1400.-~ 80 $1160.-- 100 $1160. $1160.~— $1480.-- 


Notes on Illustration B 


When treasury shares are purchased and sold, the equity (or ownership) losses equal the equity gains. As the result of 
the purchase at $12 and transfer at $16, shareholders A, B and C each lost $60 in equity. D's five shares lost $12 in 
equity (compare Equity I and Equity III (a) in Ikem IV above). When D sold shares having $14 equity for $12, D lost $40 
in equity ($2 per share). Although E received shares at a market of $320 the equity value was only $232. The sum of 
the loss ($232) equals the sum of the gains ($232). 


When a treasury share is sold for more than it cost (compare Item III (c) and Item II above), shareholder equity is in- 
creased in proportion to the amount of the difference (compare Equity II and Equity Ill (c) in Item IV above). Corporate 
surplus is also increased (compare Item II and Item III (c) above). 


When a treasury share is transferred for more than it cost (compare Item III(b) and Item II above), shareholder equity is 
decreased (compare Equity II and Equity III(b) in Irem IV above). Corporate surplus remains the same (compare Item II 
and Item III(b) above). 


When a treasury share is transferred at cost (compare Item II and Icem III(a) above), shareholder equity is decreased 
(compare Equity II and Equity III (a) in Irem IV above) in the same amount as it would decrease had the treasury share 
been transferred at more than cost (compare Equity [II(a) and Equity III(b) in Ikeem IV above). This would be true 
irrespective of the value at which issued because the shares are issued without monetary consideration. 
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The Cuarrman. Our next witness is Mr. Aaron Schwalberg, of the 
firm of Abraham & Co. 


STATEMENT OF AARON SCHWALBERG, PARTNER, ABRAHAM & CO., 
MEMBERS, NEW YORK STOCK EXCHANGE, NEW YORK 


Mr. Scuwaxrsere. Mr. Chairman, my name is Aaron Schwalberg, 
a partner of the firm of Abraham & Co., members, New York Stock 
Exchange, 120 Broadway, New York. 

The Cuarrman. About how long do you think it will take you to 
complete your statement ? 

Mr. Scuwaxpere. I think I can conclude in 10 minutes, Mr. Chair- 
man. 

The CHarrMan. We will be very glad to hear you, Mr. Schwalberg. 

Mr. Scrrwaueerc. Thank you, Mr. Chairman. My testimony will 
relate to the treatment of so-called puts, options to sell, as a short sale 
under section 117 (1) (1) of the Internal Revenue Code. 

I suggest that Internal Revenue Code section 117 (1) be modified 
with regard to the treatment of so-called puts, or options to sell 
securities at a fixed price, the acquisition of which is now defined as a 
short sale. The puts to which I refer are in no way related to em- 
ployees’ or officers’ stock options and as explained later herein, con- 
cern solely puts purchased im the course of dealings mm security mar- 
kets. I believe an undue handicap is put upon the security business 
by defining this type of put asa short sale. I believe this to be unreal] 
and unjustified, and I further believe that the Government suffers a 
loss of income with no offsetting benefit by this definition. 

The definition not only handicaps a legitimate branch of the security 
business, but as stated is detrimental to revenue inasmuch as the actual 
loss of revenue far outweighs any problematical increase of revenue. 
Furthermore, this method of dealing in security options is most 
valuable to our economy as it tends to broaden the security market 
and to give it greater stability, particular ly in times of stress. 

Section 117 of the Internal Revenue Code (relating to capital gains 
and losses) was amended by section 211 (a) of the Revenue Act of 
1950 which added at the end thereof a new subsection (1) which deals 
with the treatment of short sales. 

The last sentence of paragraph (1) of subsection (1) provides: 

For the purposes of this paragraph, the acquisition of an option to sell 
property at a fixed price shall be considered as a short sale, and the exercise 
or failure to exercise such option shall be considered as a closing of such short 
sale. 

In this connection, both the House Ways and Means Committee and 
the Senate Finance Committee in their reports covering the revenue 
bill of 1950 discuss the reasons which prompted the amendment and 
classification of a put as a short sale. The following is an excerpt 
from the Senate Finance Committee report: 

A person who owns stock may buy a put which entitles him to sell his stock 
at any time within, for example, 30 days at a specified price. If the market 
price of the stock goes up he will, of course, sell at the market price rather than 
exercise the put option he has purchased. But if the market price goes down 
he is assured of getting the price specified in the put option he has bought. 
Therefore, a person who buys a put is assured that he will realize the apprecia- 
tion in value of his stock just as though he had made a short sale. For this 
reason, a short sale is defined as including a put or option to sell at a fixed price. 
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It appears to me that fundamentally this provision is wrong, be- 
cause the acquisition of a put is not a short sale. It is merely a pre- 
mium paid, akin to an insurance premium, as a protection against loss. 
In many instances, the put is not exercised, nor does the owner thereof 
sell his stock either during the life of the put or thereafter. This is 
entirely different from an actual short sale where there is a definite 
sale of borrowed stock which must be completed by a purchase to cover 
the borrowing. That the acquisition of a put is far from a short sale 
is borne out by the fact that according to careful research of the records 
of one large firm in the business, only a limited amount of all puts 
purchased were exercised while the far greater part of them went by 
default. In certain months very few, and sometimes, no puts were 
exercised at all and the overall record, both in number of puts and in 
money value, shows that more than 2 out of 3 puts purchased were 
abandoned. ‘Thus, the contention that the acquisition of a put is far 
from a short sale is sustained and strengthened by actual figures. 

The mere fact that one pays a premium to reduce the risk of loss 
where stocks are concerned should not classify the acquisition of the 
put as a short sale. 

There is no obligation on the holder of a put to take any action what- 
ever. He may exercise the put, in which case he would make (prior 
to the present definition) a long- or short-term profit or loss, depend- 
ing upon the dates of purchase and sale, or he may let the put expire, 
in which case he would lose the premium he paid. 

Therefore, it is submitted that the put differs in every respect from 
a short sale and should not be included in the statutory definition of a 
short sale, because no sale does take place at the time of acquisition of 
the put, nor is there any assurance whatever that a sale may ever take 
place, 

That there is no sale involved from a strictly legal standpoint is 
also clearly evidenced by the fact that the seller of the put (1. e., the 
person who undertakes to buy the stock at a certain price at a future 
date) may not be in a position to perform his obligation due to bank- 
ruptey, death, and so forth. In this case, the protection which the 
buyer of the put sought to acquire would prove to have been illusory. 
This differs completely from the short sale where stock is borrowed 
and delivered, in other words, where a completed transaction takes 
place. 

From the standpoint of revenue, it is submitted that the treatment 
of a put as a short sale has not resulted in increased revenue. On the 
contrary, 1 feel that the Treasury has suffered a loss in revenue, as 
the result of this enactment. The protection afforded a trader through 
a put is substantial and is a strong inducement to trade actively. In 
fact, puts should be considered as insurance, not only for the security 
owner, but for the Government as well, inasmuch as taxable profits 
can be safeguarded. Many persons made a specialty of this type of 
trading and made profits, either long or short term and paid taxes on 
these profits. This business has been largely destroyed and nothing 
has taken its place. Investors and traders have reduced their trading 
because of the effect that the law has on transactions which involve 
puts and have refrained from purchasing puts, resulting in less prof- 
itable trading, less stamp taxes, less commissions, and a decrease in 
the business and income of those taxpayers who are engaged in the 
put and call business, and in the brokerage business. 





1060 GENERAL REVENUE REVISION 


It is extremely difficult, if not impossible, to furnish valid estimates 
as to the amount of tax income which the Government loses under 
present conditions. However, it is an established fact that a ae 
large amount of business had been done before the amendment. It 
is also an established fact that this business in many years did result 
in substantial taxable income, particularly in rising markets. In fall- 
ing markets, there were fewer taxable capital gains, but the losses 
were limited to the amount of the cost of the puts purchased. While 
these costs were a capital loss to the person who acquired the puts, 
they were, on the other hand, income to the seller of the puts, thus 
the Government did not suffer any loss in taxes. 

To illustrate the above, say for example a person thinks well of 
United States Steel. He buys 1,000 shares of United States Steel at 
38; he also buys a 6 months’ put on 1,000 shares of steel at 38 at a 
cost of about $2,500 (present value). 

If steel at the time of the expiration of the put or at some time 
before, rises to 4014, he can sell his stock without gain or loss. If 
steel at the expiration of the put sells, let us say at 40, he can sell 
at that price, registering a loss of $500 only. If steel sells at 46, he 
can sell it at a profit of $5,500, but if steel should go below 38 he 
exercises his put at 38 and his loss at all times is limited to $2,500, 
the cost of the put. For simplicity sake, I have not included in these 
figures the cost of stamps and commissions. 

The situation might well be compared to that in the shipping 
business, where the owner of a vessel engages upon a risky voyage 
only in reliance upon the insurance which he purchased. In most 
cases, the voyage is completed successfully, a profit is obtained, and 
taxes are paid on this profit. Analogous to the situation in the busi- 
ness of buying puts, the cost of the insurance is a deduction to the 
shipper, but it is income to the insurer, thus there is no true loss to 
the Government. However, were the shipper not able to obtain in- 
surance, he in all probability would not undertake the voyage con- 
sequently, he would not make any profit and the Government would 
not obtain any taxes. 

Upon the request of the staff of the Joint Committee on Internal 
Revenue Taxation, I have submitted a draft of a proposed amend- 
ment to section 117 (1) of the Internal Revenue bode. This pro- 
posed amendment is as follows and should be inserted in the last 
paragraph of subdivision (1) (1) between the word “option” and 
the word “to”: 

(other than an option acquired on the same day on which the property identi- 
fied as intended to be used in exercising such option is acquired) 

You will notice that by this proposed amendment there will be an 
indissoluble tieup between property (securities) purchased and puts 
(options to sell at the fixed price) purchased, for the following rea- 
sons: 

A. It will be mandatory that the puts be related to certain definite 
purchases of securities. 

B. The exception will apply only to such puts as are purchased on 
the same day as the securities to which the puts relate are purchased. 

C. No securities except those specifically identified on the day of 
the purchase of the put can be used for the satisfaction of the put. 

I am convinced that under the suggested amendment no tax evasion 
or avoidance will be possible, nor will it be possible to convert short- 





GENERAL REVENUE REVISION 1061 


term gains into long-term gains. However, it will make it possible 
to purchase securities with the loss protection feature of puts and 
thereby to resume this type of legitimate trading which was con- 
ducted prior to the 1950 amendment of section 117. 

Thus, I believe, that the abuses at which the 1950 amendment was 
aimed will be avoided and at the same time a type of business will 
again be made possible which should bring substantial taxes to the 
Government viz: taxes on profits, taxes on income of the seller of the 
put, taxes on commissions earned by brokers on the various trans- 
actions, and stock transfer taxes. 

I, therefore, submit for your consideration the advisability of 
amending the Internal Revenue Code as suggested above. 

Mr. Mason. Does that complete your statement, Mr. Schwalberg? 

Mr. Scawarrerc. Yes, Mr. Chairman. 

Mr. Mason. We thank you for your statement. It will be a part 
of the record, of course, and will be considered. 

Mr. Scuwapere. Thank you. 

Mr. Mason. The next witness is Mr. Emanuel M. Spiegel, presi- 
dent, National Home Builders of the United States. How long do 
you think it will take you to complete your statement, Mr. Spiegel? 


STATEMENT OF EMANUEL M. SPIEGEL, PRESIDENT, NATIONAL 
ASSOCIATION OF HOME BUILDERS, WASHINGTON, D. C. 


Mr. Srrecet. I do not believe it will take more than 5 minutes. 

Mr. Mason. Very well, give your full name and the capacity in 
which you appear to the reporter. 

Mr. Sprecet. My name is Emanuel M. Spiegel. I am active in 
home building in New Brunswick, N. J. 

I am president of the National Association of Home Builders, which 
is the trade association of and spokesman for the home-building in- 
dustry. The association now has a membership in excess of 26,000, 
grouped in affiliated local associations in more than 200 cities. We 
estimate that our membership builds at least 80 percent of the new 
homes built in metropolitan areas throughout the country. For the 
last 4 years more than 1 million homes have been built annually. In 
1952 the industry accounted for over $11 billion of annual produc- 
tion, and indirectly for another $234 billion in land and develop- 
mental activity and in related items acquired when a new home is 
bought. Our members accounted, according to our estimates, for 
approximately $91, billion in production. 

The existing inventory of 43 million in nonfarm homes has been 
valued at an estimated $300 billion, or almost one-fourth of the 
Nation’s total estimated current worth of approximately $1,300 billion. 

Despite the fact that the postwar years have witnessed a high annual 
production of homes, there has been and there continues to be, a de- 
cided shortage of available rental housing for American workers. 
In no small measure this shortage is directly traceable to lack of 
incentives to homebuilders to build for rental purposes, as distin- 
guished from building for sale, because of the uncertainty as to the 
tax consequences. The builder does not know, in the present state 
of the law, whether or not gains, if any, realized upon the disposi- 
tion of rental units will be taxed to him as ordinary income, or as 
gains derived from the disposition of depreciable property used in 
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his trade or business and thus taxable in the same manner as capital 
gains. 

Indicative of the sort of confusion and frustration to which builders 
are exposed is the following situation. During the war, rental hous- 
ing for defense workers was erected at the insistence and with the 
encouragement of the War Production Board and other national agen- 
cies concerned. After World War II, and with the wholesale exodus 
of war workers from a particular area, the owners of these homes 
decided to sell them rather than to continue to rent. Notwithstandin 
the fact that these homes had been productive of rental income, on 
depreciation had been allowed to the owners, the Internal Revenue 
Bureau holds that when the houses are sold a change of purpose 
occurs; that the homes are no longer held as part of a rental project, 
but, on the contrary, are stock in trade intended to be sold in the ordi- 
nary course of business. Both the Tax Court and some of the circuit 
courts of appeal have supported the Bureau. Other circuit courts 
have held to the contrary. 

Accordingly, in those cases where the Government has prevailed, 
taxpayers have been required to report the income and be taxed at 
ordinary rates instead of at capital gain rates. On almost indistin- 
guishable facts, one builder is therefore favored as against another. 
The cases appear to turn on whether the court concludes that builder A 
was aggressively engaged in selling, and builder B was quiescent. 
We are faced with the situation in which, depending upon whether 
the record will show a negative or an affirmative sales policy, and like- 
wise dependent upon the particular circuit in which the builder re- 
sides, he is either a fair-haired favorite or he joins the legion of the 
demand. Such lack of uniformity, administratively and judicially, 
can only result in utter confusion, and discouragement of rental hous- 
ing on a scale sufficient to meet the needs of our country. 

What is being sought as a legislative mandate by the amendment 
which we are proposing today has been granted recently judicially in 
the case of Victory Housing No. 2, Inc., v. Commissioner, decided by 
the circuit court for the 10th circuit on June 12, 1953. That court 
found it necessary to reverse the action of the Tax Court which had 
sustained the contentions of the Commissioner of Internal Revenue. 

Because it is essential that a national taxing act be administered 
uniformly throughout the length and breadth of this country, and 
because it is equally essential that the construction of housing for 
rental purposes be encouraged and not be obstructed by enigmas of 
the taxing authorities in their interpretation of applicable laws, and 
because under similar compelling circumstances appropriate relief 
has been afforded by Congress to other industries, the proposed amend- 
ment offered today should be incorporated in and made a part of the 
Internal Revenue Code. 

The type of discrimination that exists, and which this amendment 
seeks to cure, previously existed in other industries, notably the timber 
and coal industries, and in the breeding of livestock and other phases 
of the cattle industry. In those industries Congress has seen fit to 
extend the tax assistance offered by section 117 (j) (1), upon the 
petition for relief of those affected and in order to promote the well- 
being of the national economy. The relief we seek is similar. 

In a somewhat limited fashion Congress has recognized the right 
of securities dealers to isolate, differentiate, and identify securities 





GENERAL REVENUE REVISION 1063 


for investment purposes, as opposed to similar securities offered for 
sale in the ordinary course of the securities dealer’s business. 

The proposed amendment is not a tax-reduction amendment, but is 
rather a clarification of existing law. The amendment which we are 
offering is as follows: 

That section 117 of the Internal Revenue Code—relating to capital gains and 
losses—is hereby amended by adding to subsection (j) (1) thereof the following 
hew sentence. 

“Such term shall also include real property, regardless of age, held for rental 
purposes by real-estate dealers, builders, or developers: Provided, That such 
property has been so held for 18 months or more after the date of acquisition 
or completion of construction or reconstruction.” 

That concludes my statement, Mr. Chairman, and I want to thank 
you for your indulgence. 

Mr. Mason. Mr. “Spiegel, you have brought out some of the incon- 
sistencies in the Internal Revenue Bureau’s ruling that must be cleared 
up, and I agree with you entirely in your contention. We thank you 
for this statement. 

Mr. Sprecer. Thank you. 

Mr. Mason. Our next witness is Mr. Walter T. Cardwell. Will you 
identify yourself for the record. 


STATEMENT OF WALTER T. CARDWELL, REPRESENTING COM- 


MERCE AND INDUSTRY ASSOCIATION OF NEW YORK, INC., NEW 
YORK 


Mr. Carpwetx. Mr. Chairman, my name is Walter T. Cardwell, and 

I am appearing on behalf of Commerce ‘ and Industry Association of 
New York, Inc. My statement is fairly brief, and I do not think it 
will take me more than 4 or 5 minutes. 

Mr. Mason. We will be glad to hear you. 

Mr. Carpwety. With reference to taxation of sapital gains: The 

capital-gains tax is the equivalent of an investment transfer tax at a 
high rate. Most tax systems in the world impose no tax on capital 
gains. 

Capital gains account for a relatively small percentage of the total 
revenue from income taxes. As has been testified to previously, for 
the period 1942-51, of the total income tax paid by individuals, only 
3 percent represented receipts from capital gains. 

Some of the special factors peculiar to this tax are the following: 
It is incurred ity when the taxpayer voluntarily makes a disposition 
of the property. The apparent gain that is taxed is often illusory, 
representing only a change in price level. Revenue obtained in pe- 
riods of advancing prices is offset by revenue lost in periods of de- 
clining prices. Subjecting gains to a substantial tax tends to dis- 
courage realization. Capital is locked in because of the high price 
that has to be paid for its transfer from one investment to another. 

Because of its peculiar characteristics, the approach to the problem 
of revising this tax should not be the same as the approach in the case 
of other taxes. We should not look at this tax from the point of view 
of statistics of the amount of present revenue that may be lost if it is 
abolished or if the rate is reduced. Instead, the approach should be 
from the point of view of how much revenue can be gained by im- 
provements in our tax system that will free investment “capital. 





1064 GENERAL REVENUE REVISION 


Revision of the capital gains tax alone will not be sufficient to ac- 
complish the objective. Coupled with other recommendations made by 
the association, particularly with respect to elimination of the double 
tax on dividends and amendment of section 102, dealing with unrea- 
sonable accumulation of surplus, the association recommends that 
serious study be given to— 

(a) Abolition of the tax on capital gains. 

(6) Reduction of the tax rate to 121% percent, or the inclusion 
in income of 25 percent of capital gains. 

(c) Permitting tax-free exchanges of investment property for 
other property of a like kind. 

Our present tax laws discourage taxpayers from starting new enter- 
prises and from expanding existing businesses. Smaller and medium- 
sized enterprises without established credit and new enterprises are 
not in the position of the large well-established firms with respect to 
obtaining loans from banks and insurance companies. The capital 
to start or expand them must come from individuals. Individuals are 
reluctant to invest fresh capital in newly formed corporations because 
the net return, after the corporate income tax and the second tax on 
the distribution of the corporate income in the form of dividends, 
is too small to justify the risk. Individuals whose capital is locked 
in are reluctant to withdraw it and reinvest it in other enterprises be- 
cause the 26 percent price tag on the withdrawal is too high. 

Taxpayers in the older age groups hesitate to cash in their apprecia- 
ated investments and channel them into new businesses not only because 
there is an immediate loss of 26 percent but because this represents an 
added tax that would not be incurred if they retained the old invest- 
ment until death. Ifsuch a taxpayer’s income places him in the upper 
brackets the penalty for withdrawal of funds for new investment is 
even greater if he takes them out in the form of dividends. 

The effects of the capital-gains tax, the double tax on dividends, and 
the penalty tax under section 102 on the investment habits of the very 
large segment of the economy composed of business enterprises owned 
by smaller groups must be taken in account in determining what 
changes are needed. ‘Too often these taxes are looked upon as affecting 
only the stock market speculator or the investor in publicly owned 
securities listed on a stock exchange. 

This large segment of the economy, as well as the industries repre- 
sented by listed securities, is dependent upon the free flow of invest- 
ment funds. The kind of legislation needed is the kind that will 
encourage the establishment of new businesses, the development of 
new products, more jobs, more wages, and more investors and share- 
holders, and from more of all of these will come more revenue to the 
tax collector. 

9. Offset of capital losses against ordinary income: Section 117 (d) 
(2) should be amended to provide for the offsetting of capital losses 
against ordinary income to the extent of $5,000 annually, with a 5-year 
carryover of such losses. 

The principle of limiting capital loss offsets, perhaps basically 
inequitable, was designed to protect Federal revenues at a time when 
losses were high and receipts from the capital-gains tax constituted a 
much more important source of revenue than at the present time. 
While the waditons then prevailing have changed, the limitations 
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have remained. This is especially true of the $1,000 loss limit, now in 
effect, which was established in 1942, when the price level was con- 
siderably lower than at present. 

The increase to $5,000 of the loss offset would provide substantial 
relief to persons in moderate income brackets where the broadening of 
share ownership holds the greatest promise. At the same time indi- 
viduals with larger income and, in general, larger losses would still be 
unable to offset any large portion of their ordinary income under the 
proposed capital loss deduction. 

3. Basis of property to related transferee where loss has been dis- 
allowed: Section 24 (b) of the code provides that no deduction shall 
be allowed in respect of losses from sales or exchanges of property 
between members of a family and certain other related parties. Not- 
withstanding the disallowance of the loss, if the purchaser in such a 
transaction thereafter sells the property at a price higher than he paid, 
though less than the cost to the transferor, taxable gain results. 

This result appears inequitable in view of the disallowance of loss 
to the related transferor and is opposed to the principle applied in 
many other sections of the code, that the tax basis of property is not 
affected by a transaction in which no gain or loss is recognized. 

The statute should be amended to provide that the basic rules appli- 
cable in the case of gifts be applied to section 24 (b) transactions, i. e., 
for the purpose of determining gain the basis shall be the transferor’s 
basis, but for the purpose of determining loss the basis shall be limited 
to the value of the property at the time of transfer. The amendment 
should also provide that the holding period, in case of gain, shall 
include the holding period of the transferor. 

(a) The effect of the proposed amendment may be illustrated by the 
following examples: 

A sells stock that cost him $1,000 to B, his brother, for $800. At 
the time of sale the stock is worth $800. B later sells the stock for $700. 
B’s loss would be $100. 

A sells stock that cost him $1,000 to B, his brother, for $800. B later 
sells the stock for $900. Under present law B has a gain of $100 even 
though A’s loss of $200 was not recognized. Under the proposed 
amendment there would be no recognized gain to B. 

If in the above example B later sells the stock for a price in excess 
of $1,000 (A’s cost) gain would be recognized to the extent of such 
excess. 

That concludes my statement, Mr. Chairman. 

Mr. Mason. I suppose, Mr. Cardwell, you recognize the fact that the 
witnesses go over ray much the same territory. 

Mr. Carpwe.u. The same ground; yes. 

Mr. Mason. And in making their presentation they suggest the same 
recommendations. 

Mr. Carpweti. Yes. 

Mr. Mason. We thank you for your statement, however, and it will 
be considered with that of the other witnesses. 

Mr. Carpwe.i. Thank you. 

The CuHatrman. The next witness is Mr. Samuel W. Savage, of 
Norfolk, Va. Mr. Savage, we have a limited time. About how long 
do you think it will take you to complete your statement ? 





1066 GENERAL REVENUE REVISION 


STATEMENT OF SAMUEL W. SAVAGE, NORFOLK, VA. 


Mr. Savace. Just a few minutes. 

The Cuarrman. Thank you very much. Will you give your name 
and the capacity in which you appear. 

Mr. Savace. My name is Samuel W. Savage, 905 Baldwin Avenue, 
Norfolk, Va. I have been a stock trader for a long part of my life, 
although I am not working now. I am past 70. 

I am appearing in behalf of the capital gains and losses, topic No. 22. 

The Alleghany Corp. and its holdings of the Missouri Pacific com- 
mon stock and plans, past, present, and principally future, for use of 
losses on same, are set out in the following statement of an exhibit in 
the hearings in which I participated before the Interstate Commerce 
Commission. 

The original holdings were 522,900 shares, at a cost of $41,948,893.82, 
and valued at $1,111,162.50, at 214 on December 31, 1945, as indicated 
on page 27 of the Alleghany’s annual report of 1945. 

The sales are indicated below. 

In 1946 the Alleghany sold 23,700 shares; the net proceeds were 
$51,067.50, or a loss of $1,664,311. 

In 1950 they sold 55,200 shares for $43,407.02, with a net loss of 
$4,899,366. 

In 1951 they sold 26,000 shares, and the net proceeds were $85,324.70, 
for a net loss of $2,221,972, and 1,000 of this lot were transferred to an 
employee as extra compensation. 

The totals for the 3 years were, 104,900 shares sold; the total net 
proceeds, $179,799.72, for a loss of $8,785,649. 

In 1952 they sold 22,000 shares, for $94,369.91 for a loss of $1,811,773. 


The totals for the 4-year period, 126, 900 shares sold; net proceeds, 
$274,169.13, with the total loss of $10,597,422. 
With the total net proseene of $274,169.13 shows a loss of $10,871,- 


591.13, as the cost of the 126,900 shares. 

The 396,000 shares on hand at December 31, 1952, at a cost of $31,- 
077,302.69 shows the total of 522,900 shares cost $41,948,893.82, which 
checks with the original figure set out above. 

According to the annual report of the Alleghany Corp. for 1952, in 
the middle of page 18, a reserve has been established to make allowance 
for adjustment in value of the investment of the Missouri Pacific com- 
mon stock. The amount of this reserve at the end of 1952 seems to be 
$29,212,006. There is, therefore, close to $40 million in long-term 
losses to be used to offset an equal amount in long-term gains, so that 
no taxes need to be paid. It does seem a bit strange that at that time 
the Missouri Pacific stock should be written down (at the end of 1951, 
418,000 shares at 434, and end of 1952, 396,000 shares at 1334) to 
$1,985,500 in 1951 and to $5,445,000 in 1952, and the reserve mentioned 
established. Looks something like writing the stock down to very low 
prices with a reserve established and then ride the stock up after the 
reorganization should have been amended. However, the recent court 
decision in St. Louis may cause some change in the plans. According 
to news reports, there is no appeal from Judge Moore’s decision except 
by act of Congress. It is very likely that in order to pull the Alle- 
ghany’s chestnuts out of the fire, Congress will be asked to pass such a 
bill or law. 
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This arrangement may be technically legal or may not, but a little 
of the history of the Alleghany Corp. may suggest to Congress whether 
steps should be taken to make clear what should be done. The 522,900 
shares of Missouri Pacific common stock was bought by the Van 
Swearingen brothers in 1929 and 1930 and were held by the Alleghany 
Corp. Sometime in the early thirties, from what I remember, J. P. 
Morgan & Co. held the Alleghany or its collateral which that company 
sold to Mr. Ball, the fruit-jar manufacturer, of Indianapolis, Ind., if 
[remember correctly. I have heard that Col. Leonard P. Ayres, econ- 
omist for the Cleveland Trust Co., advised Robert R. Young what 
he could do under the charter of the Alleghany Corp., so Mr. Young 
persuaded Alan P. Kirby to buy the Alleghany from Ball. Part of 
the stock was bought from Ball, with options on the balance. Later 
Mr. Young accused Ball of manipulating the Alleghany stock about 
1 point, from $3 to $4 per share. He sued Ball and obtained the 
balance of the Alleghany stock. I read accounts of those events so 
long ago that I have forgotten the details, but, from what I remember, 
about $4 million was somewhere around the price paid for the Alle- 
ghany Corp. At the time of the sale the Missouri Pacific common 
stock had only a nominal or nuisance value to Young or anybody else, 
yet he can use the loss the Van Swearingens had of ‘about s $40 million 
to offset profits he might have made in the past or might make in the 
future. There are apparently plans for using sizable ¢ amounts of those 
losses in the near future. 

Robert R. Young controls the Alleghany Corp. and the Alleghany 
Corp. controls the Investors Diversified Services, which latter, in turn, 
controls at least 8 other companies among which are 3 open-end invest- 
ment trusts as of the end of 1951. From later reports I think there are 
quite a few additions. In these investment trusts there is plenty of 
opportunity for switching stocks between various companies controlled 
by the same interests in order to lessen tax liabilities. Some transfers 
might not be bona fide changes in ownership, yet would have effect on 
tax liabilities. 

The Cuatrman. Thank you very much for your appearance, Mr. 
Savage. 

Mr. Savacs. Thank you. 

The Cuamman. As I understand, the American Paper and Pulp 
Association is not represented. 

The committee w il now stand in recess. 

(At 12: 10 the hearing was recessed. ) 
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THURSDAY, JULY 30, 1953 


House or RepresENTATIVES, 
CoMMITTEE ON Ways AND MEAns, 
Washington, Dg, 

The committee met at 10 a. m., Hon. Thomas A. Jenkins presiding. 

Mr. Jenkins. First on the list this mor ning we have some Congress- 
men—Mr. Scudder, Mr. Ellsworth, and Mr. Herlong. I understand 
Mr. Herlong has an engagement; so we will hear him first. The 
testimony this morning w vill be on topic 22, pertaining to capital gains 
and losses. 


STATEMENT OF HON. A. S. HERLONG, JR., A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF FLORIDA 


Mr. Hertone. I appreciate your letting me appear first. My testi- 
mony will take but a few minutes. 

I introduced H. R. 5720, a bill which relates to the tax treatment 
to be afforded under section 117 (j) (3) of the Internal Revenue 
Code in certain cases involving the sale, exchange, or conversion of 
land with unharvested crops thereon. 

I think you gentlemen are familiar with the fact that the previous 
situation was that when you sold fruit trees with unharvested crops 
thereon, we applied the old common law principle that crops were 
part of the realty until they were severed from the trees. In 1946, 
the Bureau of Internal Revenue changed their ruling on that and 
said when you sold these trees you had to allocate a certain portion 
of the revenue therefrom to the normal income tax by reason of the 
fact that there was value in those unharvested crops. In other words, 
they did away with the old common law ruling that fruit is not per- 
sonal property until it is severed from the trees. They call it per- 
sonal property on the trees. 

In 1951, we thought we had clarified that. Your committee in its 
wisdom said this was not personal property until seyered from the 
trees. A case was taken to the Supreme Court, and the Supreme 
Court in this Watson case simply said this was not a clarification of 
the law, which we thought we were doing, but was a new provision 
of the law. As a result, in the period between 1946 and 1951, a lot 
of people were caught in this hiatus. They sold groves believing that 
the old rule applied, and now they have gone back and levied an 
assessment against these people for the normal income tax on the 
fruit from the trees. 

Our position is simply, in the first place, it is absolutely impossible 
in some cases to get the records to determine just what valuation 
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should be put on those fruit crops. In the second place, you cannot 
go back, after the fruit has been picked and sold to somebody else, 
and determine anywhere near accurately the amount involved to apply 
this tax. 

[ am simply here to ask you gentlemen to correct this inequity 
affecting those people during the time between 1946 and 1951 who 
were treated differently than the people prior to that time and since. 

That is all I have to say. 

Mr. Jenkins. If you would like to extend and revise your remarks, 
you may do so if you will consult with the clerk. 

Mr. Hertone. Thank you. 

Mr. Jenkins. Besides, I think you want to put into the record a 
copy of the bill along with your re ‘marks, 

Mr. Hertone. Yes. Thank you. I will prepare and file a state- 
ment. 

Mr. Jenxrns. You understand these hearings are held primarily 
for the benefit of the staff and the committee generally. 

Mr. Hertone. I have prepared a statement, but I did not want to 
bother you gentlemen with a long, prepared statement. 

Mr. Mason. We do not want long prepared statements; we want 
brief statements that bring out the points. 

What you are asking here really is for us to unscramble the mess 
that they scrambled down there? 

Mr. Herione. That is exactly right. 

Mr. Kran. That difficulty has arisen here often in retroactive legis- 
lation. How about people who have already paid? 

Mr. Herrone. I went into that angle of it, and I understand a few 
people have paid, but the most of them believed this case would be 
decided in their favor and they held off and, of course, the interest is 
mounting up on them all the time. That is the big problem now. 

(Discussion off the record.) 

Mr. Hertone. Our orange crops bloom in March and June, and 
they do not harvest them until May and June of the year following, 
so that there is notime when they could sell an orange grove without 
an unharvested crop on it. 

Mr. Urr. I agree. We have that condition, too. Ours is a 15- 
month crop, ¢ and you cannot sell an orange grove without either green 
fruit or ripe fruit on the trees. So ou eople i in California are caught 
in the same way, and I want to wad eae recommendation for the 
passage of this legislation. 

Mr. Hertone. Thank you very much. 

(Mr. Herlong’s prepared statement follows :) 


STATEMENT OF Hon. A. S. Heritona, Jr., Re H. R. 5720 


I appreciate the opportunity to appear before this committee in the interest 
of my bill H. R. 5720, which is a companion bill to that introduced by Mr. Camp- 
bell of Florida, H. R. 5597, and that of Mr. Sikes of Florida, H. R. 5880. This 
bill deals with the matter of capital gains on fruit trees sold with unharvested 
crops thereon. 

The Federal income-tax statutes have contained provision for special tax 
treatment of gains from the sale or exchange of a capital asset since 1921 (sec. 
206, Revenue Act of 1921). As affecting the gain of a farmer who sold his farm 
or orchard, there have been no changes in the words of the tax statutes prior to 
the addition of section 325 of the Revenue Act of 1951 (effective for transactions 
occurring in taxable years after December 31, 1950) except that during the 
period from May 28, 1938, until tax years ended after December 31, 1941, depreci- 
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able property used in the trade or business was excluded from the capital-asset 
category. This exclusion was eliminated by section 151 (b), Revenue Act of 
1942 (which added subsec. 117 (j) to the Revenue Code), which section restored 
gains from the sale or exchange of depreciable property used in the trade or 
business to the capital asset category. During the year 1946, in spite of this 
provision, the Bureau of Internal Revenue issued I. T. 3815 (1946-2 Cum. Bull. 
31), a bulletin which announced that where citrus groves are sold with fruit on 
the trees, a portion of the selling price must for Federal tax purposes be allocated 
to the fruit and the remainder to the land and trees; and did further announce 
that the gain from the sale of the fruit even though unserved and sold with the 
grove was taxable as ordinary income and that only the grain from the sale of 
the land and trees could be treated as capital gain. The Revenue Act of 1951 in 
section 325 spelled out definitely what we thought was the law all the time, i. e., 
that the unharvested crops were real property and entitled to capital-gains-tax 
treatment when included in the sale of a farm or orchard. I am sure that it 
was the intention of the Congress at the time that this provision simply clarified 
the law as we thought it existed. However the Supreme Court (Watson v. 
Comm.) held that this was not a clarification of the law but was a change in the 
provisions of statute. We then found ourselves in the position of having dealt 
unjustly with those farmers who sold groves during the period between 1946 and 
1951. The bill we have introduced serves the purpose of making retroactive the 
section of the 1951 revenue bill which stated that unharvested crops were real 
property and should be given capital-gains-tax treatment. The period of retro- 
activity is from the date of the Revenue Act of 1951 to the date late in 1946 
when the Bureau of Internal Revenue announced its change in the bulletin above 
referred to. 

I do not have to argue to this committee the wisdom of making the decision 
in declaring that unharvested crops are real estate. In your wisdom you de- 
cided that quite properly when you brought out the 1951 Revenue Act. My posi- 
tion is merely that we should not deal inequitably with those people who are 
caught in the “squeeze” between the years 1946 and 1951. 

I understand tax levies have been made against the people who claimed 
capital-gains-tax treatment for sales of farms or orchards made during those 
years. It is almost impossible to go back now or even a couple of years after 
the transaction was completed and determine with any degree of accuracy the 
value of the fruit which was later harvested. It would be even more nearly 
impossible to make the estimate today of the value of the crop of fruit that was 
on a certain orchard or grove during the year 1947. The amount involved is so 
small as to be inconsequential, but the principle involved is important. May I 
also say that the amount involved as far as the individual taxpayers is con- 
cerned is fairly important to them. I understand that most people have not paid 
these levies, but are letting the interest pile up on them in the hope that this 
Congress will clarify what we thought was its intention when we passed the 
1951 Revenue Act. I earnestly urge that this committee report out favorably 
my bill or either of the companion bills. I have no pride of authorship. I simply 
want what I know you gentlemen want—equitable treatment for all our tax- 
payers. 


(H. R. 5720 is as follows :) 


[H. R. 5720, 88d Cong., 1st sess.] 


A BILL Relating to the tax treatment to be afforded under section 117 (j) (3) of the 
Internal Revenue Code in certain cases involving the sale, exchange, or conversion of 
land with unbarvested crops thereon 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That paragraph (3) of section 117 (j) of the 
Internal Revenue Code (relating to sale of land with unharvested crop) shall be 
applicable with respect to taxable years beginning after December 31, 1941, as if 
such paragraph had been included in section 117 (j) as added to the Internal 
Revenue Code by the Revenue Act of 1942. 

Seo. 2. (a) If refund or credit of any overpayment resulting from the en- 
actment of the first section of this Act is prevented on the date of the enactment 
of this Act, or within six months from such date, by the operation of any law or 
rule of law (other than section 3760 of the Internal Revenue Code, relating to 
closing agreements, and section 3761 of such code, relating to compromises), re- 
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fund or credit of such overpayment may, nevertheless, be made or allowed if 
claim therefor is filed within six months from the date of the enactment of this 
Act. 

(b) No interest shall be allowed or paid upon any overpayment resulting from 
the enactment of the first section of this Act. 


Mr. Jenkins. Now we will hear from Mr. Scudder. 


STATEMENT OF HON. HUBERT B. SCUDDER, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF CALIFORNIA 


Mr. Scupper. Mr. Chairman and members of the Committee on 
Ways and Means, first of all I want to thank the committee for grant- 
ing me the opportunity to appear before you in connection with the 
Federal tax revision which you now have under consideration. 

I am particularly interested in H. R. 5067 which I introduced on 
May 7, 1953, and an identical bill, H. R. 6572, introduced by Repre- 
sentative Utt on July 28,1953. These bills provide for an amendment 
to section 113 (b) (1) of the Internal Revenue Code. Specifically, 
the proposed amendment would add to section 113 (b) (1) a sub- 
paragraph to provide that proper adjustment shall be made to the 
adjusted basis of the property: 

(N) For taxes or other carrying charges on unimproved and unproductive real 
property, but no such adjustment shall be made for deductions taken by the 
taxpayer which resulted in a reduction of the taxpayer’s taxes for the taxable 
year or prior taxable years. 


The foregoing proposed amendment is deemed necessary in order to 
correct an inequity which has arisen in the case of a prominent tax- 
payer located in my district. Doutbless there are other taxpayers 


similarly situated, but I refer specifically to the situation confronting 
Tfill-Davis Co., Ltd. 

Your committee has been good enough to allot 15 minutes of your 
time to Mr. Harry W. Cole, general manager of the Hill-Davis Co., 
Ltd., and 15 minutes’ time to Mr. Fred H. Brown who represents other 
timber interests in my district. I know that they, like myself, appre- 
ciate that you will give serious consideration of what they say. 

These two ge ntlemen will present to you the details concerning the 
:nerits of the proposed amendment, covering both factual as well as 
the legal phases involved. 

I do want to say, however, that where a taxpayer spends money to 
produce an asset, that the money so spent should be capitalized as a 

part of the cost of the asset. When a manufacturer buys a piece of 
a hinery to be used in his plant, the freight charges are treated as 
a part of the cost and capitalized as such. ‘We know from experience 
that it takes months, and sometimes as much as 2 years, to erect a 
building. Many items of expenditures such as property taxes, inter- 
est on mortgages, and so forth, are incurred. Truly, these are a part 
of the cost of the building itself and the Internal Revenue Code 
should so provide. 

Thus, I submit for your consideration that carrying charges on 
unimproved and unproductive real property are capital’ “expenditures 
and should be so treated under the Internal Revenue Code. 

I wish to thank you and desire now to present the witnesses who 
will speak in favor of this legislation. 
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STATEMENT OF HARRY W. COLE, GENERAL MANAGER, HILL-DAVIS 
CO., LTD., SAN FRANCISCO, CALIF. 


Mr. Cox. Mr. Chairman and members of the Committee on Ways 
and Means, my name is Harry W. Cole. I am the general manager 
of the Hill-Davis Co., Ltd., of 704 Market Street, San Francisco 2, 

Calif. I am appearing specifically on behalf of that company in 
re of H. R. 5067 introduced by Representative Scudder of Cali- 
fornia, and H. R. 6572 introduced by Representative Utt, also of 
California. 

I take this opportunity to thank the chairman and members of this 
committee for granting me the opportunity to appear as a witness 
to testify in support of H. R. 5067 and H. R. 6572. 

Mr. Fred H. Seows, a witness scheduled to follow me, is prepared 
to and will give the committee a résumé of background of the law 
and regulations involved by H. R. 5067 and H. R. 6572. He is a tax 
expert and I am not. 

lill-Davis Co., Ltd., is a Michigan partnership association taxable 
as a corporation. It was formed in 1906. Shortly after formation 
it acquired by purchase a large tract of timberland in California. 
This tract was in an area quite remote to the operating field. It was 
considered as a long-time investment and no early return was expected 
from it. 

The property was in Humboldt County, northern California. The 
nominal head office of the company was in the office of one of the 
stockholders at Grand Rapids, Mich. Practically all the activity 
of the company consisted in paying the State and county taxes each 
year. There was no income from the property, and very meager ac- 
counting records were kept. Beginning with March 1, 1913, it was 
necessary to file an inventory of ‘timber owned. as called for by the 
United States Treasury on return known as Form T. To prepare 
that form the company was obliged to call in a firm of certified public 
accountants. 

The first income was in 1916 for rental of a part of the property 
as a ranch. Thereafter, and until 1944, there were small items of 
income from sales of isolated stands of spruce affected by a blight; 
interest payments received from stockholders who had not paid their 
purchase installments as they became due; and some small income 
from timber cut on a right-of-way through the company’s property 
in 1936 to 1938. These items of small income, however, were more 
than offset by expenses other than carrying charges so that no tax 
benefits whatever were derived from deducting the carrying charges. 

During all this time the records of the company were kept by a 
clerk in the office of the stockholder previously referred to. 

When the Revenue Act of 1932 permitted an owner of nonrevenue 
producing property to elect to expense or capitalize the carrying 
charges on such property, the clerk keeping the accounts of the com- 
pany either did not know about the election or did not realize its sig- 
nificance. At any event, he continued to expense all taxes and other 
carrying charges as he ‘had done from the time the property was 
purchased in 1906. 
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The failure to capitalize the carrying charges of the company we 
feel was through innocent inadvertence, and we believe we are in 
equity entitled to the relief that would be given by H. R. 5067 and 
H. R. 6572. 

Merits of H. R. 5067 and H. R. 6572: When a taxpayer buys vacant 
land on which a building is to be erected, the taxes on the property 
and interest on mortgages, if any, are truly part of the cost of the 
building when it is finally completed. During the period of construct- 
ing out-of- pocket expenses are incurred not in producing income but 
in producing an asset which will produce income. 

So it is with a tract of standing timber. It might be years after the 
tract is purchased before the taxpayer is in a position to cut the 
timber. In our case, we carried the property for over 40 years. We 
knew that during those years we would have to pay property taxes and 
other carrying charges until such time as the timber was to be cut. 
Then and not until then would income be produced. 

Thus, we believe that carrying charges on unimproved and unpro- 
ductive real property should be treated as capital expenditures and 
not as current expenses. Especially is this true where there can be 
no tax benefit through current deductions. 

Mr. JENKINS. Thank you, Mr. Cole. 

The next witness on the list is Mr. Brown. 

Before Mr. Brown testifies, Congressman Harris Ellsworth has sub- 
mitted a statement and asked that it be printed in the hearings. If 
there is no objection, it will be inserted following the testimony of 
Mr. Brown. 


STATEMENT OF FRED H. BROWN, OF LESTER HERRICK & HERRICK, 
CERTIFIED PUBLIC ACCOUNTANTS, SAN FRANCISCO, CALIF. 


Mr. Brown. Mr. Chairman and members of the Committee on Ways 
and Means, my name is Fred H. Brown. I am a partner of Lester 
Herrick & Herrick, certified public accountants, 465 California Street, 
San Francisco, Calif.- I am appearing on behalf of several of my 
firm’s clients who are engaged in the timber industry in support of 
H. R. 5067, introduced by Representative Scudder, of California, and 
H. R. 6572, introduced by Representative Utt, also of California. 

Relief provided for in H. R. 5067 and H. R. 6572: H. R. 5067 and 
H. R. 6572 are bills to amend section 113 (b) a) of the Internal 
Revenue Code to provide for adjusting the basis of property for taxes 
and other carrying charges on unimproved and unproductive real 
property paid out “by the taxpayer in prior years and deducted on 
the tax returns without any tax benefit. The proposed amendment 
would add to section 113 (b) (1) a subparagraph to provide that a 
proper adjustment shall be made to the adjusted basis of property : 

(N) For taxes or other carrying charges on unimproved and unproductive 
real property, but no such adjustment shall be made for deductions taken by 
the taxpayer which resulted in a reduction of the taxpayer’s taxes for the tax- 
able year or prior taxable years. 

By their terms, H. R. 5067 and H. R. 6572 are Lnaideal to carrying 
charges on unimproved and unproductive real property. For years 
the law and regulations provided that taxes and other so-called cur- 
rent charges should be deducted in the year that they were paid or 
accrued, 
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In the Revenue Act of 1932, Congress recognized for the first time 
that certain taxes and carrying charges should be apitalized, but 
only if the taxpayer did not deduct them in computing net income 
(see sec. 113 (b) (1) (A)). No change was made in the law until 
the Revenue Act of 1942 was passed, which provided that a taxpayer 
must elect to capitalize such taxes and carrying charges in accord- 
ance with regulations to be prescribed by the Commissioner with the 
approval of ‘the Secretary. The Commissioner did prescribe regu- 
lations to the effect that taxpayers could capitalize annual taxes, 
interest on mortgages, and other carrying charges, in the case of un- 
improved and unproductive real property (sec. 29.24-5 (b) (1) of 
regulations 111). 

Merits of H. R. 5067 and H. R. 6572: When a taxpayer buys vacant 
land on which a building is to be erected, the taxes on the property 
and interest on mortgages, if any, are truly part of the cost of the 
building when it is finally completed. During the period of construct- 
ing a building on the land the out-of- poc ket expenses are incurred 
not in producing income but in producing an asset which will pro- 
duce income. 

The same thing is true of a tract of standing timber. It might 
be years after the tract is first purchased before it is economically 
possible to cut the timber. During this holding period the taxpayer 
is required to pay out taxes, interest on mortgages, and similar charges 
to carry the timber until it can be cut. Then and not until then will 
income be produced. 

Similarity to H. R. 3168—Virginia Hotel Corporation v. Helvering 
(319 U. S. 523 (1943) ) : The members of this committee will doubtless 
recall that during the depression many taxpayers continued to charge 
off excessive depreciation and the question later arose as to whether 
taxpayers would be permitted to compute the proper amount of de- 
preciation for prior years where excessive amounts had been deducted. 
The Tax Court decided in favor of the taxpayer, holding that cor- 
rections could be made in prior years. The Supreme Court, however, 
in a 5 to 4 decision in the Virginian Hotel Corporation case held to 
the contrary. After many years of consideration, the 82d Congress 
passed H. R. 3168 which became Public Law 539, so as to permit the 
taxpayers to correct mistakes made during prior years. Senate Re- 
port No. 1160, to accompany H. R. 3168, tells the entire stor y: 

While the situation covered by H. R. 3168 is not exactly the same 
as that involved in H. R. 5067 and H. R. 6572 herein, yet it does have 
a remarkable similarity in that both involved innocent mistakes made 
by the taxpayer for which correction was allowed, but only to the 
extent that the taxpayer did not receive a tax benefit in prior years 
for the excessive depreciation taken as a deduction. 

Such is the situation involved in H. R. 5067 and H. R. 6572. The 
bills do not allow a restoration where there has been a reduction of 
taxpayer’s taxes for the taxable year or prior taxable years. They 
are restricted to no tax benefit deductions. 

Thus, we believe that carrying charges on unimproved and unpro- 
ductive real property are much more akin to capital expenditures than 
they are to current expenses. Especially is this true where there can 
be no tax benefit through current deductions. H. R. 5067 and H. R: 
6572 provide for a restoration of carrying charges to capital account 
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only in cases where there has been no tax benefit obtained through 
deduction of the charges. 

This concludes my statement, Mr. Chairman, I thank you. 

Mr. Jenkins. You made a very fine statement, Mr. Brown. 

Mr. Srupson. Mr. Brown, is it your experience that in general the 
most of those involved in the buying of timberland for investment 
purposes and eventual cutting failed to capitalize as was permitted 
in 1932? 

Mr. Brown. I will say that prior to 1932 it was invariably the prac- 
tice to charge off the carrying charges and not capitalize them. 

Mr. Stimpson. That was prior to 1932? 

Mr. Brown. Prior to 1932 

Mr. Simpson. After you were given a choice, what did the com- 
panies generally do? 

Mr. Brown. I would say it depended largely on the individual case. 
In a case where the company was merely carrying the timber and had 
no other source of income, they would naturally elect to capitalize the 
charges. Other companies who had other operations and income 
from other sources would probably elect to charge off the carrying 
charges to current expense. 

Mr. Simpson. Yo make the point that we should change the law 
now so that those who did not elect to capitalize might do so now? 

Mr. Brown. Yes. 

Mr. Srwpson. And you cite the Virginia Hotel case where a long 
while after the event we recognized the inequity of having allowed 
those people to take deductions, to take amortization, make a chargeoft 
where they got no good from it. 

Mr. Brown. Yes. 

Mr. Sutpson. And we corrected that so that they may later on 
charge it off against earnings ? 

Mr. Brown. That is exactly our position here. 

Mr. Srwpson. Thank you very much. 

Mr. Jenxins. Are there any further questions? 

Mr. Urr. Mr. Chairman, I did not have any questions to ask, but 
I did want to say for the record that Mr. Brown and Mr. Cole are 
very highly respected citizens of the great State of California, and I 
personally appreciate their coming and bringing this matter before 
the Ways and Means Committee and have assured them we are sym- 
pathetic and will do the very best we can to relieve the inequity which 
I am certain exists in many cases besides the one actually before us 
now. 

Mr. Jenkins. I wonder if you have copies of the two bills to which 
you referred. 

Mr. Mason. Mr. Scudder put his bill in, as I understand it, and it 
is practically the same as yours? 

Mr. Brown. They are identical, as I understand, and the entire lan- 
guage is contained in the top of page 2 of my statement. 

(H. R. 5067 and H. R. 6572 are as follows:) 


[H. R. 5067, 83d Cong., 1st sess.] 
A BILL To amend section 113 (b) (1) of the Internal Revenue Code with respect to the 


adjustment of the basis of property for carrying charges on unimproved and unproduc- 
tive real property 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That (a) subparagraph (1) of section 113 (b) 








GENERAL REVENUE REVISION 1077 


of the Internal Revenue Code entitled “adjusted basis” is amended by inserting 
at the end thereof the following: 

“(N) For taxes or other carrying charges on unimproved and unproduc- 
tive real property, but no such adjustment shall be made for deductions 
taken by the taxpayer which resulted in a reduction of the taxpayer’s taxes 
for the taxable year or prior taxable years.” 

(b) The amendments made by this Act shall be applicable with respect to 
taxable years beginning after December 31, 1951. 

(c) For the purposes of all prior revenue Acts, the amendment made to the 
Internal Revenue Code by section (a) of this Act shall be effective as if it were 
a part of each such revenue Act on the date of its enactment. 





[H. R. 6572, 83d Cong., 1st sess.] 


A BILL To amend section 113 (b) (1) of the Internal Revenue Code with respect to the 
adjustment of the basis of property for carrying charges on unimproved and unpro- 
ductive real property 
Be it enacted by the Senate and House of Representatives of the United States 

of American in Congress assembled, That (a) subparagraph (1) of section 113 

(b) of the Internal Revenue Code entitled “adjusted basis” is amended by insert- 

ing at the end thereof the following: 

““(N) For taxes or other carrying charges on unimproved and unproductvie 
real property, but no such adjustment shall be made for deductions taken 
by the taxpayer which resulted in a reduction of the taxpayer’s taxes for 
taxable year or prior taxable years.” 

(b) The amendments made by this Act shall be applicable with respect to 

taxable years beginning after December 31, 1951. 

(c) For the purposes of all prior revenue Acts, the amendment made to the 

Internal Revenue Code by section (a) of this Act shall be effective as if it were 

a part of each such revenue Act on the date of its enactment. 


STATEMENT OF HON. HARRIS ELLSWORTH, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF OREGON 


Mr. Extsworrn. I am filing with the clerk of this committee a 
statement by Mr. Thomas B. Stoel, of Portland, Oreg., in support of a 
change in the “date of disposal” sentence of section 117 (k) (2) 
Internal Revenue Code to include timber in that sentence. 

Mr. Stoel is a partner in the law firm of Hart, Spencer, McCulloch, 
Rockwood & Davies at Portland, Oreg. His firm represents a sub- 
stantial number of timber owners and lumber operators in the Pacific 
Northwest and is well acquainted with tax problems relating to timber. 

I am generally familiar with the problem discussed in Mr. Stoels’ 
statement with respect to the discriminatory treatment of transferees 
who receive timberlands subject to a cutting contract, and am fully 
in accord with the desirability of curing the difficulty by the simple 
amendment which he suggests. 

(The statement follows :) 


STATEMENT OF THOMAS B. Sroet, PORTLAND, OREG., IN SuPPORT OF AMENDMENT OF 
“DATE OF DisposaAL” SENTENCE OF Section 117 (k) (2) IRC To IncLupE 
TIMBER 


To the chairman and members of the committee, my name is Thomas B, Stoel. 
I am a partner of the law firm of Hart, Spencer, MeCniloch, Rockwood & Davies, 
whose office address is 1410 Yeon Building, Portland, Oreg. My firm represents 
a substantial number of timber owners and lumber operators in the Pacifie North- 
west. I am presenting this statement in support of an amendment of the “date 
of disposal” sentence of section 117 (k) (2) IRC to include timber. 


Background of section 117 (k) (2) 


Section 117 (k) (2) of the Internal Revenue Code was originally enacted as 
section 121 of the Revenue Act of 1943. In general, it grants to the owner of 
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timber who disposes of it under a contract by which he retains an economic 
interest in the timber the right to treat any gain on the disposal as capital gain. 
The section was enacted as a relief measure, the purpose being explained in the 
following quotation from Report No. 627 of the Senate Committee on Finance 
(C. B. 1944, p. 993) : 

“This latter provision will afford relief to those who have leased their property 
under a contract whereby they retain an economic interest in the timber and 
are not entitled under the present law to capital gains treatment because of 
that fact.” 

By section 325 of the Revenue Act of 1951 section 117 (k) (2) was extended 
to cover leases of coal mines where the owner retains an economic interest in the 
coal, The text of section 117 (k) (2) as it now appears in the code is set forth 
in appendix A attached to this statement. 


Date of disposal requirement 


In Oregon and elsewhere the form of timber-sale contract which is commonly 
used and which most clearly falls within the staiutory definition in section 
117 (k) (2) is a timber-cutting agreement by which title normally passes to the 
vendee when the timber is cut and under which the risk of loss to the timber from 
fire, insect infestation, and other perils remains with the owner-seller until the 
timber is severed. The Treasury Department in its regulations (sec. 29.117-8 (b), 
Regulations 111) has taken the position that the “disposal” contemplated by the 
statute occurs on the date of the contract rather than on the date of the cutting 
of the timber, when title and the risk of loss on the timber actually pass under 
cutting contracts of the type described above. 


Effect of present interpretation of “Cate of disposal” requirement on subsequent 
transferees of the timber 

There are many instances in which timber is sold under cutting contracts 
running for 5 to 20 or more years, with the stumpage price being related to some 
variable such as the index price of lumber or the current price of logs. During 
the period of cutting, the timber subject to the contract is frequently transferred 
to a new owner through sale, or distribution in liquidation of a corporation, or 
transmission on death, or by gift. In some instances the transfer is voluntary ; 
in others it is involuntary. Under the Treasury’s view that section 117 (k) (2) 
can be availed of only by an owner who held the timber for more than 6 months 
prior to the date of the contract, all of the transferees of the timber in these 
situations will be barred from reporting gain under section 117 (k) (2) even 
though they may in fact be selling timber from the lands for many years. 

Suppose, for example, that A, an individual, holds timber lands for 10 years 
before entering into a cutting contract under which X is to remove the timber 
over a 20-year period. The timber is to be paid for as removed, with the stumpage 
price being fixed at a percentage of the going log price. As the payments are 
made by X, A properly reports his gain under 117 (k) (2). 

In 1952, 2 years after the contract with X was made, A dies and the timber- 
lands subject to the contract are valued for estate-tax purposes at $5 per thou- 
sand feet. Under A’s will, the timber is devised to B and has in B’s hands a 
basis of $5 per thousand. The variable stumpage formula brings B stumpage 
payments of $10 per thousand in 1953. He attempts to report the difference 
between $5 and $10 per thousand as capital gain under section 117 (k) (2). On 
the basis of its regulations, it appears that the Treasury Department would 
deny B the right to use 117 (k) (2) on the ground that the timber was disposed 
of by A at the date of the contract, and that there is therefore no “disposal” of 
the timber by B. Instead, B will be taxed on the gain at the rates applicable 
to ordinary income. 

As an alternative illustration, let us assume that in the hypothetical case just 
stated A sells the timber to X under a 20-year cutting contract with a variable 
stumpage price. Subsequently, in 1951 A sells to B the timberlands subject to 
the contract with X for a cash price equal to $5 per thousand for the timber on 
the lands. In 1953 B receives from X stumpage payments of $10 per thousand 
under the cutting contract. Again it appears that the Treasury Department will 
deny B the right to use 117 (k) (2) in reporting as gain the difference between 
his $5 per thousand cost basis for the timber and the $10 per thousand received 
in 1953. As noted above, B may find himself in a similar situation where, as a 
part of liquidating distributions from a corporation of which he is a stockholder, 
he receives timberlands subject to a cutting contract. 

The fact is that, under court decisions applying the law prior to enactment 
of section 117 (k) (2), transferees of timberlands subject to a cutting contract 
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were permitted to use the capital gains provisions of the code in reporting their 
gain from timber cut after they had held the timber for the prescribed holding 
period. As interpreted by the Treasury Department, therefore, section 117 (k) 
(2), rather than being a relief measure, discriminates against and substantially 
worsens the position of such transferees. 


Legislative remedy with respect to date of disposal of timber under section 117 
(k) (2) 

There is a simple legislative remedy for the inequitable and discriminatory 
treatment which is accorded one group of timber owners in the situations 
described above. 

At the time the benefits of section 117 (k) (2) were extended to coal leases 
by section 325 of the Revenue Act of 1951 there was inserted in section 117 (k) 
(2) a new sentence providing: “The date of disposal of such coal shall be deemed 
to be the date such coal is mined.” To avoid an inequitable discrimination not 
only between coal and timber owners, but more particularly between classes of 
timber owners who should stand on the same footing, section 117 (k) (2) should 
be amended by changing the “date of disposal” sentence quoted above to read as 
follows: ‘“The date of disposal of such timber or coal shall be deemed to be the 
date such timber is cut or such coal is mined.” [New wording italicized.] 

I strongly urge, therefore, that in connection with the enactment of any revi- 
sions of the Internal Revenue Code section 117 (k) (2) should be amended in 
accordance with the foregoing suggestion. 


APPENDIX A 
Section 117 (k) (2) InTERNaL REVENVE CopE 


“(k) GAIN or Loss IN THE CASE OF TIMBER OR COAL.— 
s * 7 a > = . 
(2) In the case of the disposal of timber or coal (including lignite), held 
for more than six months prior to such disposal, by the owner thereof under 
any form or type of contract by virtue of which the owner retains an eco- 
nomic interest in such timber or coal, the difference between the amount 
received for such timber or coal and the adjusted depletion basis thereof shall 
be considered as though it were a gain or loss, as the case may be, upon the 
sale of such timber or coal. Such owner shall not be entitled to the allow- 
ance for percentage depletion provided for in section 114 (b) (4) with respect 
to such coal. This paragraph shall not apply to income realized by the owner 
as a coadventurer, partner, or principal in the mining of such coal. The date 
of disposal of such coal shall be deemed to be the date such coal is mined. 
In determining the gross income, the adjusted gross income, or the net income 
of the lessee, the deductions allowable with respect to rents and royalties 
shall be determined without regard to the provisions of this paragraph. 
This paragraph shall have no application, in the case of coal, for the purposes 
of applying section 102 or subchapter A of chapter 2 (including the computa- 
tion under section 117 (c) (1) of a tax in lieu of the tax imposed by section 
500).” 


Mr. Jenxrns. The next witness is Mr. David W. Richmond, on be- 
half of the American Bar Association. 


STATEMENT OF DAVID W. RICHMOND, SECTION OF TAXATION, 
AMERICAN BAR ASSOCIATION 


Mr. Ricumonp. My name is David W. Richmond. I am appearing 
before your committee as a representative of the section of taxation 
of the American Bar Association. The American Bar Association 
welcomes this opportunity to appear before you and to present its 
views in regard to Topic 22, Capital Gains and Losses Including Prob- 
lems Relating to Basis. 

The subject to which I address myself is covered by sections 111, 
127, 130, 131, 132 of the bills introduced by Chairman Reed and Repre- 
sentative Camp in July of 1951 (H. R. 4775 and H. R. 4825, 82d Con- 
gress), containing numerous recommendations for revenue revision 
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made by the American Bar Association. There are also two addi- 
tional recommendations—one adopted by the association in the fall 
of 1951, and the other in 1953. 


SECTION 111. DEDUCTIONS OF WORTHLESS STOCK LOSS IN CASE OF 
AFFILIATED CORPORATION 


This section amends section 23 (g) (4) (B) of the Internal Revenue 
Code to remove an apparent unintended discrimination. Section 23 
(g) (4) provides that a corporation may dedtet as an ordinary loss 
the loss on worthless stock in an affiliated corporation. In defining 
what is an affiliate for purposes of that paragraph, section 23 (g) (4) 
(B) provides that a corporation shall not be deemed ‘to be allilinted 
with the taxpayer unless more than 90 percent of the aggregate of its 
gross income for all years has been from sources other than royalties, 
rents, dividends, interest annuities, or gains from securities transac- 
tions. The limitation was put into the — in ee to exclude 
holding companies from the benefits of section 23 (g) (4), but as now 
worded the law inadvertently excludes a ecb of Sac com- 
panies, such as banks and investment companies, just because much of 
their income is derived from rents, interest, or the like. The proposed 
amendment would extend the benefits of sec tion 23 (gz) (4) to losses on 
the stock of corporations “actively engaged in a trade or business,” 
whatever the source of their income. The text of our proposal is being 
filed with this statement. 


SECTION 127. BASIS OF PROPERTY INCLUDED IN DECEDE NT’S GROSS ESTA TE 


Section 113 (a) (5) of the Internal Revenue Code (Adjusted 
Basis for Determining Gain or Loss: Property Transmitted at Death) 
presently provides that if property was acquired by bequest, devise, or 
inheritance, the income-tax basis for such property in the hands of 
his estate, devisee, or heir, is the value at the date of death (or such 
other valuation date as is used for estate-tax purposes). With two 
minor qualifications, the’ foregoing rule does not apply to property 
transferred inter vivos by a decedent, even though such property may 
be includible in his gross estate for estate-tax purposes, as, for ex- 
ample, property transferred in contemplation of death. 

Our proposal, the text of which is being filed with this statement, 
would amend section 113 (a) (5) to provide that if property were 
acquired either inter vivos, or by reason of the decedent’s death, and 
if such property were includible in his gross estate for estate-tax pur- 
poses, the income-tax basis of such property would become, after his 
death, its value on the date of death (or other applicable valuation 
date) 

This particular recommendation is not included in the Reed-Camp 
bills, it having been adopted by the association subsequent to the 
introduction of those bills. 


RECOMMENDATION VIII, ADOPTED BY AMERICAN BAR ASSOCIATION AT ITS 
ANNUAL MEETING HELD IN NEW YORK IN SEPTEMBER 1951 


Offsetting of Gains and Losses in Transactions Between Related 
Persons: Preservation of Basis: Section 24 (b) (1) of the Internal 
Revenue Code disallows losses from sales or exchanges between certain 
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related interests. In applying this section the courts have held that 
where two or more items of property are sold in bulk, or as pacts of 
a single transaction, the gains and losses on individual items must be 
se parately computed; and that the gains are taxable while the losses 
must be disallowed. ‘This makes it necessary to divide up or allocate 
both the basis and the selling price between the separate items or 
elements of property involved. Difficulties result in situations such 
as allocation of basis and selling price between land and improve- 
ments. Such circumstances tend to create traps for taxpayers un- 
familiar with applicable rulings and tend to produce inequitable 
results. It is believed that the underlying purposes of section 24 (b) 
can be served by disallowing only the net losses from such sales or 
exchanges. The proposed amendment, the text of which is being filed 
with this statement, would allow the gains and losses in transactions 
between the same persons in the same taxable year to be computed 
on an aggregate basis. If the net result of the transaction is a gain 
it would be taxable; if a loss, it would be disallowed. 

The amendment would also permit a transferee in such a transac- 
tion to use the transferor’s basis for purpose of determining gain, 
where the loss on the transfer has been disallowed. The theory behind 
section 24 (b) is that transfers between the closely related interests 
therein described do noé result in sufficient change of ownership or 
sufficient realization of income to justify recognition of the loss. That 
being so, it seems only fair to preserve the transferor’s basis for the 
property. That would be consistent with the preservation of basis 
in tax free exchanges under section 112, and with the treatment of wash 
sales in section 113 (a) (10). However, in order to make the amend- 
ment consistent with the basis provisions relating to property acquired 
by gift, and to avoid the arbitrary shifting of losses between members 
of a family, the amendment would allow the use of the transferor’s 
basis only in determining gain. 


SECTION 130. RETIREMENT OF BONDS 


Section 117 (f) of the Internal Revenue Code (C apital Gains and 
Losses: Retirement of Bonds, Ete.) provides capital-gain treatment 
for the redemption of bonds and similar securities in registered or 
coupon form, although the gain from payment of other evidences of 
indebtedness is ordina ry income. Under the present law, it is possible 
to convert ordinary evidence of indebtedness into bonds and similar 
securities without gain or loss and the gain from the redemption 
thereof will be treated as a capital gain. The Treasury complained 
chat ordinary income : thee be converted into e: ipital gain merely 
by changing the type of the evidence of indebtedness and in order to 
prevent this practice H. R. 6712, the tax revision bill of 1948, con- 
tained a provision to the effect that capital gain would result in such 
cases only where the evidence of inde tedness was ori iginally issued 
in coupon or registered form. It is believed that the purpose sought 
to be ac complished by this proposal was proper but that it was too 
extreme. Assets of a character which give rise to capital gain need 
only be held 6 months under section 117, "and the proposed amendment 
provides capital-gain treatment where the conversion that is, from the 
ordinary evidence of indebtedness as a coupon on a registered bond, 
occurred 6 months or more prior to the redemption. The text of our 
proposal is being filed with this statement. 
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SECTION 131. HOLDING PERIOD OF CAPITAL ASSETS 


Under existing law (section 117 (h) (1)—Capital Gains and 
Losses: Determination of Period for Which Held), it has been held 
(Commissioner v. Gracey (159 F. (2d) 324) that if a noncapital asset 
is exchanged for a capital asset, the holding period for the former oor 
be tacked on to the holding period for the latter for purposes of decid- 
ing whether the capital gain is long term or short term. This con- 
struction offers a loophole for tax avoidance, and the proposed sec- 
tion recommended by the Bar Association closes this loophole by pre- 
venting such a tacking on. The text of our proposal is being filed with 
this statement. 

I might say that the bar association is usually chided for represent- 
ing individual clients in its presentation before the committee, but we 
would like to have the committee observe that this is a situation where 
we are recommending the closing of a loophole. 


SECTION 132. CAPITAL GAINS UPON MATURITY OR SURRENDER OF 
INSURANCE POLICY 


Under the present law amounts received upon the maturity of an 
endowment policy or the surrender of a life-insurance policy during 
the lifetime of the insured in excess of the premiums or considera- 
tion paid are treated as ordinary income. In practical effect, the pres- 
ent system amounts to the taxation in a single year of income that was 
actually accumulated over a period of many years, and the result is 
that the recipient may be taxed at a considerably higher rate than that 
at which he would have been taxed if the net gain had been paid out 
to him over the life of the policy in the form of distributed earnings. 
Our proposal, section 132 of the Reed-Camp bill, would eliminate this 
harshness by adding subsection (n) to section 117 of the code so as to 
extend capital-gains treatment to such situations. The text of the pro- 
posed amendment is being filed with this statement. 


RECOMMENDATION VI, ADOPTED BY AMERICAN BAR ASSOCIATION AT ITS 
MIDYEAR MEETING HELD IN CHICAGO IN FEBRUARY 1953 


Income Tax Treatment of Gains and Losses on Purchase Money 
Obligations: Under present law, as illustrated by the decision of the 
Tax Court in Culbertson v. Commissioner (14 'T. C. 1421 (1950) ), the 
income tax treatment of gains and losses on the sale or exchange of 
capital assets and the collection of purchase money obligations ac- 
quired in such transactions depends on the market value of the obliga- 
tions when received. If the obligations are considered to be worth 
par, at the time they are received the entire gain is treated as a capital 
gain from the sale of the property. But if the obligations are found 
to have a market value that is less than par, then any amount collected 
on them in excess of such value is treated as ordinary income. The 
rule thus illustrated makes too much turn on determinations of value, 
which are hazardous at best, and on such formalities as whether the 
deferred installments of the purchase price are evidenced by notes, 
whether the notes are negotiable, and the like. It furnishes a trap into 
which taxpayers can easily fall, whereby what is essentially a gain 
on the sale of a capital asset can be converted into ordinary income 
simply from the odflection of a promissory note. 








GENERAL REVENUE REVISION 1083 


The proposed amendment, the text of which is being filed with this 
statement, would eliminate such discrimination. Under the proposal, 
gain or loss on the disposition of a purchase money obligation (other 
than corporate securities described in section 117 (f) received on the 
sale or exchange of such capital asset) would be considered as re- 
sulting from the sale or exchange of such asset. If the original prop- 
erty was held for more than 6 months, the gain or loss would be long- 
term capital gain or loss. The requirement of a sale or exchange of the 
obligation itself is thus eliminated, as is the requirement of a par- 
ticular holding period for the obligation. 

The amendment would not change the present law with respect 
to the recognition of gain or loss, the year of taxability, the amount 
taxable in any year, or the basis of the purchase money obligations. 
Nor would it effect the installment =i provisions in section 44. 
All it is intended to do is (1) eliminate the requirement of a sale or 
exchange with respect to purchase money obligations and (2) treat 
the entire gain or loss as resulting from the original sale or exchange 
of the property. 

We Save, Mr. Chairman, a series of proposed amendments which 
would effectuate these recommendations. I would like to submit them 
for the record as a part of my statement. 

The Cuamrman. If there is no objection, it is so ordered. 

(The matter above referred to is as follows:) 


Text OF AMENDMENTS PROPOSED BY AMERICAN BAR ASSOCIATION RELATING TO 
ITEM 22, CAPITAL GAINS AND LOSSES 


“Seo. 111.1 Capita Losses 


(a) Section 23 (g) (4) (B) relating to worthless stock in affiliated corpora- 
tions) is hereby amended to read as follows: 

“*(B) more than 90 per centum of the aggregate of its gross incomes for 
all taxable years was derived from the active conduct of a trade or busi- 
ness; and’, 

“(b) The amendment made by this section shall be applicable with respect to 
taxable years beginning after December 31, 1941.” 


7 + - 7 * . 7 
“Sec. 127. Basis of Property INCLUDED IN DecEDENTS Gross ESTATE 


“Section 113 (a) (5) (relating to adjusted basis of property transmitted at 
death) is hereby amended by adding at the end thereof the following: 

“ ‘Tf a decedent, at the time of his death, was a joint tenant by the entirety of 
property or possessed an interest in an annuity contract, or if a decedent, prior 
to his death, transferred property which has not been sold, exchanged, given, 
or otherwise disposed of by the transferee prior to the decedent’s death, then, 
for the purposes of this paragraph, such property, annuity contract, or interest 
therein, to the extent includible in the decedent’s gross estate pursuant to sec- 
tion 811, shall, after such death, be considered to be property “acquired by be- 
quest, devise, or inheritance” from the decedent. If a decedent, prior to his 
death, has transferred property in trust, then, for the purposes of this para- 
graph, such interest in the property contained in the trust fund on the date of 
the decedent’s death as is includible in his gross estate pursuant to section 
811, shall, after such death, be considered to be property “acquired by bequest, 
devise, or inheritance from the decedent”.’” 

Recommendation VIII, adopted by American Bar Association at its annual 
meeting held in New York in September 1951: 

“(a) The portion of section 24 (b) (1) of the Internal Revenue Code preceding 
subparagraph (A) thereof is hereby amended to read as follows: 

“*(1) Losses DisALLowep.—In computing net income no deduction shall be 
allowed in respect of losses from sales or exchanges of property, directly or in- 
directly.’ 


an numbers refer to Reed-Camp bills (H. R. 4775 and H. R. 4825, 82d Cong. 
wl). 
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“(b) Section 24 (b) (1) of the Internal Revenue Code is hereby further 
amended by striking out the period at the end of subparagraph (F) thereof and 
inserting in lieu thereof a dash, and by adding after subparagraph (F), but not 
as a part of such subparagraph, the following: ‘except to the extent that gains 
from such sales to, or exchanges with, the same person are taken into account 
in the same tatxable year.’ 

“(c) Section 113 (a) of the Internal Revenue Code is hereby amended by 
adding the following paragraph at the end thereof: 

“*(23) PROPERTY ACQUIRED FROM CERTAIN RELATED INTERESTS.—If the property 
was acquired in a sale or exchange resulting in a loss to the transferor to which 
section 24 (b), or a corresponding provision of a prior law, was applicable, the 
basis for determining gain shall be the same as it would be in the hands of the 
transferor, reduced by the amount of the loss upon such sale or exchange with 
respect to which a deduction was allowable under the law applicable to the 
taxable year in which the transfer was made. If the transferor made two or 
more such sales or exchanges to or with the same person in the same taxable 
year resulting in losses exceeding, in the aggregate, the allowable deduction with 
respect thereto, the amount of the allowable deduction shall, for the purposes of 
this paragraph, be allocated between such sales or exchanges in proportion to 
the amounts of the losses resulting therefrom which would, except for the pro- 
visions of section 24 (b), or the corresponding provisions of prior laws, have been 
taken into account in determining net income’.” 

. * * *. > * a 
“Sec. 130. RETIREMENT OF BONDS. 

“Section 117 (f) (relating to retirement of bonds) is hereby amended to 
read as follows: 

‘(f) RerrreMent or Bonps, Erc.—For the purposes of this chapter, amounts 
received by the holder upon the retirement of bonds, debentures, notes, or 
certificates or other evidences of indebtedness issued by any corporation (includ- 
ing those issued by a government or political subdivision thereof) which have 
continuously for at least six months prior to the retirement thereof borne inter- 
est coupons or been in registered form, shall be considered as amounts received 
in exchange therefor.’ 

“Sec. 181. Ho_prne PERIOD oF CAPITAL ASSETS. 

“The first sentence of section 117 (h) (1) (relating to holding period) is 
hereby amended to read as follows: 

“In determining the period for which the taxpayer has held property received 
on an exchange there shall be included the period for which he held the property 
exchanged, if the property exchanged, at the time of such exchange, was a capital 
asset as defined in section 117 (a) (1), and if under the provisions of section 
113, the property received has, for the purpose of determining gain or loss from 
a sale or exchange, the same basis in whole or in part in his hands as the prop- 
erty exchanged.’ ” 

. * * o ” . ea 
i 132. Caprran GAINS Upon MATURITY OR SURRENDER OF INSURANCE POLICY. 
“Section 117 (relating to capital gains and losses) is hereby amended by adding 
it the end thereof the following new subsection : 

(n) For purposes of this chapter, if the total distributions payable under 
the endowment or surrender of the policy of life insurance are paid to the bene- 
ficiary or owner of the policy in one taxable year of the beneficiary or owner 
and during the life time of the insured and if such surrender or endowment occurs 
nore than nine years after the date of the issuance of the policy, the income so 
realized by such beneficiary or owner shall be considered as a gain from the sale 
or exchange of a capital asset held for more than six months.’ ” 

Recommendation VI, adopted by American Bar Association at its midyear 
meeting held in Chicago in February 1953: 

“1. That section 28 (k) of the Internal Revenue Code be amended by adding 
at the end thereof the following new paragraph: 

‘(G) CERTAIN PURCHASE MONEY OBLIGATIONS.—For treatmerit of bad debts 
arising out of certain purchase money obligations, see section 117 (q).’ 

“2. That section 117 of the Internal Revenue Code be amended by adding at 
the end thereof the following new subsection: 

‘(q) PAYMENT oF PurRCHASE MoNrEY Osricatrons, Erc.—For the purposes 
of this chapter, gain or loss resulting to the holder from the sale, exchange, 
collection or other disposition, or worthlessness, in whole or in part, of an obli- 
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gation, other than an obligation described in subsection (f), received by the 
holder from the obligor as consideration upon the sale or exchange of capital 
asset or of property used in the trade or business as defined in subsection (j) (1), 
shall be treated as if it were gain or loss resulting from the sale or exchange 
of such asset or property. The provisions of section 23 (k) shall not apply 
to any such loss.’ ”’ 

The CuHarrman. Thank you very much for your appearance and the 
information you have given the committee. 

The next witness will be Mr. H. Ober Hess, on behalf of the Penn- 
sylvania Bar Association. 

Just give your name and the capacity in which you appear for the 
record, and we will be very glad to hear you. 


STATEMENT OF H. OBER HESS, ON BEHALF OF THE PENNSYLVANIA 
BAR ASSOCIATION 


Mr. Hess. Mr. Chairman and members of the Ways and Means Com- 
mittee, lam H. Ober Hess. I am appearing on behalf of the Pennsyl- 
vania Bar Association. 

We have filed a statement with the clerk explaining our two pro- 
posals, and I have only a few words to say orally. 

The Cuarmman. Would you like those inserted in the record ? 

Mr. Hess. Yes. 

The CHamman. Without objection, it is so ordered. 

Mr. Hess. Thank you. 

First, I should like to say on behalf of the Pennsylvania Bar Asso- 
ciation that we appreciate the opportunity of appearing before the 
committee. I also wish to extend our compliments to the committee 
on the systematic way in which this matter of revenue revision is being 
approached. 

The CuamrMan. Mr. Hess, we appreciate those remarks. We have 
had similar remarks from many business and professional men of the 
country, and we are very glad to know it meets with their approval and 
your approval. 

Mr. Hess. We think it is a highly intelligent way to approach the 
matter. 

We have only two recommendations that come within topic 22. 
One of them relates to section 24 (b). Our proposal is that 24 (b) 
be amended so as to provide that losses should be disallowed between 
related persons only to the extent that they exceed gains in transac- 
tions between such taxpayers—that is, related persons. This seems to 
us only to be a matter of rudimentary fairness, 

As the law stands at the present time, if I sell an asset to one of my 
brothers at a loss and an asset to one of my brothers at a gain, I pay 
the tax on the full gain and get no allowance for the loss. That in- 
equity I am sure exists because of an oversight. 

Mr. Kean. Has not a ruling been made lately with reference to 
whether the tax is due in a case of a trust by an estate in which the 
same people are beneficiaries? Has not there been a new ruling on 
that? 

Mr. Hess. I do not recognize what Mr. Kean has in mind precisely. 

Mr. Kran. If, for instance, a beneficiary of a trust under a will— 
say an estate wants to maintain the holdings of the family in a certain 
corporation and they sell to this trust in which the beneficiaries are 
the same as they were under the will. There was some question at 
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one time whether you could take a profit or loss under that sale where 
the same people were beneficiaries. 

Mr. Hess. I think the loss in the transaction you outline would be 
disallowed under 24 (b) because, if I apprehend the facts correctly, 
it would be a transaction between related persons. 

Mr. Kean. That is right. That is what I am talking about. That 
is a question I have had up in a personal situation, and there was a 
whipsawing there between certain securities sold at a profit and certain 
ones sold at a loss. Just what you refer to was involved right in that 
case. But I thought I read there had been some decision by some 
court where, in a trust, which is considered as a separate entity even 
though the beneficiaries are the same, they might allow that. 

Mr. Hess. I am not aware of any judicial relaxation of rule 24 (b) 
which would apply because of the trust being composed of the same 
persons. 

Mr. Kean. One being a trust inter vivos and the other a trust under 
a will. 

Mr. Hess. I would think they would still be related persons, since 
the assets of the trust come from the same source. 

That is all we have to say as to 24 (b). 

Our other recommendation within the compass of topic 22 relates 
to section 113 (a) (5), a section which deals with the basis of gain or 
loss for certain types of assets transmitted at death. 

Our proposal on that subject is the same as the one just explained 
by Mr. Richmond for the American Bar Association. We propose 
that 113 (a) (5) be amended so as to provide that assets included in a 
decedent’s estate for Federal estate-tax purposes should therefore take 
as their basis what is essentially the estate-tax-value calculation of 
gain or loss on a later disposition for income-tax purposes. 

There is a very human and very obvious illustration of the inequity 
which exists in that respect. If a man owns his residence—let us say 
a man buys his residence early in his lifetime and, as real-estate values 
appreciate, its value appreciates, as has happened all over the country 
in recent years. If he has the property in his own name and then dies 
giving it to his wife under his will and she later sells that property, 
she takes a higher basis in calculating the gain or loss on the resale— 
the value not at which the man purchased but the value at the date 
of his death. But if the man did what many men do, if instead of 
taking title in his own name, he had taken it in his own name and his 
wife’s name jointly so that as survivor of the man she would take title, 
in that situation she would retain as her income tax base the original 
cost of many years before, so that it would have applied to it the estate 
tax on the appreciation and also, if she sold it, an income tax on the 
same appreciation. It is that very obvious occasion of the double tax 
which gave rise to section 113 (a) (5) originally; that is, the elimina- 
tion of the possibility of a double tax is what 113 (a) (5) was designed 
to do. We think it should be extended to cover all assets includible 
under gross assets for Federal estate tax purposes. 

That is the extent of my remarks in support of those two proposals. 
Thank you very much. 

The Cuatrman. Thank you very much for your appearance and the 
information you have given the committee. 
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(The matter submitted for the record by Mr. Hess is as follows :) 


Gentlemen of the Ways and Means Committee of the House of Representa- 
tives; I am authorized by the Bar Association of the Commonwealth of Pennsyl- 
vania to appear in support of two recommendations which fall within the clas- 
sification of your topic 22. 


I 


The first such recommendation relates to code section 24 (b). We suggest 
that it be amended to disallow losses between related taxpayers only to the 
extent they exceed gains in transaction between such taxpayers for the taxable 
year. 

As it now stands, section 24 (b) disallows deduction for all losses incurred 
in transactions between related taxpayers. “Related taxpayers” is a defined 
term which includes brothers, sisters, spouse, ancestors, lineal descendants, 
the grantor and fiduciary of a trust, stockholder and corporation more than 
50 percent owned and the like. As the law now stands, for example, a tax- 
payer may incur a loss in the sale of one capital item to his brother and a gain 
in the sale of another item to the same brother with the result that he would 
owe tax on the entire gain and the loss would not be deductible to any extent. 

It is submitted to be no more than elementary fairness that gains in such 
transactions should be netted against losses before any gain is taxed. 


II 


Our second recommendation relates to code section 113 (a) (5) which deals 
with the basis for gain or loss of certain types of assets subject to estate tax. 
As presently written this section provides that the estate tax value shall con- 
stitute the income-tax basis on later disposition of the following types of assets 
included in gross estate for estate tax purposes: 

(1) Assets which belonged to the decedent at the time of his death. 

(2) Assets which the decedent transferred in his lifetime by a revocable 
trust reserving the income. 

(3) Assets over which the decedent exercised a general power of appointment. 


There are a number of other types of assets regularly included in gross estate 
for estate tax purposes where the estate tax value is not the income-tax 
basis under present law. Some of the more common are: 

(1) Assets which were jointly held by the decedent and another; 

(2) Assets which the decedent transferred in an irrevocable trust reserving 
income ; 

(3) Assets which the decedent transferred in a manner intended to take 
effect at death ; 

(4) Assets over which the decedent had a general power of appointment 
which he did not exercise. 


It is our suggestion that section 113 (a) (5) be amended to provide in gen- 
eral terms that any item included for estate-tax purposes should take the 
estate-tax value for its income-tax basis. The basic theory of the section is 
that the estate tax is a sufficient tax on any appreciation which took place 
to the time of death, and that the income tax should only reach appreciation 
occurring thereafter. Otherwise stated, the section is intended to prevent both 
estate tax and income tax being levied on the same value. 

In considering these desirable objectives of section 113 (a) (5) it is difficult 
to see any reason why Congress should pick and choose among the various items 
which can be subject to both estate and income tax. Why not treat all uniformly? 
The odd result of the discrimination may be briefly illustrated. 

One man buys his residence for $20,000 and takes title in his own name. 
When he dies it is worth $50,000 and he leaves it to his wife who promptly sells 
it for $50,000. Assuming an applicable estate tax rate of 60 percent the total 
tax on the $50,000 house is $30,000. 

Another man buys a residence for $20,000 and takes title jointly with his wife 
so that on his death it is hers automatically. This house is likewise worth 
$50,000 at death, and the widow who has no further need for it sells it for $50,000. 


87746—53— pt. 2——28 








1088 GENERAL REVENUE REVISION 


Assuming a 60 percent rate of estate tax and a 26-percent rate of income tax 
this situation is taxed, in total, $30,000 plus $7,800, or $37,800. 
We can perceive no reason why the tax should be greater in one case than the 


other. Therefore, we propose that section 113 (a) (5) be amended to bring all 
situations into harmony. 


Respectfully submitted. 
H. Ozer Hess, 
Chairman of Federal Tax Committee, Taxation Section, 
Pennsylvania Bar Association. 

The Cuairman. The next witness is Mr. Selby C. Parker of Buf- 
falo, N. Y. 

Mr. Parker, if you will give your name and the capacity in which 
you appear, we will be very glad to hear you. 


STATEMENT OF SELBY C. PARKER, ATTORNEY, BUFFALO, N. Y. 


Mr. Parker. I am Selby C. Parker engaged in the investment bank- 
ing business in the city of Buffalo. 

Although I have in my younger days engaged over a large part of 
the United States operating and 1 representing one of the grez test finan- 
cial institutions in America in my earlier years, later I became inter- 
ested in the financing of small businesses that do not have national 
markets. I have done a great deal of business in securities that are 
not listed and not actively traded in—actively traded in but not in 
the same way as those in the great market in New York. 

It has disturbed me very much with regard to the development of a 
small business that is successful in its own community and then the 
man finds it necessary to sell it away from his neighbors, his sons, and 
his associates by merger with a great corporation in the great centers, 
and that community “has lost the individual touch with that business 
because the tax laws make it necessary for him to do that. If he tries 
to sell the business locally, it usually has to be broken up into pieces, 
and he is in all sorts of difficulties then on a double-taxation basis. 

I have been told by people in the Treasury that they hope to cure 
this w PS a general clarification of the tax laws in the ds ys ahead. 

The Cuairman. As a matter of fact, the Ways and Means Commit- 
tee is writing the next tax bill and the clarification will come through 
this committee. 

Mr. Parker. What I should probably have said is that they recog- 
nized that there shonld be a clarification. 

The CHarrman. We want them to recognize it and that we are 
doing the job. 

Mr. Parker. I have a small change in the law that I would like 
to propose that I think should go on the books as rapidly as possible 
and not wait for a general improvement in the law. You men may 
feel it is necessary to get it all cured at once but you know how big 
the problem is which you have. It is tremendous. 

These large investment companies are allowed to sell their assets 
for capital gains and not pay any attention to the gain so far as 
they are concerned, if they transfer those gains immediately to their 
shareholders, and the shareholders then receive those gains as capital 
gains. In other words, a sale of part of the assets of the business is 
charged as a capital gain to the real owner of the business. 

I have the feeling that provision that the investment companies 
have should go to all corporations in America. It is very vital. 
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The present tax law so puts a burden of double taxation on a 
man that he is going to refuse all sorts of transactions and will wait 
until he dies for its disposition, or he is going to merge with a great 
corporation on a nontaxable basis. The result is that the Treasury 
is not getting any reasonable amount of taxes out of a great number 
of transactions. If that were eliminated, it is my opinion that the 
Treasury would receive in the next 2 years between $2 billion and 
$3 billion of taxes, because men would clear up their personal affairs 
with their heirs and associates and others with transactions on which 
they would pay a capital gains tax, but they will not pay a double 
tax that takes 93 percent of what they earn. 

I have to present to the committee three small amendments cover- 
ing this change in the law that I would like to present as part of 
my testimony. 

In this connection I would like to mention another point. ~This 
is a relief section of the law. The way they treat you in the Bureau 
of Internal Revenue, I am afraid I get a little hot under the collar. 
There are some wonderful men down there and I have gotten along 
very nicely with them for years but now and then you run into one 
who has the idea that any taxpayer is somebody to be ruined if he 
possibly can. 

The Congress passed a relief section to the excess-profits tax— 
section 722. 

I was talking to Mr. Curry who was the legislative tax counsel 
in the Treasury Department some years ago about a special case 
in Cleveland. It was a very unusual case in which there were a lot 
of poor people involved, and they needed to be recognized, and he saw 
it and believed in it. He told me that the relief section of the excess 
profits tax would protect those people. When the bill came out which 
was passed by Congress, there were four sections under which that 
business was protected. That problem was fought with the Treasury 
for years and the relief came from other sections of the law, but not 
the one that they were given. In other words, the attitude of the 
Treasury was that it did not matter whether C ongress passed relief 
provisions; they were not going to give anything to the citizens if 
they possibly could get away with it. 

It is my idea that no nation can exist long if the tax collector is 
ruthless. I do not know how you are going to cure that because that 
is an administrative problem, but it might be possible to enact a gen- 
eral section providing that relief sections be intepreted in favor of 
the persons coming within them. 

A few years ago they passed a special law in Congress that operated 
for 1 month in 1938 for the liquidation of closely held corporations. 
The nature of that act made it quite apparent that very few people 
would benefit. Later, the law was made general for 1944. But, the 
Treasury, in a case in which I was interested, argued the matter for 
5 years. It cost the Treasury some $12,000 of time to fight the case and 
it cost me a similar amount to fight my side of the case. The amounts 
that I paid were deductions from the current rate of tax. That was 
very substantial, with the net result that the Treasury lost most of the 
money involved in the matter. 

Isaw a letter from the Treasury Department to the office with which 
I was dealing at the beginning of the affair which indicated they knew 
that the case was in favor of the taxpayer. They fought the case up 
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to the day before it went to trial in court and then gave a stipulation 
“no more tax.” 

I think that Congress should recognize that there have been some 
very serious inequities in the administration of the law, and I am 
pleading for something to be done there, if it is possible to do so. 

Mr. Chairman, I would like to offer for the record copies of the 
three proposed amendments which I have drawn up, together with my 
printed summary statement. 

The Cuarman. Without objection, they will be included in the 
record at this point. We thank you very much. 

(The matter referred to is as follows:) 


Se_py C. PARKER-——-SUMMARY OF TESTIMONY 


My experience in the investment banking business has convinced me that in 
late years our tax laws and policies have almost succeeded in condemning this 
Nation to its eventual death. 

Venture capital is increasingly hard to obtain. A solution of this major prob- 
lem will require many changes in regulations and tax laws. Double taxation by 
freezing investments is the principal difficulty. 

One aspect of double taxation is presented when a corporation has an asset 
that has appreciated. Under existing law, if the corporation sold the asset 
it would realize a capital gain which if distributed would become an ordinary 
dividend in the hands of the shareholders. These laws gain some taxes for the 
Treasury but principally act as a bar to any transaction. All small successful 
corporations freeze up or the shareholders get out by means of a nontaxable 
exchange with some great corporation. This drift to large units should not 
be the only avenue open to successful men. 

My proposal is to extend to such a corporation and its shareholders relief 
similar to that granted to regulated investment companies and their share- 
Lolders, namely exempting the corporation from capital gain and taxing the 
distribution to its shareholders as a capital gain dividend. Such treatment looks 
to the substance of the transaction rather than the form, an expression our courts 
use frequently and in which, I trust, they believe. The effect is to put into the 
hands of investors more dollars which they will be more inclined to continue 
reinvesting because the profit justifies the risk. 

Such an amendment will have three effects. First, it will thaw venture capital. 
Second, by thawing venture capital it will increase tax collections because the 
number of such transactions will greatly increase. And, third, it will auto- 
matically ease the workload of the courts and the Bureau by eliminating con- 
troversies such as that involved in the Court Holding Company and Cumberland 
Public Service Company cases. 

Since this amendment is a relief section I should like to spend a few minutes 
on the attitude of the Bureau of Internal Revenue toward relief sections. In 
spite of many decisions requiring a liberal construction of a relief statute, the 
Bureau has been singularly hesitant to liberally construe such sections. Witness 
sections 107 and 722. I have no positive suggestion as to legislation to meet 
this abuse unless it be to enact a general section in the Internal Revenue Code 
providing that relief sections be interpreted in favor of the persons coming 
within them. 

This testimony, to my mind, comes under both “Capital gains and losses” and 
“Corporate reorganizations and distributions’ and therefore I ask you to 
schedule my testimony under either subject as you see fit. 





AMENDMENT 1 


117 (c) (1) Corporations.—If for any taxable year the net long-term capital 
gain of any corporation exceeds the sum of the net short-term capital loss and 
the amount of capital gain dividends paid during the year, there shall be levied, 
collected, and paid, in lieu of the tax imposed by sections 13, 14, 15, 204, 207 (a) 
(1) or (e), 421, and 500, a tax determined as follows, if and only if such tax is 
less than the tax imposed by such sections. 

(Italics indicate amendment.) 
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AMENDMENT 2 


117 (q) (1) Capital gain dividends—A capital gain dividend shall be treated 
by the distributee as gains from the sale or exchange of capital assets held for 
more than 6 months. 

(2) A capital gain dividend means any dividend or part thereof which is 
designated by any domestic corporation as a capital gain dividend in a written 
notice mailed to its shareholders at any time prior to the expiration of 6 months 
after the close of its taxable year. If the aggregate amount so designated with 
respect to a taxable year of the company is greater than the excess of the net 
long-term capital gain over the net short-term capital loss of the taxable year, 
the portion of each distribution which shall be a capital gain dividend shall 
be only that proportion of the amount so designated which such excess of the net 
long-term capital gain over the net short-term capital loss bears to the aggregate 
amount so designated. 





AMENDMENT 3 


27 (b) (1) The dividends, including capital gain dividends as defined in section 
117 (q) (2), paid during the taxable year, increased by the consent dividends 
credit provided in section 28, and reduced by the amount of the credit provided 
in section 26 (a), relating to interest on certain obligations of the United States 
and Government corporations. 

(Italics indicate amendment.) 


The Cuarrman. At this point I want to make a motion. I move that 
the following briefs be furnished the members and incorporated in 
the record of the hearing today: The Chamber of Commerce of the 
United States; the American Gas Association; and the briefs which 
are to be furnished at a later date for inclusion at this point are: 
Mr. Sylvester Meyers, president of the Chicago Board of Trade; 
and the American Paper and Pulp Association; also, W. K. Post, 
Esq., Bayport, Long Island. 

(The matter referred to is as follows :) 


STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES ON INTERNAL 
REVENUE CopE REVISIONS PRESENTED TO THE House COMMITTEE ON WAYS AND 
MEANS 


TOPIC NO. 22: CAPITAL GAINS AND LOSSES INCLUDING PROBLEMS RELATING TO BASIS 


Chamber position: There should be eventual elimination of the tax upon 
capital gains. Meanwhile, the rates applicable to capital gains should be reduced 
persistently. This will encourage transactions and create new revenues. As 
long as a capital-gains tax exists, offset of losses and gains should be continued, 
but excess losses should be allowed against other income with the resulting tax 
reduction reasonably limited. 

The sale or exchange of a capital asset, such as a stock or a bond or a piece of 
real estate, does not of itself add anything to the value of the thing sold. The 
gain resulting from the sale is in reality capital, not income, and, except for the 
purpose of taxation, is commonly so treated. Furthermore, capital gains are 
frequently the result of inflationary changes in the price level, or the reduced 
purchasing power of the dollar. 

The unique and distinguishing characteristic of the capital-gains tax is that 
capital gains are within the control of the taxpayer. In capital gains, the tax- 
payer decides whether or not to realize the gain and that decision is affected by 
the rate of tax. In the report for the Committee on Ways and Means submitted 
in reference to the revenue bill of 1938, the committee stated the following: 

“It must be recognized that differences exist in the characteristics of ordinary 
income in comparison with the characteristics of income from capital gains, 
For example, no matter how high the rates, a taxpayer always benefits from an 
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increase in salary. On the other hand, there is no tax on the appreciation in 
value of property unless such appreciation is realized through sale or exchange. 
Thus, it becomes optional since he avoids the tax by refraining from making the 
sale. It is the opinion of the committee that too high taxes on capital gains 
prevent transactions and result in loss of revenue.” 

When the rates are high, the owner may elect not to sell. Senator Connally 
emphasized the effect of this possibility of choice when he made the following 
statement at the hearings before the Senate Finance Committee on the Revenue 
Act of 1938: 

“It seems to me there is a differentiation between ordinary income and income 
from capital gains. In the case of ordinary income, the taxpayer has to pay it 
(the tax); he has no choice. But in the case of capital gains he has a choice; 
he does not have to realize unless he wants to * * * if the holder does not sell, 
you do not get any tax * * * IT am coming around to the view that as to capital 
gains and losses we should make it more attractive to a man to sell instead of 
offering him a premium to hold.” 

The capital-gains tax operates as a serious deterrent to the investment of 
capital in the equities of business enterprises. Furthermore, it tends to reduce 
steadily the fund of “risk capital” available for new enterprises, since the tax 
obviously comes out of this fund. The tax lessens the stability and liquidity of 
markets, and by so doing seriously deters new capital issues essential for the 
expansion of established enterprises. The tax creates frozen positions in secu- 
rities and real estate, thereby restricting business activity and the taxable income 
normally resulting from such activity. 

Not only does a capital-gains tax have these ill effects but it is inequitable and 
arbitrary since there is a limitation on the capital Joss that can be taken. 

The possibility of loss is always present and is always recognized as a factor 
in making any investment. There is an incentive to invest only where the possi- 
bility of gain outweighs the possibility of loss. The risk is falsely magnified 
under a plan which taxes a substantial part of any profit but refuses to permit 
a deduction for the losses. The consequence is to lessen the incentive for 
business investment. 

The concept of the fixed holding period is uneconomic since it penalizes selling 
and encourages holding. Buying and selling should depend on investment judg- 
ment, not on the advice of an accountant or tax expert as to whether the in- 
vestor can afford to sell. The market should make taxes rather than taxes make 
the market. 

Finally, it must be recognized that the rate used in taxing capital gains is of 
utmost importance. As the capital-gain rates are increased, the effect of the tax 
and the difficulty of the problems arising under it are correspondingly magnified. 


STATEMENT OF AMERICAN GAS ASSOCIATION, NEW York, N. Y., Re Topro 22, 
CAPITAL GAINS AND LossES, INCLUDING PROBLEMS RELATING TO Basis 


CAPITAL GAINS AND LOSSES 


An inequity existing in the Internal Revenue Code deals with the non- 
deductibility by corporations of net long-term capital losses when they are 
in excess of net short-term capital gains for the current tax year. The fact 
that capital losses may be carried forward for a period of 5 years as an offset 
to net capital gains in those years, does not relieve the inequity since utilities 
ordinarily do not have large amounts of capital gains. 

Such net losses are usually the result of transactions which are an integral 
and essential part of the corporation’s operations. Utility companies some- 
times make investments in the capital stock of local industries with the object 
of promoting local employment and business activity which, in turn, will in- 
crease the utility’s revenues and scope of operations. Also, two or more corpo- 
rations may jointly invest in the stock of a new corporation due to the insistence 
of some governmental authority to promote the national-defense effort or for 
some other public purpose. ; 

For example, a group of electric utilities has recently organized a separate 
corporation to develop electric resources for the Atomic Energy Commission. 
The electric industry is joining chemical companies in research toward the 
development of generating electricity from nuclear energy. Also, investments 
in varying proportions of capital requirements have been made in corporations 
engaged in research for developing new products from natural gas and oil. 
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Such necessary exploratory and research undertakings are made, in many 
instances, through separate corporations with the knowledge that partial or 
complete failures will result in many instances. 

In the cases mentioned, the corporate taxpayer will, in most instances, 
own less than 95 percent of each class of the capital stock of the corporation 
invested in and thus will not come within the requirements of sections 23 (g) 
(4) (A) and 23 (k) (5) (A). These sections provide that if 95 percent or 
more of each class of stock of the corporation is held by another corporation, 
then any loss resulting from this investment is deductible as an ordinary loss. 

We urge that in order to arrive at true corporate net income for any tax 
year, section 117 (d) (1) be amended so that all net long-term capital losses 
of corporations, when incurred as a result of a transaction entered into for 
business reasons, should be allowed as a deduction. 





STATEMENT OF SYLVESTER J. MEYERS, PRESIDENT, BOARD OF TRADE OF THE CITY OF 
Curcaco Re Torre 22, CaprraLn GAINS AND LOSSES IN COMMODITY FUTURES 


TRADING 


My name is Sylvester J. Meyers. I am president of the Board of Trade of 
the city of Chicago, and appear before your committee on its behalf to urge 
changes in the provisions of the Internal Revenue Code dealing with taxation 
of capital gains. 

The board of trade of the city of Chicago has been in operation since 1848, 
It is the oldest agricultural commodity futures exchange in the United States, 

Contrary to popular belief, the board of trade does not engage in trading of 
agricultural commodities. It does not fix or attempt to establish market prices, 
It does not charge commissions or fees upon the trading in commodities. It 
does not attempt to realize a profit on trading or on any other activities. The 
board serves merely as a place where buyers and sellers may trade, and collects 
and disseminates information which may be of interest to both. The board 
derives its income, for the purpose of meeting operating expenses, from dues 
and assessments upon its members and from charges for the use of its facilities. 

In this statement we wish to advise the committee of important needs for 
changes in the provisions of the Internal Revenue Code relating to long-term 
capital gains and losses. Specifically, we shall recommend (1) that the 6 
months’ holding period for eligibility for long-term capital-gains treatment on 
trading in commodity futures be reduced to 2 months, (2) that a futures con- 
tract for an agricultural commodity and a commodity delivered under the con 
tract be considered a single capital asset, (3) that net long-term capital loss off- 
sets against ordinary income be increased from $1,000 per year to $5,000 per year, 
(4) that short-term capital losses be made deductible from ordinary income 
without limitation in amount, and (5) that short sales of commodity futures 
be accorded long-term capital gain, or loss, treatment to the same extent as 
long sales. 

In support of these recommendations it is important to explain briefly the 
purpose and function of a commodity exchange, the economic necessity for 
trading in commodity futures, the need for encouragement of trading in the 
futures market, and the distinction between the nature of commodity futures and 
other capital assets, all of which call for a holding period much shorter than 
the 6 months’ period now prescribed. 


Purpose and function of a commodity exchange 

To appreciate the vital importance of the tax problem and the board’s inter- 
est in the matter, one must understand the purpose, the functions, and the opera- 
tions of a commodity exchange. 

A commodity exchange, in reality, is only a highly developed market place. 
It combines the traditional meeting place for buyers and sellers to trade in 
physical commodities, and in contracts for commodities to be delivered in the 
future, with the most modern communication facilities and statistical services. 
It receives information on factors affecting the price of agricultural commodi- 
ties from, and circulates them to, all parts of the world. It regulates market 
trading in a fair manner, between buyers and sellers 

In so doing it performs several essential economic functions. The concen- 
trated trading at a commodity exchange by informed traders, who evaluate 
known influences upon prices and anticipate future trends and events, dis- 
covers or establishes the market price of a given commodity at a given time. 
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The communication of the prices so established to potential buyers and sellers 
everywhere tends to stabilize market prices, and to minimize local market 
fluctuations. 

In addition to price determination and stability, an exchange provides a con- 
venient way for producers, manufacturers, and other dealers in agricultural 
commodities to protect themselves against adverse price changes and allows 
them to sell their products with minimum marketing costs. 

Trading at an exchange may be in the physical commodities, such as grains, 
cotton, fats, and oils, or in contracts for future delivery of the commodities 
some months ahead of actual production by the farmer. A purchase or sale 
for future delivery is called a futures contract; a purchase or sale of the 
physical commodity is called a spot or cash contract. 

The traders on a commodity exchange are broadly classified as hedgers and 
speculators. Both play an extremely important part in the marketing of our 
agricultural commodities. Knowledge of the activities and functions of both 
classes of traders is essential to an understanding of the tax problem. 


The necessity for hedging 

It would be fortunate if a flour miller could keep the wheat flowing into 
one end of his plant in perfect balance with the flour coming out at the other 
end. But, because supply and demand continually finctuate, he either has too 
much wheat on hand for the amount of flour that he has sold or he has. sold 
more flour than he has wheat to produce it. If the miller sold flour without 
having the wheat with which to make it, he might have to pay more for the 
wheat than the price on which he based his flour sales. Or, if the miller stocked 
up with wheat before he sold the flour, he might have to sell the flour for less 
than he had paid for the grain. Either event, long continued, could ruin the 
miller. 

Similarly, as I shall explain more fully later, anyone engaged in the business 
of producing, merchandising, manufacturing, or processing agricultural com- 
modities faces constantly the risk of adverse price changes. In the grain mar- 
kets, prices are drastically influenced by drought, moisture, disease, insects, 
and other unforeseeable events, not only in the United States but in other major 
growing areas, such as Canada, the Argentine, and Australia. These price risks 
are by far the most hazardous of all trade risks and commodity handlers must 
minimize or avoid them entirely, when possible. Grain elevators, flour mills, 
distillers, feed manufacturers, lard renderers, processors, exporters, and others 
would rather forego the possibility of making a large speculative profit on the 
agricultural commodity in favor of earning a more conservative profit through 
the efficient operation of their businesses. They want to protect themselves 
against losses due to price fluctuations by hedging on the futures market. 

A hedge is merely (1) a sale of any commodity for future delivery which is 
offset by present ownership, or (2) purchase of a like quantity of the physical 
commodity offset by the purchase of the commodity for future delivery. By 
taking an exactly opposite position in the futures market to that taken in the 
cash market, a loss in one market tends to be offset by a profit in the other. An 
example of a typical hedging transaction involves purchases and sales as 
follows: 

On September 1 


In the cash market, a miller buys He sells 5,000 bushels of December 
5,000 bushels of wheat at $2 per bushel. wheat futures at $2 per bushel. 


On October 20 


He sells flour based on a wheat con- He buys 5,000 bushels of December 
tent of 5,000 bushels at $1.85 per bushel wheat futures at $1.85 per bushel. 
of wheat. 


Summary 


He lost $0.15 per bushel on the sale He made a profit of $0.15 per bushel 
of the physical wheat. on the wheat futures. 


This miller protected himself against a price decline on the wheat he pur- 
chased for manufacturing flour by making an offsetting transaction in the 
futures market, and was freed of worry over adverse price declines. 
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In effect, the theory of hedging is that all purchases or sales of a physical 
commodity are offset by sales or purchases of an equivalent quantity of futures 
contracts in the same commodity. The broad general purposes for which hedging 
and commodity futures may be applied to various businesses may be summarized 
as follows: 

1. To protect purchases or inventories of a commodity not covered by 
actual sales of that commodity or its production; 

2. To protect present sales of a commodity or its production, for future 
delivery, which are not covered by purchases of the commodity ; 

8. To protect or earn an expected carrying charge on commodities stored ; 
and 

4. To protect a given price for prospective or estimated production of 
commodities. 

Hedging is an essential device for the distribution and marketing of this 
Nation’s tremendous grain crops following harvest. If it were not for the 
insurance device provided by hedging manufacturers and processors would be 
unwilling to make purchases of commodities beyond their immediate needs, ex- 
cept at reduced prices which would reflect the risk of adverse price declines. 
The farmer would bear the burden of the risk, because the local grain elevator 
would discount the price paid to the farmer in order to protect the elevator 
against price drops. 

The hedging device is used by all elements of our agricultural economy, from 
the farmer to the manufacturer or processor, and each segment derives direct 
benefits from hedging, passing the benefits on to the public in the form of lower 
distribution and manufacturing costs. 

A few examples of the many uses of the hedge will illustrate the importance 
and necessity of this device. 

Benefits of hedging to the farmer 

When the Nation’s grain crops are harvested, the supply at that time greatly 
exceeds the demand. The farmer can sell his crop then only if the grain ele- 
vators or processors can and will buy it for storage and future use. But the 
elevator operator or processor will not take the risk of a drop in price during 
storage and, even if he were willing to take the risk, his banker would not loan 
the money to pay the farmer a fair price. Either the farmer gets substantially 
less for the grain or the purchaser shifts the risk to someone else. 

Fortunately for the farmer, the elevator or processor pays the higher price 
and shifts the risk of price change by hedging, through a commodity exchange. 
He can purchase at fair prices because he can secure bank loans up to 90 percent 
of the purchases if the commodity is hedged, as against 40 to 50 percent if it is 
not hedged. Normally, by hedging, the country elevator will be able to pay the 
farmer the Chicago cash price for grain, less freight and handling charges at 
the country and terminal elevators. And while we illustrate with grain, the 
same principle applies to other agricultural commodities. 

In the past farmers have not hedged extensively themselves, but hedging by 
farmers is increasing as more become familiar with the opportunities. For 
example, the farmer realizes that grain prices may average higher near the end 
of the growing season than during the heavy marketing period following the 
harvest. By selling futures prior to harvest at a time when the price is satis- 
factory to him, the farmer can sell his crop at harvest without regard to a pos- 
sible drop in market prices; his profit in the futures market will offset any drop 
in price in the cash market. Obviously, this tends to stabilize prices. 

The farmer may also sell his grain following harvest, instead of storing 
it and marketing it during the following winter or planting season, and buy 
futures which will give him the benefit of any increase in price following the 
harvest. 

Necessity of hedging by country elevators and terminal elevators 

The country elevator performs three basic functions—it gives the farmer 
a convenient market place, it provides storage, and it passes the grain along 
toward the ultimate consumer. The elevator expects to obtain its operating 
profit from charges for these services, rather than from speculation in market 
prices. 

As already pointed out, the country elevator must hedge its purchases. The 
terminal elevator operator must do likewise. All of the grain moving to ternii- 
nal markets will not be absorbed immediately by the actual users. This surplus 
grain accumulates in elevator stocks where it is held for later sale to proc- 
essors, manufacturers, exporters, and others. While a terminal elevator may 
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make purchases to satisfy an immediate demand from its customers, much of 
the grain it purchases is bought for storage against demands that develop over 
the entire year. If the elevator could not hedge against price declines, it would 
buy only the grain needed to meet immediate sales demands or it would pay 
substantially lower prices in order to maintain a reserve against price declines. 
Vecessity of hedging by manufacturers and processors 

Flour millers, corn processors, distillers, feed manufacturers, and other proc- 
essors and manufacturers of grain products have to accumulate substantial 
inventories of grain in order to insure adequate supplies of raw materials of a 
uniform grade and quality for the continuous operation of their businesses. 
When a processor or manufacturer contracts to deliver his product at a future 
date, at a price based upon current grain prices, he is exposed to risks incident 
to grain-price changes during the interim, whether the grain he uses is from 
his own stocks or is to be purchased as needed. To protect himself against 
inventory losses, he must be able to hedge his inventory at the time it is 
purchased by selling futures contracts at a similar price. 

To insure against losses on contracts for future sales of his finished products, 
based upon current grain prices, the seller must buy grain futures covering 
the necessary amount of grain. He then assures himself of a supply of grain 
at a price which will yield his normal profit on the sale of the finished product. 
Necessity of hedging by other groups 

The advantages and necessities of hedging by the farmer, storage elevators, 
and producers is typical of others. The exporter is in the same position as the 
flour miller since he needs price protection or inventories held for the export 
trade or on sales contracts under which he must purchased grain for future 
delivery. 

The cotton-futures market is used by the textile mill, yarn spinner, and 
cotton broker in much the same fashion as the grain-futures market is used 
by the elevator operator and the processor in the grain industry. 

Since futures trading is carried on in soybeans, oils, lard, meat products, sugar, 
coffee, and other commodities, almost every segment of our commodity storage 
and processing industries, requires price protection to the same extent that the 
grain industry does, 


The consuming public also benefits 


If the businesses involved in moving commodities and their products from 
producer to consumer can eliminate or reduce the price risks on inventories, it 
is obvious that they can operate on smaller margins, keeping marketing costs 
down to a minimum. The savings realized are passed on to the consumer in 
the form of lower-priced products. That is why only 1.7 cents of every retail 
dollar spent by the public for bakery goods and other cereal grain products 
goes to cover the costs of grain marketing. In an active market, price protec- 
tion is furnished the hedger at a minimum cost. Recent studies released by 
the Department of Agriculture reveal that this cost was approximately $0.002 
per bushel on 109 million bushels of wheat bought and sold over a 9-year period.’ 
And this benefit to the consumer is realized at the same time the farmer is 
being paid fair prices for his production. 


Hedging is made possible only by speculators—relationship of the speculator to 
the hedging transaction 

The speculator in commodity futures is the man who assumes the price risks 
that farmers, storage-elevator operators, manufacturers, and exporters shun. 
The speculator is the insurance man of the commodity market. He also gives 
the market the activity and liquidity that is important to all the hedging groups. 
The two activities—hedging and speculating—are closely interwoven and depend- 
ent upon each other. 

if there were no speculators in the futures market, an individual who wanted 
to place or remove a hedge would have to locate another hedger who wanted to 
do just the opposite. This would obviously be difficult. But if there are enough 
speculators in the market, the would-be hedger can always find. one willing to 
assume his risk. 

Speculation must be present in sufficient volume to facilitate the free and rapid 
transfer of price risks. As speculation diminishes, hedging becomes increasingly 
difficult and price swings become more violent. A representative of the Com- 


1 Holbrook Working, Futures Trading and Hedging, 43 Am. Econ. Rev. at 335 (1953). 
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modity Exchange Authority summed up the needs of the hedgers in this regard 
as follows:? 

“It [C. E. A.] * * * wishes to see a futures market that will serve most ade- 
quately the needs of hedgers and handlers of the actual commodity. To be of 
value to hedgers, a futures market must be liquid. It must be a readily available 
market. It must be a market which will absorb instantly fairly large buying 
and selling orders without price disturbance. Such a market does enable dis- 
tributors of the actual commodities to operate on a smaller margin of profit, 
because it enables them to shift the burden of price risk which would otherwise 
be a part of their cost of handling.” 

The importance of the speculator to the farmer and consumer was stated suc- 
cinctly, by the Administrator of the Commodity Exchange Authority in a letter 
advocating the repeal of stamp taxes on futures trading, to the Senate Finance 
Committee, as follows: * 

“It would be of value to the commodity markets if this tax could be eliminated 
entirely. It places a particularly heavy burden on the scalpers* who give flexi- 
bility to the market. In fact, without the presence of scalpers a futures market 
cannot function efficiently in that hedgers desiring to sell a future as a protection 
against loss would be compelled to sell at a lower price and hedgers desiring to 
buy a future as a protection against the sale of flour would be compelled to pay 
a higher price than justified. In the former case the result would be a lower 
price to producers and in the latter case a higher price to consumers.” 

The speculator also assists in keeping the movement of prices within a nar- 
rower range and preventing sustained rises and falls of prices. When the specu- 
lator buys or sells in anticipation of rising or falling prices, he must reenter the 
market to offset his position. This reentrance to buy in a falling market or sell 
in a rising market tends to halt or slow drastic price swings. Sufficient specula- 
tive activity does not permit prolonged price distortions either on the high side 
or on the low side. 

The tendency of the speculator to confine price adjustments to narrower ranges 
was recognized by the Commodity Exchange Authority as follows: ° 

“The scalper who is interested in the eighths and the quarters [a profit of 
% or %4 cent per bushel] is keen to see when there is a preponderance of selling 
orders and if there is no change in the market conditions, he is willing at a 
slight dip in the market to come in and become a buyer, because he knows from 
common experience that in a few minutes, or even in seconds, there will be 
another order on the other side. I think the scalper is responsible for stepping 
down into graduations of eighths and quarters what otherwise would be larger 
price fluctuations during the day.” 

The speculator also serves a valuable function in maintaining the proper 
relationship among the commodity markets in various cities. He quickly de- 
tects any abnormal trends of prices between any two markets, and, by trading 
in both, immediately restores the proper balance. This function aids consider- 
ably in properly regulating the even flow of commodities from the producing to 
the consuming regions. 

Lack of speculative activity in current market 

In view of the importance of the speculator to the proper functioning of the 
futures market, it is a matter of major concern that speculative activity in the 
market be maintained at a sufficiently high level, but the level has been de- 
clining. And the decline has followed the rises in individual income tax rates. 

This can be verified by a historical study of the volume of trading, the produc- 
tion and supply of commodities, average month-end open contracts, and indi- 
vidual income-tax rates. I will consider first the decline in futures trading 
and then its relation to the income tax. 

The attached graph No. 1 shows the total production of all grains in the 
United States and total production less the quantity pledged for Commodity 


Credit Corporation loans during the years 1921-52.° The graph also shows 


2 Hearings before Committee on Finance on H. R. 9682, 75th Cong., 3d sess., pt. 4, 117 
(1938). 

3S. Rept. No. 1567, 75th Cong., 3d sess., 12 (1938) ; supra note 2 at 115. 

*In oral testimony before the committee, the representative of CEA stated his dislike 
of the term “scalper”’ as follows: “* * * the secalper—and I think that name is unfor- 
tunate ; I prefer to call them ‘in and out traders.’’’ Supra note 2 at 117. 

SId. at 118 

® While we have eliminated from annual production figures all crops which are pledged 
for CCC loans on the premise that these need not be “‘carried’’ by the futures market, this 
adjustment in fact unnecessarily reduces the figure for grain production which must be 
earried by the market. A substantial part of the loans are repaid in each year by the 
farmer and the grain then enters the market rather than the CCC inventory. 
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the volume of futures trading in all grains in all markets during the period 
1921-52. 

This graph shows that the volume of trading in grain futures has been 
declining since 1925, while grain production has increased substantially. Leav- 
ing out of consideration the extremely low trading which occurred during World 
War II,’ the level of trading since the war has been at the same level as during 
the prewar depression years, notwithstanding more than a billion bushel in- 
crease in annual production. Thus, futures trading volume has not kept pace 
with production, and this is so whether or not that portion of actual production 
which is pledged for Commodity Credit Corporation loans is included. To illus- 
trate, the 1952 volume of futures trading was almost identical with volume in 
1988 while production in 1952, disregarding the CCC loan program, was 39 
percent higher than in 1938. Taking the loan program into account, grain pro- 
duction in 1952 which was not pledged for CCC loans was 39.2 percent higher 
than unpledged production in 1938. 

The lack of trading volume at the present time is even more clearer from more 
specific statistics, such as those relating to wheat alone. The attached graph 
No. 2 shows the total production of wheat in the United States, the total pro- 
duction of wheat less quantities forfeited under CCC loans, and the volume of 
futures trading in wheat over the last 30 years. The volume of futures trading 
in wheat has declined steadily since 1980. During the years 1948-52 trading 
reached the lowest point since 1922, with the exception of the war years and 
the 2 years immediately thereafter, which were considerably lower. At the 
same time the United States produced nine consecutive billion bushel wheat 
crops after 1943. While the volume of trading in wheat futures in 1952 was 
approximately 48 percent lower than in 1940, the billion bushel wheat crops 
of recent years are approximately 25 percent greater than the crop harvested 
in 1940. Even when that part of the wheat crop which is pledged for CCC loans 
is eliminated, the unpledged production in 1952 was greater than during any 
pre-World War II year. 

The attached graph No. 3 reflects the (1) total annual supply of wheat in the 
United States (crop carryover plus new crop and imports), (2) the total supply 
less CCC inventories and all wheat forfeited under CCC loans, and (3) the 
annual average of all month-end open futures contracts in wheat for the period 
1924-52. The annual average of month-end open contracts in wheat was lower 
during each of the years from 1948 to 1952 than in any previous year since 1924, 
with the exception of the years during and immediately following World War 
Il. With the exception of several World War II years, the Nation’s total wheat 
supply has been substantially larger during each of the years 1948 to 1952 than 
in any other year since 1930. And, finally, the total supply of wheat during the 
years 1948 to 1952 has been approximately 50 percent greater, and the annual 
average month-end open contracts have been 50 percent less, than the levels 
maintained during the decade 1981-40. The elimination of CCC inventories and 
supplies pledged for CCC loans does not alter these conclusions, except that the 
total supply of wheat in the years 1931 and 1932 slightly exceeded the un- 
supported supply in 1952. 

Beyond any doubt, all these figures demonstrate a substantial decline in fu- 
tures trading over the years, during a period of greater production and supply, 
when trading would be expected to increase. There is no question in the minds 
of those in close touch with the market place that this decline in trading is 
related to the increase in individual tax rates. This, too, finds graphic support. 
The attached graph No. 4 shows the volume of futures trading in relation to 
increases and decreases in individual tax rates on ordinary income. While the 
tax rates have increased the futures trading decreased, and the most direct 
relationship appears in connection with the substantial decrease in taxes after 
World War IT. 

The individual rates have had considerable effect, since as will be seen the 
futures trader has been subjeeted to ordinary income rates and has not been 
given any practical opportunity to realize long-term capital gains. 


Taz treatment of the trader in futures: Holding period 


Commodity futures contracts, except those held by hedgers, are treated as 
capital assets for income tax purposes. But they are so different from the usual 
capital asset that the application of the present law respecting capital gains 


*During the war years, prices were controlled and commodities generally sold at OPA 
maximums. 








GENERAL REVENUE REVISION 1099 


taxes places unique, unjust, and prohibitive burdens upon the commodity specu- 
lator. The speculator is effectively denied long-term capital gains treatment. 
This discrimination results principally from the requirement that a capital as- 
set be held for at least 6 months before being entitled to receive such treatment. 

The commodity speculator can seldom meet the 6-month holding-period re- 
quirement for two compelling reasons. First, the futures contracts for most 
commodities have a life restricted to less than a year, with an average of 11 
months for grains, and are very often acquired when they have less than 6 
months of remaining life. Second, the speculator cannot take long-term risks 
because agricultural commodities are subject to factors that produce extreme 
and unpredictable fluctuations not found in other markets. 

The usual capital asset has a permanent or reasonably long life. Stocks and 
bonds usually represent investments in companies which have been or are ex- 
pected to be in operation for years; land is permanent and improvements are 
usually capitalized at from 20 to 50 years, depending upon construction. But 
the futures contract has a very limited life—the period during which trading 
is allowed by the commodity exchange. For example, under exchange regula- 
tions, trading in December wheat begins in January or February and termi- 
nates in December. A purchase of December wheat in July leaves no oppor- 
tunity for compliance with the 6-month holding period. If the futures contract 
is still held in December, the trader must accept delivery of the commodity, 
and, under present Treasury policy,*® this is a sale of the future. The com- 
modity delivered under the contract is a new asset and takes a new holding 
period. 

At this point I must pause to urge that this policy of the Treasury Depart- 
ment be reversed. Until 1948, the tax authorities correctly viewed the holding 
period of the commodity future and the physical asset received under the futures 
contract as being the holding of a single capital asset. The holding period was 
deemed to have begun with the purchase of the commodity future and to have 
ended when the physical commodity was sold. This position was proper since 
the futures contract calls for the sale and delivery of a specified commodity 
of a specified grade, and the acceptance of the delivery is but a continuance of 
the buyer’s transaction. The view that a new holding period begins for the 
commodity separates one purchase into two. It disregards the nature of the 
futures contract and imposes an additional burden upon the futures trader. 
The original Treasury position is the only reasonable and proper one and should 
be reinstated. 

Returning now to the difficulties occasioned by the length of the holding- 
period requirement, I would like to point out that the investor in commodity 
futures faces, in addition to the general economic and political factors which 
affect all markets, great and constant risks of wide price fluctuations not com- 
mon to any other capital asset holder. These risks make a 6-month holding 
period unreasonable. 

The wheat futures market offers a good illustration. Trading in any specified 
wheat future is allowed for a maximum of 11 months. For example, in 1952, 
trading in December wheat began January 23 and ended December 20. From 
this period an investor seeking a long-term gain must select a 6-month period 
in which he can hold a futures contract with reasonable safety. Since the last 
month can be no later than December he must buy between January and July. 
In June, the spring wheat has just been planted throughout the midwestern 
Wheat Belt in the United States, in vast regions of Canada, and throughout 
Europe. This wheat will be harvested in late summer and early fall. At the 
same time the purchase or sale contract is being entered into, the winter wheat 
crop is being harvested throughout the Southern States, as far north as Kansas 
and Missouri, and in southern Europe. Shortly after the investment is made, 
the wheat crop is planted in Australia, New Zealand, and Argentina, all of which 
are surplus wheat nations, and these crops will be harvested before the December 
futures contract matures. 

Consequently, an investor who buys December wheat futures before June 
is bearing, after June, the risk of (a) the size of the harvest in the winter 
wheat belt, (0) the conditions of the crops in the spring wheat belt, and (c) 
crop conditions in Europe (an export market for our wheat) and in Australia, 
New Zealand, and Argentina (which not only compete with our export trade but 
also export wheat to the United States). Many major factors, such as the pres- 
ence or absence of insects, disease, drought, or excessive moisture, in any of these 





*I. T. 3919, 1948-2 C. B. 67. 
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areas, can seriously affect the supply and demand for wheat, sometimes almost 
overnight, bringing changes in the wheat market that could cause excessive 
losses to the investor. 

In addition to all these unpredictable factors affecting supply, there is another 
major consideration. Farmers in the United States have approximately 90 
days after harvesting to decide whether to market their crops or pledge them 
for CCC loans, and an additional 90-day period within which they may repay 
the loans and withdraw and market the grain. Therefore, even if the trader were 
able to forecast worldwide growing conditions, he still could not determine 
the amount of the domestic crop that will reach the market. 

Few investors are able or willing to take the risk for a 6-month period of all 
these unpredictables, in addition to the economic and political risks that are 
upplicable to other types of investments. And, as a result, many investors who 
are willing to assume risks with possibilities of a good return are staying out 
of the commodities markets. They will not take such chances for a short-term 
gain taxable at ordinary income-tax rates. 

In view of all these considerations, it is clear that the 6-month holding period 
is too long for commodity futures. It is not only fair but essential that the period 
be reduced. A holding period of 2 months more nearly reflects the risk which the 
futures trader can and will assume. Consequently, we urge this committee to 
reduce the holding period for commodity futures from 6 months to 2. 

Treatment of short-term sales 

As if all the forces already mentioned proscribing the opportunity for long- 
term gain were not enough, the Treasury has adopted a policy which flatly 
precludes any long-term gain on short sales of commodity futures. 

A short sale in the futures market is an agreement to deliver a specified com- 
modity in a future month at a stated price; the seller usually does not possess 
the commodity to be delivered, and satisfies his sale contract by purchasing an 
offsetting contract on the futures market instead of making delivery under his 
first agreement. 

Although section 117 (g) (1) of the Internal Revenue Code specifies that gains 
and losses from short sales of property are capital gains and losses, such capital 
gains and losses are treated as short-term, regardless of the time interval between 
the hort sale and the offsetting purchase. This result is defended by the Treas- 
ury Department with the argument that the short trader owns no property 
which he can hold for the 6-month period—or any other period. This position 
is thoroughly unrealistic in view of the fact that a contract is clearly an in- 
tangible property and contracts for short sales are one of our old and established 
methods of trading. They present a real method of making capital gains and 
the ancient customs of the market place should have greater recognition. 

The trader who sells short performs exactly the same function in the com- 
modity futures market as the long trader. Both the buying and selling of 
futures is essential for an active and liquid market. Both are necessary to 
satisfy the needs of the hedger—who either sells or buys, depending upon whether 
he is protecting an inventory or an advance sale of finished products. There is 
no difference between the short and long trader which requires different tax 
treatment. 

The Treasury position was apparently written into section 117 (1) of the 
Internal Revenue Code, although not for the reasons underlying the Treasury’s 
previous policy. Section 117 (1) was enacted in 1950 for the express purpose 
of preventing the conversion of losses from long-term to short-term and of gains 
from short-term to long-term through the expedient of maintaining offsetting 
long and short positions on 2 markets and closing out the 2 contracts at such 
times as to acquire the most beneficial treatment.’ While no one could quarrel 
with the purpose of this statute, the purpose could have been achieved without 
penalizing all short traders. We find no indication in the legislative annals 
that Congress intended to do so. In order to treat alike the speculator who 
trades long or short in the futures market, section 117 (1) should be amended 
to provide that in the case of a short sale the holding period shall begin with 
the execution of the sales contract, except in those special cases at which the 
1950 amendment was directed. 





®S. Rept. No. 2875, 81st Cong., 2d sess., p. 44 (1950). 
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The restriction on capital loss deductions 

We join with all others who have urged before this committee an increase in 
the amount of capital losses which may be offset against ordinary income. An 
increase of the allowable deduction from $1,000 to $5,000 is a most reasonable 
request. 

However, we do not believe that there should be any restriction upon the 
deduction of net short-term capital losses. There is no equitable basis for any 
such restriction. Short-term gains are fully taxable, at ordinary income rates, 
and short-term losses should be fully deductible. The tax on gains without a 
corresponding right to recoup losses is one of the outstanding inequities of our 
present income-tax law. 

It is also a great impediment to free trading in the commodity exchanges. I 
have already described the exceptional risks in such trading and the reluctance 
of the average investor to assume these risks when he is forced to limit expecta 
tions to short-term gains. When, in addition, he has no certainty of being able 
to deduct his losses, the situation becomes prohibitive. 

Summary of recommendations 

In summary, the Board of Trade of the City of Chicago makes the following 
recommendations: 

(1) That in the case of futures contracts for agricultural commodities, 
the 6-month holding period requirement for long-term capital gains treat- 
ment be reduced to 2 months. 

(2) That a futures contract for an agricultural commodity and a com 
modity delivered in performance of the futures contract be considered a 
single capital asset. 

(3) That section 117 (1) IRC be amended to provide that in the case of 
ordinary short sales the holding period shall begin with the execution of the 
sales contract. 

(4) That the limitation upon the deduction of long-term capital losses 
from ordinary income be increased from $1,000 to $5,000 per year. 

(5) That the restriction upon deduction of net short-term capital losses 
from ordinary income be eliminated. 

The acceptance of these recommendations would encourage trading in com- 
modity futures by removing present discriminations against the trader. In 
creased trading would directly benefit farmers, grain-elevator operators, millers, 
and other manufacturers or processors by providing a more stable and liquid 
commodity market. 

This beneficial result can be achieved with no appreciable loss and perhaps 
an increase of revenue. The application of long-term capital gains rates to all 
gains on commodity futures would be offset by greater trading. In 1938, the 
then head of the Commodity Exchange Administration advised this committee 
that annual trading in wheat futures when the stamp tax on futures transactions 
was 1 cent per $100 was 40 percent greater than during the years that it was 3 
cents per $100." The effect of the recommendations we have submitted would be 
even more marked. Furthermore, this committee has seen that the revenue did 
not suffer from a general reduction of the holding period requirement from 18 
months to 6 months late in 1942. Collections from the capital gains tax on indi 
viduals in 1943 were $266 million. In 1944 collections increased by 33 percent, 
to $354 million. They have increased in every succeeding year, and are now 
over 200 percent more than in 19438. 

In the light of these experiences, the present discrimination against the 
futures traders, and the benefits to the public, our proposals are both practical 
and desirable. We urge the committee to adopt them as a part of its efforts to 
rectify and improve our tax system. 


1° Supra, note 2 at 116. 
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GRAPH No. 1.—SvupportTine Data 


Volume of trading in futures, all grains, all contract markets 


[Thousands of bushels] 








i 
Fiscal year Volume Fiscal year Volume Fiscal year Volume 
921 on 23, 808, 434 1932 11, 745, 651 1943 69, 878 
1922 19, 852, 453 |] 1933 18, 213, 781 || 1944 | 6, 450, 137 
12. 16, 139, 333 |} 1934 13, 963, 833 1945. | 8, 040, 440 
1024 20, 403, 545 1935 " 11, 919, 147 |) 1946 } 6, 010, 983 
V2 30, 496, 950 |] 1936 12, 110,086 |} 1947 $, 840, 427 
)2¢ 21, 602, 753 1937 16, 672, 281 1948 12, 297, 581 
42 19, 720, 662 1938 _. 12, 404, 698 1949 | 11, 031, $71 
28 1939 7, 650, 247 1950 | 11, 459, 200 
20 | 1940... 10, 755, 80 1951 12, 510,169 
s( | 1941 7, 004, 754 1952 12, 813, 927 
1942 6, $45, 126 
Irce Compile from USDA, Agricultural Statistics (1952); hearings before Committee on Finance, 
75th Cong., 3d sess. 116 (1938). 


Production of all grains 


[Thousands of bushels] 





Calendar | Production hanae 99 } 
year 
—_—— | —— | —___ - 
1921 } 
922 
1923 | 
124 
1 sZt 
127 
i 25 
1v2 
19: 
132 
ISS 267, 762 
i 20, 075 
30, 966 
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Production || 


less CCC 
loans 


, 623, 172 


. 647, 865 
SO4 
718, 339 
, 350, O99 
508, 848 
881, 681 
412, 675 
300, 55 
557, 236 
949, 268 
, 313, 858 
357, 797 
, 210, 184 
, 873, 173 
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649, 563 
371, 179 
, 040, 069 
420, 414 
, 701, 018 
. 444, ORO 
, 213, BY 
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Compiled from USDA, Agricultural Statistics (1942, 1952). 








1104 GENERAL REVENUE REVISION 





N 
° 
Zz 
= 
2 Futures Trading 
mc Billions of Bushels 
Oo 
o wn 
nN 










Salad slide Rdedashabbdedtdle dal taaidal 
ee Ak Lh il od deaeakte de) 

tf A} tT Ny 
Pe tee tt ee 
SCRET AS ae ELT 


| 
THe 





0 
a 
ra 





| 





vT 
nn 
_ 








Po 
PERE ee 





o 
a 
_ 


Wheat Futures, Annual Volume of Trading In All markets. 


~-—--Wheat Production, United States, All Types 


HAM FT NOOK DAHOHANAOMOBPNMOOErDABWOHANAYOTNHOOErWDAonN 


261 


(Futures trading for fiscal years ended June 30; production for calendar years) 


soeeseees-Wheat Production, Less Wheat Forfeited Under C.C.C, Loans 


eS 
sjeysng jo suolyig 
uoljoNpoid 7eeuM 





GENERAL REVENUE REVISION 1105 


GRAPH No, 2,—SUPPORTING DATA 
Wheat futures, annual volume of trading, all markets 


(Thousands of bushels] 








Fiscal year Volume Fiscal year Volume Fiseal year Volume 
1922 14, 655, 641 1933 . 10, 890, 295 1943 | 2, 703, 210 
1923 11, 225, 893 1934 10, 093, 259 1044 
1924 7, 316, 910 1935... 8, 096, 503 1045 
1925 18, 875, 965 1936__. &, 644, 146 1946 
1926 18, 345, 015 1937 11, 658, 592 1947 
1927_. 12, 583, 940 1938 9, 752, 029 1948 | 
1928 11, 201, 018 1939 5, 505, 182 1949 
1929 12, 195, 034 1940 8, 374, 956 1950 
1930 | 19, 606, 790 1941 4, 783, 860 1951 
1931. 10, 063, 139 1942... 3, 831, 001 1952 
aR... 10, 147, 490 


Source: USDA Statistics Bulletin No. 131, p. 5 (1953) 


Wheat production 


[Thousands of bushels] 















ie Redead ._ | Production ‘alawa: ha, | Production 
. — | Production hae vs | less CCC ; —— Production | 4 mets less CCC 
: | | loans : loans 

1921 818, 964 |_- La 818, 964 || 1930 | 886, 470 826, 470 
1922 846, 649 |_. 846, 649 || 1931 | 941, 674 941, 674 
1923 759, 482 759, 482 || 1932 | 756, 927 756, 927 
1924... | 841, 617 841, 617 || 1933 | 551, 683 551, 683 
1925 668, 700 | | 668, 700 || 1934 526, 393 526, 393 
1926 832, 21: | 832, 212 || 1935 | 626, 344 626, 344 
1927 875, 059 | 875, 059 || 1936 626, 766 , 766 
1928 914, 373 | 914, 373 || 1937 875, 676 
1929 823, 217 |.-. 823, 217 |} 
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Wheat production 


[Thousands of bushels} 


| Loans by | 


‘ i 
oer Production) loans re | Production 
| | paid in 

1938 931, 702 | 85, 745 

7 4 

15, 691 916, 011 
1939 | 751, 43 167, 702 

159, 820 

7, 882 743, 553 

1940 812, 374 278, 430 

95. 501 

182, 929 629, 445 | 
1941 941, 970 366, 326 

93, 047 

273, 279 668, 691 
1942 969, 381 408, 136 

220, 802 

187, 334 782, 047 
i ‘ 843, 813 130, 170 

129, 910 

260 843, 553 

1044... 1, 060, 111 180, 412 

132, 603 

47, 809 1, 012, 302 
MH 1, 107, 623 59. 680 

59, 441 

239 1, 107, 384 


1 Not available. 





Source: 
(1952) 


Calendar 


1948 


year 


1949. 


1951... 


1952..... 
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Production 


118 


94, 911 


1, 152, 
1, 358 
1, 204 
1, 098, 
1, 019, 

980, 
1, 291, 


415 


389 


810 


447 


Loans by 
CCC less 
loans re- 
paid in 
cash 


21, 998 
21, 998 


345, 010 


\') 


| 





|Production 


1, 358, 911 


1, 358, 911 


1, 073, 653 


855, 292 


977, 191 


898, 178 


USDA, Agricultural Statistics (1942, 1952); Chart, Book, Commodity Credit Corporation 
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GRAPH No. 3. 


REVENUE REVISION 


—SUPPORTING DATA 





Wheat futures, annual average of month-end open contracts, all futures, all 
markets 


(Thousands 





f bushels] 





























Fise ear Production Fiscal year Productior Fiscal year Production 
1924 1934 1 7 1944 cai 65, 484 
1925 1935 ] 7 1945 ‘“ 59, 898 
1926 1936 l 2 Sa ee 51, 385 
1927 1937 123, 121 1947__. 38, 122 
1928 1988 127,110 || 1948 94, 033 
1929 1939 124, 343 || 1949_. 90, 585 
1930 1940 120, 248 || 1950 85, 077 
1931 1941 78, 996 1951 .... . 97, 982 
1932 1942 Ta eT Pee cndsntuase | 107, 322 
1933 204, 487 1943 67, 220 

Source: USDA, Statistic Bulletin No. 131, p. 16 (1953). 
Supply of wheat 
{Thousands of bushels} 
. J waar ieatierimtciingileed —— 
| CCC in- | CCC in- 
ventory on | ventory on | 
iia Tovral June 30 and) Unsupport- on e Total June 30 and) Unsupport- 
Fiscal year supply forfeitures | ed supply Fiscal year | supply | forfeitures | ed supply 
under under | 
CCC loans CCC loans 
1931 1, 177, 990 1, 177, 990 1945 1, 419, 014 | 99, 100 
1932 1, 254, 052 1, 254, 052 || | 47, 809 
1933 1, 131, 574 1, 131, 574 —_———_—_— 
1934 930, 118 930, 118 146, 909 1, 272, 105 
1935 813, 015 7 j —= = 
193¢ . | 1946 1, 388, 784 103, 706 
1937 239 | 
1938 57, 715 | | ' 
1939 0 1, 284, 845 
15, 691 — ——— 
1947. | 1, 252, 261 29, 000 | 
15, 691 1, 057, 600 0 | 
= . rl eee aee 
1940 991, 488 6, 000 | 29,000 | 1, 223, 261 
7, 882 ——— = - -! 
am 1948 1, 442, 878 | 18, 600 
13, 882 977, 606 0 
1941 1, 097, 890 1, 600 18, 600 1, 424, 27: 
182, 929 >} 
1949 1, 492, 355 32,900 
184, 529 913, 361 221, 258 
i cial ciensinticinienai 
1942 1, 330, 365 169, 200 254, 158 1, 238, 197 
273, 279 } | 
— 1950 1,407,919 | 232, 200 
442, 479 887, 886 243, 12% 
"| 
1943 1, 601, 210 319, 700 475, 323 932, 596 
187, 334 ——— 
ae 1951 1, 456, 372 327, 700 
507, 034 1, 094, 176 | 42, 198 
1944 1,599,069 | 259, 800 369,898 | 1,086, 474 
260 — = —=| 
— 1952 1, 415, 213 196, 500 | 
260, 060 1, 339, 009 82, 632 | 
= 279,132 | 1, 136, 081 


Source: USDA, Agricultural Statistics (1952). 
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GkAPH No, 4.—SvUPPorTING DATA 


Individual income-tax liability upon income of $50,000 


Assumes a married taxpayer with 2 dependents '] 
' ! 
Income-tax pas hahaa Income-tax 
liability ne liability 


Income-tax 
liability 


Calendar year 





192 $9, 12% l $8. A836 1043 
192 8, 57 3 8, 53 1944 
1y2 6.4 134 8, 621 194 
192 6,0 1935 . 8, 621 194¢ 
192 4,549 193 8, 621 1947 
12¢ 4,849 193 8, 621 1948 
1927 4,849 1938 &, 621 1949 
1928 4, 559 1930 8, 621 1950 
192 4, 166 1940 ’ 13,74 1951 
1¥ +, 559 1941 19, 967 1952 
l i, 1042 7 24, 845 
4 taxpayer in this position was chosen solely for the purpose of showing the scope of increases and 
de in normal tax rates 
urce: U. 8. Treasury Department, Treasury Bulletin, p. A-10 (February 1947) 


Volume of trading in futures, all grain, all contract markets 
(See attachment to graph No. 1, p. 1102.) 


STATEMENT IN Support OF AMENDMENT OFFERED BY W. K. Post T0 SECTION 113 (A) 
OF THE INTERNAL REVENUE CODE 


The amendment proposed is to make the basis of capital gain or loss on a sale 
by a donee, the value of the property at the time of its gift. The present law 
prescribes, as the basis for determining gain, the cost to the donor, or to the 
last preceding owner by whom it was not acquired by gift, and for determining 
loss, such cost or the value at the time of the gift, whichever is less. In case 
the donee does not know the facts necessary to determine the cost to the donor, 
or such last preceding owner (either or each of whom frequently is dead), then, 
by the present law, the duty of such determination is imposed upon the Com- 
missioner. If he cannot ascertain such facts, or even the date of acquisition by 
the donor or such last preceding owner, he is directed to make the best guess 
he can. 

The reasons for the proposed amendment are set forth in a memorandum here- 
tofore submitted to the committee, of which a copy is hereto annexed. 

Objections to the proposed amendment were ably and fully set forth in a letter, 
dated June 8, addressed by Mr. Colin F. Stam, chief of staff of the Joint Com- 
mittee on Internal Revenue Taxation, to Hon. Robert W., Kean, citing the reports 
of the Ways and Means Committee to the 67th Congress, 1st session, in explana- 
tion of the act of 1921, and to the 78d Congress, 2d session, in explanation of 
the amendment of 1934. A copy uf Mr. Stam’s letter is hereto annexed. 

It is respectfully submitted that the answers to these objections are as follows: 

In 1921 the gift tax did not exist. It was first enacted in 1924 (Revenue Act 
1924, sees. 319-324) which was judicially determined to be effective as of June 2, 
1924. This was repealed as of January 1, 1926, by section 1200 of the act of 1926. 
Then the present tax was imposed by the Revenue Act of 1932 (sees. 501-522, 
ch, 4, secs. 1000-1031, Internal Revenue Code) effective as of June 6, 1932. 

Thus, for a period of over 21 years the gift tax has been paid, at increasing 
rates, on the total of all gifts in each year plus all the preceding years (less the 
deduction of $3,000 to each donee for each year—discussed below ). 

It is not susceptible of proof, but must be certain, that in almost every case of a 
substantial sale made by a donee in 1953 and hereaftcr, the gift tax already paid 


on the property has been, or hereafter will be, greater than the 25 or 26 percent 


maximum profits tax that would have been, or would be, paid by the donor had he 
sold, or if he should sell, the property instead of giving it away. I do not know 
how this can be proved (certainly it cannot be disproved) ; but I do know of 
the following case in point: 

A donor in 1946 made a gift of certain stock in trust for a beneficiary for her 
life with remainder over to other persons. The steck was worth at that time 
$59,000. It had cost the donor $25,000, so that his profit tax, had he sold it, 
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would have been at most 25 percent of $34,000, or $8,500 (today it would .be 
26 percent or $8,840). After deducting $3,000 allowed for the life interest, a gift 
tax of over $12,200 was paid on the balance of $56,000, The stock is now worth 
$39,000. Should the trustee sell it. the actual loss to the capital of the trust would 
be $20,000. Yet the trustee would have to pay a capital gain tax of 26 percent ona 
gain of $14,000 over the cost to the donor, or $3,640. This could not be paid 
from the income of the life beneficiary. It would have to be paid from the capital 
of the trust, unless it could be set off against capital losses in that year, or 
earried over from previous years. Had the donor reiuined the stock and should 
sell it now, he would pay at most $3,640 instead of the $12,200 gift tax already paid. 

It is true that many persons give $3,000 every year to each of their children, or 
other persons, free of gift tax. This exemption includes, as it was intended to do, 
all presents during the year, for birthdays, Christmas, weddings, or other 
oceasions. The excess in value of securities, or of chattels (such as jewelry, 
furniture, etc.) at the time of the gift, over their cost to the donor (if and when 
it can be ascertained in each case) would be very small, if any. In many cases 
the value might be less than the cost. It is safe to say that 26 percent (the maxi- 
mum profit tax) of the net amount of all of such excess, in spite of the great 
number of such gifts, would amount to less than the cost to tae Government in 
the time of its agents trying to ascertain the cost to the Gonor in every instance. 

The reasons given in the report of the Ways and Means Committee, for the 
amendment of 1934, do not apply to the proposed amendment, which makes the 
basis for loss, as well as for profit, on a sale by a donee, the value of the gift at 
the time of its donation. 

Should the proposed amendment not be approved by the committee, there should 
at least be an amendment, crediting against the tax on any gain based on the 
cost to the donor (or last preceding owner by whom it was not acquired by gift) 
the amount of any gift tax that has been paid, except to the extent that such 
credit has been given in computing the estate tax on the estate of the donor or 
such preceding owner. Such exception would apply to gifts included for the 
estate tax because made casua mortis. 

In short, it is utterly unfair and oppressive for the Government to get, not only 
a profit tax based on the cost to the donor (or last preceding owner by whom it was 
not acquired by gift), but also a gift tax. 

Respectfully submitted. 

W. K. Post. 

July 13, 1953. 





MEMORANDUM FOR AN AMENDMENT TO SECTION 113 (A) (2) OF THE INTERNAL 
REVENUE CODE 


“Section 113 (a) The basis of property shall be the cost of such property; 
except that— 

(1) *** 

(2) Gifts after December 31, 1920. If the property was acquired by gift 
after December 31, 1920, the basis shall be the same as it would be in the hands 
of the donor or the last preceding owner by whom it was not acquired by gift, 
except that if such basis (adjusted for the period prior to the date of gift as 
provided in subsection (b) ) is greater than the fair market value of the prop- 
erty at the time of the gift, then for the purpose of determining loss the basis 
shall be such fair market value. If the facts necessary to determine the basis 
in the hands of the donor or the last preceding owner are unknown to the donee, 
the Commissioner shall, if possible, obtain such facts from such donor or last 
preceding owner, or any other person cognizant thereof, If the Commissioner 
finds it impossible to obtain such facts, the basis in the hands of such donor 
or last preceding owner shall be the fair market value of such property as 
found by the Commissioner as of the date or approximate date at which, accord- 
ing to the best information that the Commissioner is able to obtain, such prop- 
erty was acquired by such donor or last preceding owner.” 

It is submitted that the law should be amended by making the basis of either 
profit or loss on a sale by the donee, the value of the property at the time 
of the gift. 

REASONS FOR THE AMENDMENT 


In many cases under the law in its present form, indeed in most cases, it is 
absolutely impossible to determine not only the cost to the donor (and still 
worse to “any last preceding owner by whom it was not acquired by gift”) 
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but even the date, or approximate date, on which it was acquired by him or such 
last preceding owner. This would be so in almost all cases of unregistered 
securities or chattels, such as jewelry, acquired by a deceased donor, 30 or 40 
years ago, since 1913, and even recently. The task imposed on the Commis- 
sioner in such a case involves a great deal of futile labor leading to the duty 
of making an absolutely baseless guess. Even a gift of registered securities, 
from a donor dead or alive, is often difficult, and sometimes impossible, to trace 
through all the mergers, reorganizations, stock dividends, etc., since such 
securities were acquired by the donor, or “the last preceding owner by whom 
it was not acquired by gift.” 

The “first-in first-out” method, prescribed by regulations when stock certifi- 
cates cannot be traced, is no solution when the donor is dead, or, if alive, does 
not know when he acquired the property, or different portions of it. 

Frequently, also, when the donor is still alive, a situation arises like the 
following: 

The owner of a large amount of stock of a corporation divides some of it 
equally, as he intends and supposes, among his children by giving each the same 
number of shares. Subsequently two of them, A and B, want to sell some of 
it. By tracing the numbers of the certificates through the transfer books of 
the corporation (or by the first-in first-out method) they find that the cost 
to their father of the shares given by him to A was much more or less than 
that of the shares given by him to B at the same time, so they are in unequal 
positions, a result that the father never intended or suspected—aunless he knew 
far more about the revenue laws than anyone by an expert in them. 


THE BASIS FOR PROFIT OR LOSS ON THE SALE OF A GIFT SHOULD BE THE SAME AS ON 
THE SALE OF A LEGACY OR INHERITANCE 


On the sale of property acquired by will or inheritance, the basis for profit or 
loss is the value as appraised for the estate tax on the estate of the decedent 
from whom it was received, or otherwise ascertained as of the date of his death. 
That date is almost always known to the appraiser, or assumed by law when not 
known. When a gift tax has been paid, the basis for profit or loss on a sale by 
the donee should be the value upon which the gift was taxed. If there was no 
gift tax, then the value can easily be determined as of the date of the gift, either 
by stock-market records of listed securities, or by retroactive appraisal of other 
property. The donee almost always knows, or can ascertain, when he received 
the gift. He hardly ever knows how and when the donor acquired it, and very 
often the donor, if alive, does not know. 

The rare instances in which a donee could not give the necessary information, 
would be in the case of an unregistered security that had paid no income for 
some time after its receipt by the donee, or a chattel. He might not remember 
just when he got it, but would always know, or be able to determine, that it was 
before a certain date. The value could then be determined as of that date if no 
other date can be ascertained. If it was prior to 1921, there would be no tax and 
no need to determine the exact date of the gift. 

In Taft v. Bowers, and Greenway v, Same (278 U. 8. 470), the Supreme Court 
held that this section of the code was constitutional. The factors in that case 
were perfectly clear and undisputed. The taxpayer’s father had given her cer- 
tain stock which had cost him less than its value at the time of the gift, and 
which she sold at more than that value. She was taxed on the difference between 
the cost to him and what she got for it. She conceded the amount of the tax on 
the difference between the value of the stock when she got it, and the sale price, 
but claimed that Congress had no power to tax her for a profit she never made, 
to wit, the increase in value of the stock in her father’s hands. The Court held 
that Congress had such power, because, had her father sold the stock instead 
of giving it to her, he would have been taxable on his profit, and she got the 
benefit of that profit, therefore she must pay the tax that he avoided. To say that 
Congress has power to do a certain thing, does not mean that it is wise or fair 
in all cases to do it, as Congress itself has realized. Every word in the opinion 
of Mr. Justice McReynolds would apply to property acquired by. will or inheri- 
tance, as well as gifts inter vivos. 

The tax on any profit a testator or intestate would have made by selling before 
his death, is refiected in the estate tax on his estate. So is any profit by a donor 
reflected in the gift tax. 

It is true that the first $30,000 is exempt from the gift tax, and so are gifts 
of less than $3,000 each year to any one person. Likewise the first $60,000 of a 
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testator’s or intestate’s estate is exempted from the estate tax, if he was an 
American citizen. 

It has been said that the estate tax, as well as the income tax, was imposed 
not only for revenue, but also to put an end to “swollen fortunes” and encourage 
the distribution of them before death. The distribution became so popular, how- 
ever, that the gift tax was devised, to save some of the revenue that was being 
lost. 


THE GOVERNMENT WOULD NOT NECESSARILY LOSE ANY REVENUE BY THE PROPOSED 
AMENDMENT 


In spite of the usual “heads I win, tails you lose’method applied by the present 
law to loss by a donee (ameliorated somewhat by the act of 1942) the tax on a 
profit made by him might be increased by this amendment. It is an even chance 
that the adjusted cost of the property to the donor, or its adjusted value when 
acquired by him (even when either can be ascertained), might be higher than 
its value at the time of the gift, but less than the price obtained by the donee. 
In such case the tax on the donee under the proposed amendment would be more 
than under the present law. For example: 


The Boreees Cost 16 the Gomer Me ae upthidahadel $11, 000 
Py eG gk ge |. Le eee tee accepted ada 10, 000 
ee etahinte etnteer ines amn ee tbt ne ote eke 3 12, 000 


In such case under the present law the donee would pay on a profit of $1,000 
and under the proposed amendment on $2,000. 


CONCLUSION 


Subdivision (2) of section 113 (a) of the Internal Revenue Code should be 
amended to read as follows: 

(2) Gifts after December 31, 1920. If the property was acquired by gift after 
December 31, 1920, the basis shall be the fair market value of the property at 
the time of the gift. If the facts necessary to determine its value at that time 
are unknown to the donee, the Commissioner shall, if possible, obtain such facts. 
If the Commissioner finds it impossible to obtain such facts, the basis shall be 
the fair market value of such property as found by the Commissioner as of the 
earliest date at which it can be ascertained that the donee had the property, 
after December 31, 1920. 





CoNGRESS OF THE UNITED SrarTEs, 
JomntT COMMITTEE ON INTERNAL REVENUE TAXATION, 
Washington, June 8, 1958. 
Hon. Rozert W. Kean, 
House of Representatives, 
Washington, D. C. 

Dear Mr. KEAN: Reference is made to the attached correspondence, including 
a letter dated May 22, 1953, from Mr. W. K. Post of New York City, the memo- 
randum attached to that letter, and your reply to Mr. Post dated May 23, 1953. 

In his letter and memorandum Mr. Post proposes an amendment to section 
113 (a) (2) of the Internal Revenue Code. The proposed amendment would 
provide that the basis of property acquired by gift after December 31, 1920, 
should be the fair market value of the property at the time of the gift. 

Under present law, the basis of property acquired by gift after December 31, 
1920, is the basis in the hands of the donor for the purposes of determining gain. 
For the purposes of determining loss, however, the basis is the basis in the hands 
of the donor or the fair market value at the date of cift, which ever is less. The 
amendment proposed by Mr. Post would have the effect of changing the present 
rule as to the basis of property acquired by gift and would substitute instead the 
rule in effect prior to the Revenue Act of 1921. Prior to the 1921 act, the basis 
for determining gain or loss from the sale of property received as a gift was the 
value of the property at the date of the gift. The reason for the change intro- 
duced by the Revenue Act of 1921 is explained in the Ways and Means Committee 
Report (Rept. No. 350 67th Cong., 1st sess.) as follows: 

“An essential change, however, is made in the treatment of property acquired 
by gift. No explicit rule is found in the present statute for determining the 
gain derived or the loss sustained on the sale of property acquired by gift; but 
the Bureau of Internal Revene holds that under existing law the proper basis 
is the fair market price or value of such property at the time of its acquisition. 
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This rule has been the source of serious evasion and abuse. Taxpayers having 
property which has come to be worth far more than it cost give such property 
to wives or relatives by whom it may be sold without realizing a gain unless 
the selling price is in excess of the value of the property at the time of the 
gift. The proposed bill in paragraph (2) of subdivision (a) provides a new 
and just rule, namely, that in the case of property acquired by gift after De- 
cember 31, 1920, the basis for computing gain or loss shall be the same as the 
property would have in the hands of the donor or the last preceding owner by 
whom it was not acquired by gift. 

“If the facts necessary to determine the cost or other basis are unknown to 
the donee, the Commissioner is empowered to obtain the necessary facts from 
the donor or any other person.” 

Thus for the purpose of determining both gain and loss, the 1921 act pro- 
vided that the basis of property acquired by gift would be the basis the prop- 
erty had in the hands of the donor. This rule was subsequently changed in 
the Kevenue Act of 1934 when the present rule was enacted. In explanation 
of the 1934 amendment, the Ways and Means Committee Report (Rept. No. 
704, 73d Cong., 2d sess.) stated as follows: 

“Section 113. Adjusted basis for determining gain or loss: Under section 113 
(a) (2) of the present law, if a taxpayer acquires property by gift he is re- 
quired to use as his basis the basis the property had in the hands of the donor. 
This section has been utilized to transfer losses from one person who has little 
income to another person with a large income. For instance, a taxpayer has 
property which cost him $100,000, but which is now practically worthless. If 
he sells the property himself, the loss on the sale will not do him any good, 
due to the fact that he has no income against which to offset it. He transfers 
such property by gift to a relative or close friend with a large income, and 
such relative or close friend makes the sales and reduces his income by a $100,000 
loss. To prevent such avoidance, this section of the bill requires the donee to 
use, for the purpose of determining loss, the donor’s basis or the market value 
of the property at the time of the gift, whichever is lower.” 

As pointed out in your letter to Mr. Post and as illustrated in the above 
reports accompanying the Revenue Acts of 1921 and 1934, it is apparent that 
the present rule for the basis of property acquired by gift was deemed neces- 
sary to prevent tax avoidance. The gravamen of Mr. Pest’s complaint with 
the present rule appears to be that it imposes a difficult burden to ascertain the 
basis of property in the hands of the donor in many instances. The statute, 
however, imposes on the Commissioner the burden of determining the basis in 
the hands of the donor where the facts necessary to determine such basis are 
unknown to the donee. If the Commissioner finds it impossible to obtain the 
facts, the statute further provides that the basis shall be the fair market value 
of the property as found hy the Commissioner at the earliest date that the 
property was indicated to have been acquired by the donor. 

The suggestion incorporated in Mr. Post’s memorandum will be included with 
the other suggested amendments that the joint committee staff has received 
in reply to its questionnaire issued in July 1952. There have been several 
suggestions for amendments to the basis provision, including one similar to the 
amendment proposed by Mr. Post. These suggestions will receive a careful 
evaluation by the staff in connection with its studies on tax revision. 

Sincerely yours, 
Coutin F. Stam, Chief of Staff. 


The Cuamman. The next witness is Mr. Hugh M. Bennett, of 
Columbus, Ohio. 

Br. Bennett, if you will give your name to the reporter and the 
capacity in which you appear, we shall be glad to hear from you. 

Mr. Jenxins. Mr. Chairman, I wish to state that Mr. Bennett i is 

long-time friend of mine and a very highly esteemed lawyer in 
Columbus, Ohio, and he is an expert on tax problems. I am glad to see 


him here today. 
Mr. Bennerr. Thank you, Mr. Jenkins. 
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STATEMENT OF HUGH M. BENNETT, ATTORNEY, COLUMBUS, OHIO 


Mr. Bennett. As has been stated, my name is Hugh M. Bennett 
and I am from Columbus, Ohio. I filed a formal statement, but I 
will try to talk rather informally here today. 

The Cuarmman. Do you wish to insert your full statement in the 
record ¢ 

Mr. Bennerr. Yes, sir; I wish to insert my full statement in the 
record. 

The Cuarrman. Without objection, it is so ordered. 

(The matter referred to is as follows :) 


STATEMENT OF HucH M. BENNETT, ATTORNEY AT LAW, COLUMBUS, OHIO, IN RE 
Toptc 22, CapiraL GAINS AND LOSSES 


Mr. Chairman and members of the committee, it is a privilege which I much 
appreciate to appear before you to talk on this topic of capital gains and losses. 
My discussion will be restricted to gains and losses connected with transactions 
in real estate. 

Practice of law has exclusively occupied 37 years of my life. During the last 
25 years or more, a great part of my law practice has been related to problems 
involving Federal taxation, Although I am a member of the American Bar 
Association, the Ohio State Bar Association, the Columbus (Ohio) Bar Associa- 
tion, and many other laws groups and societies, I do not speak for them; nor do 
I speak on behalf of any trade association or any corporation. I was prompted 
to request an invitation from your honorable committee because of my experience 
in problems arising under the Internal Revenue Code of the United States, and 
the problem which I am about to mention today can be easily solved by the addt- 
tion by the Congress of the United States of a few words at the end of section 
117 (j) (1). 

You will all remember that Congress made it possible for those realizing gains 
from the sale of timber or coal and unharvested crops to be taxed on their profits 
at capital-gains rates by an amendment to that subdivision of that section. You 
will also remember that Congress made it clear that any taxable income result- 
ing from the sales of draft, breeding, or dairy animals held for 12 months or more 
would result in a tax being imposed at a capital-gain rate. These changes to 
which I have just referred were made by the Revenue Act of 1951. 

You devote the major part of your time to serving the welfare of the people 
of the United States, representing them in Congress. This is undoubtedly your 
major business and your major activity. However, you may be surprised some 
day to have an internal-revenue agent come in to see you about 3 years after 
you have sold in 1 year 4 or 5 pieces of investment real estate, from which you 
have been collecting rents for those years, to claim that the gain which you 
realized should be taxed, not as you probably reported it, at capital-gains rates, 
but rather at ordinary income rates. Thereby the field representative of the 
Commissioner will seek to impose that gain resulting from the sale of your invest- 
ment property on.top of your ordinary income and thus place you in unexpectedly 
high income-tax brackets. 

This same surprise may come to a dentist, a doctor, an optometrist, and even 
to a lawyer, as well as many other individuals, who sell 4 or 5 parcels of his real 
estate in 1 year, after having held it as investment property for longer than a 
year, collecting a net income from the property during that time and paying an 
income tax on such investment income at ordinary income-tax rates. 

Why, you may ask, does an examining officer representing the Commissioner 
take such an attitude or assume such a. position? Generally, he asserts a de- 
ficiency assessment against you or the doctor or the dentist, optometrist, or the 
lawyer, because he finds in said subdivison of section 117 (j) that a capital-gain 
rate shall not be applied to any income resulting from the sale of “real property 
used in the trade or business, held for more than 6 months, which is not * * * 
(B) property held by the taxpayer primarily for sale to customers inthe ordinary 
course of his trade or business.” [Italics supplied by the speaker. ] 

The examining officer representing the Commissioner, when he finds that several 
parcels of real estate have been sold within 1 taxable year, will contend, in 
accordance with a few decided court cases, that the Congressman or the doctor, 
the dentist, the optometrist, or the lawyer was in more than one business, namely, 
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This rule has been the source of serious evasion and abuse. Taxpayers having 
property which has come to be worth far more than it cost give such property 
to wives or relatives by whom it may be sold withont realizing a gain unless 
the selling price is in excess of the value of the property at the time of the 
gift. The proposed bill in paragraph (2) of subdivision (a) provides a new 
and just rule, namely, that in the case of property acquired by gift after De- 
cember 31, 1920, the basis for computing gain or loss shall be the same as the 
property would have in the hands of the donor or the last preceding owner by 
whom it was not acquired by gift. 

“If the facts necessary to determine the cost or other basis are unknown to 
the donee, the Commissioner is empowered to obtain the necessary facts from 
the donor or any other person.” 

Thus for the purpose of determining both gain and loss, the 1921 act pro- 
vided that the basis of property acquired by gift would be the basis the prop- 
erty had in the hands of the donor. This rule was subsequently changed in 
the Kevenue Act of 1934 when the present rule was enacted. In explanation 
of the 1934 amendment, the Ways and Means Committee Report (Rept. No. 
704, 73d Cong., 2d sess.) stated as follows: 

“Section 113. Adjusted basis for determining gain or loss: Under section 113 
(a) (2) of the present law, if a taxpayer acquires property by gift he is re- 
quired to use as his basis the basis the property had in the hands of the donor. 
This section has been utilized to transfer losses from one person who has little 
income to another person with a large income. [Tor instance, a taxpayer has 
property which cost him $100,000, but which is now practically worthless. If 
he sells the property himself, the loss on the sale will not do him any good, 
due to the fact that he has no income against which to offset it. He transfers 
such property by gift to a relative or close friend with a large income, and 
such relative or close friend makes the sales and reduces his income by a $100,000 
loss. To prevent such avoidance, this section of the bill requires the donee to 
use, for the purpose of determining loss, the donor’s basis or the market value 
of the property at the time of the gift, whichever is lower.” 

As pointed out in your letter to Mr. Post and as illustrated in the above 
reports accompanying the Revenue Acts of 1921 and 1934, it is apparent that 
the present rule for the basis of property acquired by gift was deemed neces- 
sary to prevent tax avoidance. The gravamen of Mr. Pest’s complaint with 
the present rule appears to be that it imposes a difficult burden to ascertain the 
basis of property in the hands of the donor in many instances. The statute, 
however, imposes on the Commissioner the burden of determining the basis in 
the hands of the donor where the facts necessary to determine such basis are 
unknown to the donee, If the Commissioner finds it impossible to obtain the 
facts, the statute further provides that the basis shall be the fair market value 
of the property as found by the Commissioner at the earliest date that the 
property was indicated to have been acquired by the donor. 

The suggestion incorporated in Mr. Post’s memorandum will be included with 
the other suggested amendments that the joint committee staff has received 
in reply to its questionnaire issued in July 1952. There have been several 
suggestions for amendments to the basis provision, including one similar to the 
amendment proposed by Mr. Post. These suggestions will receive a careful 
evaluation by the staff in connection with its studies on tax revision. 

Sincerely yours, 
Cotin F. Sram, Chief of Staff. 


The Cuamman. The next witness is Mr. Hugh M. Bennett, of 
Columbus, Ohio. 

Br. Bennett, if you will give your name to the reporter and the 
capacity in which you appear, we shall be glad to hear from you. 

Mr. Jenkins. Mr. Chairman, I wish to state that Mr. Bennett is 
a long-time friend of mine and a very highly esteemed lawyer in 
Columbus, Ohio, and he is an expert on tax problems. I am glad to see 
him here today. 

Mr. Bennerr. Thank you, Mr. Jenkins. 
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STATEMENT OF HUGH M. BENNETT, ATTORNEY, COLUMBUS, OHIO 


Mr. Bennerr. As has been stated, my name is Hugh M. Bennett 
and I am from Columbus, Ohio. I filed a formal statement, but I 
will try to talk rather informally here today. 

The Cuarman. Do you wish to insert your full statement in the 
record ¢ 

Mr. Bennerv. Yes, sir; I wish to insert my full statement in the 
record. 

The Cuarrman. Without objection, it is so ordered, 

(The matter referred to is as follows :) 


STATEMENT OF HucH M. BENNETT, ATTORNEY AT LAW, COLUMBUS, OHIO, IN RE 
Toprc 22, CapiraL GAINS AND LOSSES 


Mr. Chairman and members of the committee, it is a privilege which I much 
appreciate to appear before you to talk on this topic of capital gains and losses, 
My discussion will be restricted to gains and losses connected with transactions 
in real estate. 

Practice of law has exclusively occupied 37 years of my life. During the last 
25 years or more, a great part of my law practice has been related to problems 
involving Federal taxation. Although I am a member of the American Bar 
Association, the Ohio State Bar Association, the Columbus (Ohio) Bar Associa 
tion, and many other laws groups and societies, I do net speak for them; nor do 
I speak on behalf of any trade association or any corporation. I was prompted 
to request an invitation from your honorable committee because of my experience 
in problems arising under the Internal Revenue Code of the United States, and 
the problem which I am about to mention today can be easily solved by the addt- 
tion by the Congress of the United States of a few words at the end of section 
117 (j) (1). 

You will all remember that Congress made it possible for those realizing gains 
from the sale of timber or coal and unharvested crops to be taxed on their profits 
at capital-gains rates by an amendment to that subdivision of that section. You 
will also remember that Congress made it clear that any taxable income result- 
ing from the sales of draft, breeding, or dairy animals held for 12 months or more 
would result in a tax being imposed at a capital-gain rate. These changes to 
which I have just referred were made by the Revenue Act of 1951. 

You devote the major part of your time to serving the welfare of the people 
of the United States, representing them in Congress. This is undoubtedly your 
major business and your major activity. However, you may be surprised some 
day to have an internal-revenue agent come in to see you about 3 years after 
you have sold in 1 year 4 or 5 pieces of investment real estate, from which you 
have been collecting rents for those years, to claim that the gain which you 
realized should be taxed, not as you probably reported it, at capital-gains rates, 
but rather at ordinary income rates. Thereby the field representative of the 
Commissioner will seek to impose that gain resulting from the sale of your invest- 
ment property on.top of your ordinary income and thus place you in unexpectedly 
high income-tax brackets. 

This same surprise may come to a dentist, a doctor, an optometrist, and even 
to a lawyer, as well as many other individuals, who sell 4 or 5 parcels of his real 
estate in 1 year, after having held it as investment property for longer than a 
year, collecting a net income from the property during that time and paying an 
income tax on such investment income at ordinary income-tax rates. 

Why, you may ask, does an examining officer representing the Commissioner 
take such an attitude or assume such a position? Generally, he asserts a de- 
ficiency assessment against you or the doctor or the dentist, optometrist, or the 
lawyer, because he finds in said subdivison of section 117 (j) that a capital-gain 
rate shall not be applied to any income resulting from the sale of “real property 
used in the trade or business, held for more than 6 months, which is not * * * 
(B) property held by the taxpayer primarily for sale to customers in the ordinary 
course of his trade or business.” [Italics supplied by the speaker. | ' 

The examining officer representing the Commissioner, when he finds that several 
parcels of real estate have been sold within 1 taxable year, will contend, in 
accordance with a few decided court cases, that the Congressman or the doctor, 
the dentist, the optometrist, or the lawyer was in more than one business, namely, 
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that he not only was a statesman or a professional man but he was also a dealer 
in real estate. Being a dealer in real estate, the examining officer jumps to the 
conclusion that because he sold several pieces of property in 1 taxable year, he 
held that real property “primarily for sale to customers in the ordinary course 
of his trade or business.” 

Hence, as I have stated, the examining officer assesses a deficiency in income 
tax, by changing from a capital-gain rate used by the taxpayer in making his 
income-tax return, to the much higher bracket rates found in the ordinary income- 
tax structure. 

The taxpayer may have held the property for a year or more strictly because 
of the excellent income which it provided but he decided to sell it for any one 
of a dozen different reasons, such as the need for immediate cash to defray the 
cost of family illness or his own personal illness, the desire to terminate the 
inconvenience of operating and handling such rental property, or the necessity 
of disposing of the property because the taxpayer was removing to a distant part 
of the United States where he would not frequently observe his investment 
property so as to determine how his tenants were treating it and what demanded 
repairs were really necessary, or any one of many more reasons. 

However, a few courts have laid down the rule, but never have all courts con- 
sistently followed the rule in every case, that where the sales are frequent and 
continuous, the vendor of the real property is holding it “primarily for sale to 
customers in the ordinary course of his trade or business.” 

All too often the examining officer representing the Commissioner determines 
that, because a man sold several pieces of real estate within one taxable year, 
this was no longer investment property subject to capital-gain rates on profits 
resulting from the sales thereof, but was property to be taxed at ordinary income- 
tax rates because at the time the sale or sales were made, the taxpayer intended to 
sell the property and hence the examining officer concludes that he held the 
property primarily for sale to customers in the ordinary course of his trade or 
business. 

The intent at the time of acquiring the property, or during the time that the 
property was being rented, is often disregarded by such a revenue agent, or, 
as he is officially known, by the examining officer. This officer looks to the time 
of sale to determine that the vendor of the real property is a dealer in real 
property and not an investor, and if he ever was an investor, says the officer, 
by selling the property he became a dealer in real property. Whoever sold 
property when he did not intend to sell it at the time of the sale? 

More and more it is becoming apparent that activity in the real-estate market 
is no longer governed solely by supply and demand. It is also affected in a 
substantial degree by the provisions of the Internal Revenue Code. Offers of 
purchase which would otherwise be considered favorably by the owner may be 
rejected because of the tax which may have to be paid if the gain is to be taxed 
at ordinary income-tax rates. 

I am not talking about sales made by corporations when I mention sales of 
real estate. I am talking about sales made by individuals, yourselves, and sales 
made by the people back home whom you represent. 

The Internal Revenue Commissioner in a letter dated February 22, 1948, re- 
ported in 4 Prentice-Hall, 1943, Federal Tax Service, paragraph 66.121, said: 
“All authorized activities of a corporation constitute its trade or business” and 
hence all its real property, if lawfully acquired, presumably is used in its trade 
or business, and, therefore, does not constitute capital assets. 

I am not suggesting any relief for a taxpayer engaged in acquiring tracts of 
land, subdividing them, and selling the lots. Such a taxpayer has been held in 
several cases to be a dealer in real estate and to hold such real property primarily 
for sale to customers in the ordinary course of his trade or business. (See ap- 
pendix 1.) 

The committee should not be burdened by the citation of many cases showing 
the lack of harmony, the confusion, and the conflict among the courts of the 
United States called upon to decide this problem under the Internal Revenue 
Code. Suffice to say that the lack of harmony, the confusion, and the conflict 
among the courts is illustrated by the cases mentioned in appendix 2. 

What is you owned 4, 5, or 10 pieces of investment real property in Cleveland, 
Pittsburgh, and Chicago, and after receiving net income from the rents over a 
year or more upon which you paid an income tax at ordinary income rates, you 
decided that you wanted to get out of the real estate investment business and 
buy Government bonds, and you then sold these several investment real prop- 
erties in one taxable year? The chances are that the examining officer would 
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assess a deficiency if you reported the gain as a capital gain rather than as 
ordinary income. This assessment results in great and inequitable expense to 
every taxpayer who is so assessed because he conscientiously believes that he 
is not a dealer in real estate, that he has not held his property primarily for sale 
to customers in the ordinary course of his trade or business, but that he has held 
it for investment up to the time that he decides to sell. The Commissioner will 
almost always contest sales of real estate if he cannot get payment by virtue 
of a compromise of a deficiency assessment wherever the sales result in gain 
to the taxpayer which the taxpayer has reported as a capital gain. 

However, when the sales of such real property result in a loss to the tax- 
payer, the Commissioner then will take the opposite position to that which he 
takes when the sales result in a profit. Consequently the Commissioner, when 
a loss occurs, will contend that it is a capital loss so as to limit the amount 
which may be deducted from other ordinary income. (See appendix 3.) 

Bear in mind, please, that it is not necessary that the real-estate business in 
question be the sole occupation of the taxpayer or the one business to which 
he devotes a majority of his time. This has been the decision this year in 
Williamson v. Commissioner (201 F. (2d) 564), by the Court of Appeals for the 
Fourth Circuit of the United States, which affirmed the Tax Court. Thus, as 
I have stated above, the Congressmen, the doctors, the dentists, the optometrists, 
and the lawyers can carry on not only their work as statesmen and as profes- 
sionel men but also, in the eyes of the Commissioner, they can be dealers in 
real estate and hence subjected to ordinary income-tax rates on profits from 
the sales of real estate. 

Many homes have been built by investors and rented to veterans of the world 
wars. The veterans paid rent but you gentlemen on this committee participated 
in a very laudable enactment when you made it possible for these veterans to 
secure GI loans so that they could purchase the homes which they had been 
renting. Yet the courts have held that when homes are so sold to veterans 
who have occupied the homes as tenants, ordinary income results and not capital 
gain. The Tax Court in March of this year has held that where continuity 
and frequency of sales in one taxable year occur, the profit is taxable at ordinary 
income-tax rates despite the fact that the taxpayer continued to live on the land 
and engaged in some farming and had another occupation. (See appendix 4.) 

In March of this year the Tax Court also held that, where rental income is 
only a small proportion of the net income of an individual taxpayer, this indi- 
cates that the holding of real estate for investment purposes was primarily for 
sale to customers in the ordinary course of his trade or business. (See appen- 
dix 5.) Thus it is not safe from an income-tax standpoint to hold only 1 or 2 
houses for rent if the rent received is only a small fraction of the other income 
received from other sources by the owner. When the owner sells his 1 or 2 
houses, the examining officer will be inspired by this recent decision in March 
of this year to tax the profit not at any capital-gain rate, but at the higher 
brackets resulting from the application of ordinary income-tax rates. 

Where defense houses have been built and rented for more than 1 year and 
later sold, several courts have held that the profit should be taxed at ordinary 
income-tax rates and not capital-gain rates. One of the earlier decisions, which 
so held, was Mauldin v. Commissioner (195 F. (2) 714), decided by the Court 
of Appeals for the Tenth Circuit of the United States in 1952. In April of 
this year, this Mauldin decision was followed by Dobson v. the United States, 
in the District Court of the United States for the Western District of Tennessee, 
and it was also followed by the Tax Court in John P. Dougherty, Memorandum 
Opinion, Docket 30,808, also decided in April of this year. (See appendix 6, 
indicating conflicting decisions of the courts.) 

The Commissioner has frequently, but unsuccessfully, taken the position that 
property must be acquired and held solely for investment purposes for such 
property to be classified as capital assets. The Tax Court has, however, con- 
sistently held that the purpose for which property is held at the time of sale is 
determinative and that the purpose for which the property was acquired is not 
the sole test. (See appendix 7.) 

In the clause so often referred to above in section 117 (j) (1) (B), to wit, 
“Property held by the taxpayer primarily for sale to customers in the ordinary 
course of his trade or business,” we find one definition of the word “primarily” 
in 1951, in United States v. Bennett (186 Fed. (2d) 407), by the Court of Appeals 
for the Fifth Circuit of the United States and in June of that year we find 
another definition by the Court of Appeals for the Ninth Circuit of the United 
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States in Rollingwood Corporation v. Commissioner (190 Fed, (2d) 263). The 
taxpayer Bennett is no relative of the speaker. 

I have noted that very recently the Commissioner of Internal Revenue has 
changed the name of the Bureau of Internal Revenue to Internal Revenue 
Service. In order that this division of the Government can live up to its new 
name of “Service,” Congress can, by adding a few words to section 117, with- 
draw all of the present great temptation from field agents of the Internal Revenue 
and other men in the civil service, whose thoughts have been far removed from 
serving the taxpayer, to bludgeon the taxpayer with the threat that when he 
has sold 4 or 5 parcels of real estate in 1 year, which he has owned as an invest- 
ment for rental income, he has suddenly become a dealer. 

What are these words which can be added by an enactment of Congress, and 
where should they be added? 

The words are: 

“Such term also includes real estate acquired for investment by the tax- 
payer, including any improvements made, erected, or constructed thereon, 
whether at the time of such acquisition or thereafter, regardless of the sale 
thereof, in whole or in part, if held by the taxpayer for twelve months or more 
from the date of acquisition.” 

These words should and properly could be inserted after the last sentence in 
section 117 (j) (1) of the Internal Revenue Code. 

I thank you. 

APPENDIX 

1. Brown v. Commissioner (143 Fed. (2d) 468, 5th CCA, 1944); Calvella, 48 
BTA 6; Schultz, 44 BTA, 146, acquiesced by Commissioner, 1941-1, Cumulative 
Bulletin 9: Charles H. Black, 45 BTA, 204; Amelie M. Staff, Tax Court Memo- 
randum Opinion, Docket 3218. 

2. Three Siates Lumber Company v. Commissioner (158 Fed. (2d) 61 (7th) 
OCA, 1946); Hhrman v. Commissioner (120 Fed. (2d) 607 (9th) CCA, 1941); 
Fahs vy. Crawford (161 Fed. (2d) 315 (Sth) CCA, 1947); Lucile J. Green, United 
States District Court for Nebraska, Omaha Division, recently decided. 


> 


3. James L. Vaughan, Tax Court Memorandum Opinion, Docket 13, 851. 

4. N. J. Arnold, Tax Court Memorandum Opinion, Docket No. 36, 427. 

5. Robert W. Dillon, Tax Court Memorandum Opinion, Docket 34, 470. 

6. Reuben Eeckstrom, Tax Court Memorandum Opinion, Docket No. 38, 976, 
March 1953; Walter R. Crabtree, 20 Tax Court, Decision No, 120 (July 1953). 

7. Nelson A, Farry, 13 Tax Court 8; Carl Marx & Co., Inc., 12 Tax Court 1196. 

The Carman. You may proceed. 

Mr. Bennett. It is my privilege, gentlemen, to appear here. You 
are harassed by many things being read to you, and I am not going to 
read my statement. 

I have practiced law for about 37 years, and about 25 years of that 
time has been devoted to problems involving income problems with the 
Internal Revenue Department. I was pleased to receive an invitation 
from your committee to appear here, because of my experience in this 
field. 

I wish to talk today only about capital gains and losses in relation 
to transactions in real estate. 

The correction which I offer in the last page of my formal state- 
ment I shall not read; it speaks for itself. There is one sentence that 
can be added to section 117 (j) (a) (1). 

You will remember, of course, that in 1951 Congress made it quite 
clear that capital gains would be available for those who sold timber, 
coal, unharvested crops in connection with the sale of land, draft 
animals, dairy cows, animals held for breeding, and those changes 
made quite clear that capital gains were available. 

You gentlemen, of course, devote the major part of your time to 
the welfare of the people of the United States. Your major business 
is statesmanship, but you may be surprised some day to have a, col- 
lector of internal revenue come into \our office when you are back 
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home, about 3 years after you file your income-tax return reporting 
capital gains in a particular year, and which has indicated you have 
sold 5 or 6 parcels of real estate and you reported them as capital 
gains. But, he will say, “No, it is ordinary income; you are a dealer.” 
You will say you are not a dealer and he will say, “Oh, yes, you are; 
you are a Congressman, or you are a doctor or you are a dentist or 
optometrist or a lawyer even, but you are a dealer in real estate. You 
cannot be engaged in more than one kind of business; you can have 
your career as a statesman; you can be a professional man but you can 
also be a dealer in real estate. You can have several businesses, regard- 
less of the amount of time you devote to them.” 

I then ask, “Why does an examining officer representing the Com- 
missioner of Internal Revenue take such an attitude?” 

Well, it is because of certain language in section 117 (j), which I 
shall not quote, and, of course, with which you are thoroughly famil- 
iar; but it says real property used in the trade of business held for 
more than 6 months which is not property held by the taxpayer pri- 
marily for sale to customers in the ordinary course of his trade or 
business, shall not be entitled, when you seil it at a profit, to capital- 
gains treatment. 

Now, of course, there are many reasons why you or I, the doctor, the 
dentist, the optometrist, or the lawyer, might sell his property and not 
be a dealer. There may be illness in his family or he may be seriously 
ill and he may have to sell it to defray that expense. He may desire 
to terminate the inconvenience of operating and handling such rental 
property, or the necessity for disposition of the property may arise 
vecause the taxpayer is going to move toa distant part of the United 
States where he cannot observe his investment frequently and to know 
how his tenants are treating the property, and whether the repairs 
which they are making or requesting to be made are really necessary 
and whether he should make them. 

However, a few courts have laid down the rule, but never have all 
courts consistently followed the rule in every case, that where the 
sules are frequent and continuous, the vendor of the real property 
is holding it “primarily for sale to customers in the ordinary course 
of his trade or business.” 

The intent at the time of acquiring the property, or during the 
time that the property was being rented, is often disregarded by such 
a revenue agent, or, as he is officially known, by the examining officer. 
This officer looks to the time of sale to determine that the vendor of 
the real property isa dealer in real property and not an investor. The 
officer looks to the time of the sale and then he says, “You are a dealer.” 
Well, I want to ask all of you: “Whoever sold property when he did 
not intend to sell it when he sold it?” If that is goimg to be the 
criterion to determine if you are a dealer, why, everyone who sells is 
a dealer. 

I am not talking about sales made by corporations and I am not 
talking about sales where there has been a subdivision of real prop- 
erty andthe lots sold after the sidewalks, sewers, streets, and so forth 
have been put in. I think it: is clear that that man is a dealer and 
should be taxed at ordinary income-tax rates. 


37746—53—-pt. 230 
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The Cuarrman. What about a farmer who has some land and he 
s not very far from the city—maybe a few acres—and he divided it 

up into lots and he does not put in the sewers or the streets; how would 
that be construed ? 

Mr. Bennerr. If you came into my office and asked me for an off- 
the-cuff opinion, that farmer will be in for a deficiency assessment and 
litigation. 

The Cuarrman. Thank you very much. 

Mr. Bennett. That is off the cuff. 

The Crarrman. Thank you. 

Mr. Bennett. There is no charge for that one and probably it is 
worth no more than the charge. 

The Cuatrman. Thank you very much. I would have to hunt up a 
counterclaim ; would I not? 

Mr. Bennetr. Now, the committee should not be burdened with 
the citation of a great number of cases. There is an appendix with 
several cases which will, of course, be considered by your staff. My 
purpose in appearing before your committee is to try to assist you 
and your very estimable staff in your objective to remove ambiguities 
out of the code; to reduce litigation because of ambiguities or un- 
certainties in statutory language. I greatly admire Colin Stam’s 
stand and I know that under his able leadership all of these matters 
which go into the records will in the next few months be carefully 
considered. 

Now, I ask what if you owned 4 or 5 parcels of real estate in Cleve- 
land, Buffalo, or Pittsburgh, and after receiving net income from the 
rents over a period of a year or more upon which you paid an income 
tax at ordinary income rates, you decided that you wanted to get out 
of the real-estate business and buy Government bonds, and then you 
sold these several investment real properties in 1 taxable year? The 
chances are that the examining officer would assess a deficiency if you 
reported the gain as a capital gain rather than as ordinary income. 
This assessment results in great and inequitable expense to every tax- 
payer who is so assessed because he conscientiously believes that he is 
not a dealer in real estate, that he has not held his property primarily 
for sale to customers in the ordinary course of his trade or business, 
but that he has held it for investment up to the time that he decides to 
sell. The Commissioner will amost always contest sales of real estate 
if he cannot get payment by virtue of a compromise of a deficiency 
assessment wherever the sales result in gain to the taxpayer which 
the taxpayer has reyorted as capital gain. But, the Commissioner is 
not consistent in that regard. What if you sell the real property and 
then you have a loss, the Commissioner then will take the opposite 
position to that which he takes when the sales result in a profit. Con- 
sequently, the Commissioner when a loss occurs will contend that it is 

‘apital loss so as to limit the amount which may be deducted from 
other ordinary income. The appendix shows the case. 

Bear in mind, please, as I have said, it is not necessary that the real- 
estate business in question be the sole occupation of the taxpayer or 
the one business to which he devotes a majority of his time, but you 
can be a Congressman or a dentist or a doctor or an optometrist and 
still be a dealer in real estate. 

Many veterans rented houses and the Congress aided veterans and 
it was a very laudable purpose. You made ‘it possible for GI loans 
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and then GI loans were available to buy the houses which had been 
rented by the veterans. If you sell those houses to the veterans, be- 
cause they have borrowed the money under a GI loan, you are guilty 
of becoming a dealer, although you may be a dentist In your major 
profession. 

Now, in March of this year the Tax Court has held that where con- 
tinuity and frequency o of sales in 1 taxable year occur, the profit is 

taxable at ordinary income-tax rates despite the fact that the tax- 
payer continued to live on the land and engaged in some farming and 
Lad another occupation. The Tax Court also held that where rental 
income is only a small proportion of the total net income of an indi- 
vidual, that is an indication he was holding that piece of real estate 
rimarily for sale to customers in the ordinary course of his trade or 
Ciutat Thus, it is not safe from an income-tax standpoint to hold 
only 1 or 2 houses for rent if the rent received is only a small fraction 
of the other income received from other sources by the owner, because 
they will say when you sell them, “Oh, well, you got $20,000 from some 
other source and you only got $3,000 profit from the sale of 1 or 2 
houses; therefore, your intention at all times was to be dealer.” To 
me, that is not logical, but the Tax Court so held. 

You have heard about defense housing in the last few days. If de- 
fense houses are rented for a period of time and then later sold, you, 
Mr. Chairman, being the owner of defense houses, become a dealer 
by selling several such houses which you rented at a profit, if you 

make the sales 4, 5, 6, 8, or 10 all in 1 year, although you never were a 
dealer before. I cite the cases, but I will not mention those as they 
are available to your staff. 

The Commissioner has frequently, but unsuccessfully, taken the 
position that property must be acquired and held solely for investment 
purposes for such property to be classified as capital assets. The Tax 
Court has, however, consistently held that the purpose for which 
property is held at the time of sale is determinative and that the 
purpose for which the property was acquired is not the sole test. The 
Tax Court has generally held that the purpose for which property is 
held based upon the question of “when.” At the date of sale? I 
repeat my question, “Who does not intend to sell property when he 
sells?” Is it taken away against his will? No. You intend to sell 
it. Is that making you a dealer? 

I have noted recently that the Commissioner of Internal Revenue 
has changed the name of the Bureau of Internal Revenue to Internal 
Revenue Service. I want the C ongress, aided by your committee, to 
really make the Commissioner and his staff one of service to the 
taxpayers. 

Mr. Mason. It seems to me from what you are saying that what 
we need is internal-revenue agents who are consistent. In one instance 
they call it “fish” and in the other instance they call it “fowl” to suit 
their purposes. 

Mr. Bennett. Yes, sir; but they will never be consistent throughout 
these great United States. 

Mr. Mason. Why can we not get revenue agents that are consistent ? 

Mr. Bennerr. They are under civil service and the *y cannot be dis- 
charged. The new Commissioner, regardless of his laudable senti- 
ments, which he has expressed publicly on several occasions, cannot 
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control the thoughts of men who have served under other adminis- 
trations and have other ideas about revenue. 

I thank you very much, gentlemen. 

Mr. JeNKuNs (acting chairman). I would like to ask you a few 
questions for information. Here is one: What would be your legal 
advice to me in view of the present state of the Federal tax law if I 
sold at a profit in 1 tax year more than 4 or 5 real properties which 
I bought more than 1 year ago as an investment for rental income, 
as to whether my profits would be taxed at a capital-gain rate or an 
ordinary income-tax rate? 

Mr. Bennerr. Well, again, it is off the cuff as I said to your chair- 
man, but my belief is today that you would be in for litigation with- 
out a doubt at a great expense unless you paid a substantial amount 
of the deficiency assessment to effect a compromise in the field, you 
could not avoid the litigation. 

Mr. Jenxuns. They would consider me as a dealer ? 

Mr. Bennerr. Yes; despite the fact that you are a statesman. 

Mr. Jenkins. Well, I do not know about that, but I am a lawyer 

Mr. Bennett. All right, then, you are both. 

Mr. Jenkins. Let me ask you about this Tax Court program that 
you talk about. About how many cases involving this problem have 
yeen decided in the Federal courts in the last. 4 or 5 years? 

Mr. Bennerr. Well, by actual count made in my office at my request, 
since January 1, 1948, the various courts of the United States, includ- 
ing the district courts, the courts of appeal, the Court of Claims, and 
the Tax Court have decided an issue involving the sale of real estate 
and the dealer association in more than 2,000 cases. 

Mr. Jenxrns. It is a big business from the lawyer’s standpoint ? 

Mr. Benner. Yes, sir, and I am speaking against the legal profes- 
sion in this regard. 

Mr. Jenxins. I gather from your testimony that there has been no 
uniformity and I would imagine it is pretty hard for a lawyer or 
anyone else to tell what the real law is and what the decisions have 
been, because there is no uniformity; is that right? 

Mr. Bennett. You are exactly right, Mr. Jenkins. Theclient comes 
into your oflice and he wants a yes-or-no answer and if you give him 

sategorical yes-or-no answer in most of these situations which I have 
aise ussed, you are hard put to sustain your answer in court. 

Mr. Jenkins. Well, this committee has got a job if it does nothing 
else but bring about uniformity in decisions ¢ 

Mr. Bennett. It cannot be done unless the language is made more 
explicit, and it will take only a few words, which appear on the last 
page of my statement. 

Mr. Jenkins. What is your opinion as to the number of deficiencies 
imposed and assessed by internal-revenue agents in the last 5 or 6 
years which did not go as far as the Tax Court or some other Federal 
court for decision ? 

Mr. Bennerr. Well, it is my opinion from my more than 25 years’ 
experience in Federal tax work that only about 10 percent go to 
decision. 

Mr. Jenkins. Let me ask you another question and I will be through: 
We have been talking about real-estate dealers, buyers and sellers of 
real estate, and how does that differ on a tax basis from a man who 
deals in stocks and bonds and sells stocks and bonds? 
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Mr. Bennerr. Well, of course, you know, Mr. Jenkins, if you buy 
stocks and bonds and hold them for more than 6 months and then you 
sell them after receiving interest or dividends, your gain is a capital 
gain, but that is not true of real estate, unless the taxpayer meets the 
man in the field who is imbued with this new idea of service. 

Mr. Jenkins. Then, a man investing in real estate, if he disposes 
of it any time soon, he will be considered as u dealer and will pay on 
his profits, but if he deals in stocks and bonds, he gets capital gains 
benefit ¢ 

Mr. Benner. Yes, sir; that is my view. 

I thank you, Mr. Jenkins. 

Mr. Esernarrer. Mr, Bennett, in case in the area in which you are 
located—Columbus, Ohio—the tax collector there has a very definite 
and formed opinion in regard to holding al! these persons as dealers, 
and perhaps, in the adjoining district the tax collector has a little 
different idea and is a little more lenient, how do you resolve the differ- 
ences there? Can you take an appeal any place? 

Mr. Bennerr. Of course, if you take an appeal, the taxpayer is 
put to heavy expenses for litigation. 

Mr. Esernarter. In other words, you cannot take an appeal admin- 
istratively ¢ 

Mr. Bennett. The administrative program permits a discussion be- 
fore, say, a technical staff—the old name was the technical staff—but 
it has a new name now under the reorganization—in that particular 
district. 

Mr. Esernarter. And then you have no place to go after that admin- 
istrative decision at all? You have to go to the Tax Court; is that 
not right? 

Mr. Bennett. Well, I know of no place to go. 

Mr. Esernarter. You just must go into court and go to the expense ? 

Mr. Bennett. Well, you can pay your tax and go to the District 
Court of the United States or go to the Court of Claims after you file 
a claim for refund. 

Mr. Esernarter. That is what I mean. You have no higher appeal 
administratively outside of this technical staff in that particular col- 
lector’s district, and they may have an altogether stricter idea of the 
interpretation of the statute than another district? That is what I 
wanted to bring out for the record. 

Mr. Bennett. Mr. Eberharter, we are talking for the aid of this 
committee, and it is sometimes the practice of a tax attorney to ask 
that this problem or some other problem, where he knows that the 
technical staff in his area is hostile to the interpretation and construc- 
tion which he thinks is proper—to go into another area where there 
is another technical staff which has a different attitude. There is no 
assurance that there is going to be the same attitude by every technical 
staff, as I have grown to know over these many years. 

Mr. EBERHARTER. Mr. Bennett, as a practical matter, the taxpayer 
could not have his case considered by a different technical staff ? 

Mr. Bennett. Oh, by a matter of grace sometimes Washington will 
say, “This case can go to Indianapolis, Chicago, or some plac e else, 
although the taxpayer lives in Ohio.” 

Mr. Esernarter. I did not know that; I am glad I talked to you. 

Mr. Bennett. I wanted to try to bring out what little I know about 
this procedural matter. 
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Mr. Exernarter. I thought you were limited entirely to your own 
district. 

Mr. Bennett. Oh, you are supposed to stay there, but by a matter 
of grace only and not by a matter of right, sometimes they will let 
you go some place else, particularly if you have someone who is a 
certified public accountant, with whom the lawyers often work, that 
resides in another area and he lives in Chicago and I live in Columbus, 
and instead of bringing him to Columbus, I go to Chicago. Then, 
maybe they will let the staff in Chicago hear the arguments. That is 
what happens sometimes. 

Mr. Kran (acting chairman). Thank you, Mr. Bennett. 

Mr. Bennett. Thank you very kindly, sir. 

Mr. Kran. The next witness is Mr. Barry S. Cohen, attorney, New 
York City. 

Mr. Cohen, if you will come around and give your name and the 
capacity in which you appear, we shall be glad to hear you. 


STATEMENT OF BARRY S. COHEN, ATTORNEY, NEW YORK CITY 


Mr. Conen. Mr. Chairman and members of the committee, my 
name is Barry S. Cohen, and I am an attorney practicing in New York 
City, specializing in tax matters. 

I come here as one interested in the alleviation of tax inequities. 

Specifically, I come to ask you gentlemen to kill a spook. 

The specter of double taxation has often been raised before this 
committee, most recently I would suppose in connection with the prob- 
lem of taxing corporate earnings twice. I come, however, respectfully 
to draw your attention to another form of double taxation—one less 
publicized but perhaps even more irritating, since it flourishes unno- 
ticed by so many. 

Representatives appearing on behalf of the Pennsylvania Bar Asso- 
ciation and the American Bar Association have alluded slightly to 
this problem, but I should like to draw a more detailed picture of the 
nature of this inequity. 

The double taxation of which I speak results from a failure of the 
income-tax and estate-tax laws to synchronize properly. Long ago 
Congress attempted to take care of the problem by establishing sec- 
tion 113 (a) (5). But even though in past years Congress has occa- 
sionally strengthened it, the section has never proved powerful enough 
completely to banish the specter. I ask you gentlemen to consider the 
remaining area in which this double taxation exists and to revise sec- 
tion 113 (a) (5) so that once and for all double taxation in this field 
will be stamped out. 

Generally speaking, and with only certain particular exceptions not 
here pertinent, the present section 113 (a) (5) provides that for in- 
come-tax purposes only property which passes from its owner by 
“bequest, devise, or inheritance” acquires a new basis; this basis is 
equal to the fair market value of the property at the date of its owner’s 
death and it governs the computation of gain or loss on a subsequent 
sale of the property. The rule is illustrated by the following example: 

Transfer by will: I. Father purchased stock in 1942 for $2,400. Re- 
tains possession and control of stock until his death in 1952. His will 
passes the stock to his son. At the date of the father’s death the stock 
is worth $3,000. It is included in his gross estate for estate-tax pur- 
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poses at that value, and a tax is levied and paid thereon. ‘Two years 
ater son sells the stock for $3,300. Son owes capital gains tax on 
$300 ($3,300 minus $3,000). 

Section 113 (a) (5) applies in this instance and yields a sound 
result. Double taxation is avoided—the estate tax and the income tax 
coordinate. 

But let us take another example: 

Deathbed transfer: II. Father purchased stock in 1942 for $2,400. 
In 1952 on his deathbed father makes a gift of the stock to his son. A 
few days later father dies. A Federal estate tax falls due, and it is 
determined that the gift was a gift in contemplation of death. The 
value of the stock at the time of the father’s death ($3,000) must 
therefore be included in the gross estate of the father, and a tax is 
levied and paid thereon. Two years later son sells the stock for $3,300. 
Son owes capital-gains tax on $900 ($3,300 minus $2,400) and not 
merely on $300 ($35,300 minus $3,000). 

Note that in both examples the property transferred to the son 
may be subjected to Federal estate tax. In example I, however, the 
property receives a change in basis. The present section 115 (a) (5) 
covers the case. But the property transferred in example II gets 
no change in basis. (Wurlitzer v. Helvering, 81 Fed. (2d) 928; Rose 
M. Everett, 4 T. C. M. 454.) Despite the fact that an estate tax has 
been paid, when the property is later sold an income tax on the same 
appreciation must also be paid. For at present section 113 (a) (5) is 
not broad enough to cover the case. Double taxation rides rampant. 

Section 113 (a) (5) is deep-rooted in our tax framework and has 
in fact been expanded by recent Congresses. The basic — y of Con- 
gress which it reflects is sound, as far as it goes, because (1) the gen- 
eral rule expressed by the section avoids complic ‘ated, expensive, ‘and 
often unsatisfactory searches into ancient history to determine what 
basis property might have had in the hands of a decedent who perhaps 
had purchased the property many, many years before; and (2) the 
general rule precludes both an estate tax and an income tax on the 
same appreciation in value; it is thus a wholesome and a natural 
provision. 

But the section as presently constituted does not do the full job it 
should. Inequity thereby flourishes. I have given above one example 
of a situation where 113 (a) (5) does not apply even though an estate 
tax may have been levied. Other situations receiving the same unfair 
treatment arise. These situations include property held in joint ten- 
A or tenancy by the entirety. Such property is subject to estate 
tax, but this subjection does not arenently serve to change its basis, 
since it has been decided that no interest in the property “passed “by 
bequest, devise or inheritance”—the language used in the present 
section 113 (a) (5) (Lang v. Commissioner, 289 U.S. 109). 

Again, property transferred by certain types of lifetime trusts and 
property transferred by such methods that the rec ipient does not get 
effective possession and control until the grantor’s death will have 
estate taxes levied on them. Yet neither type of transfer produces 
a change in basis. 

What has happened is that the estate tax has advanced to the point 
where it sophisticatedly hits at more property than merely that which 
is in the physical possession of the owner at the date of his death and 
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transferred to his wife, children or other objects of his bounty by will. 
The estate tax catches within its ambit transfers of the sort mentioned 
above, even though the formal transfer took place before the death of 
the original owner. But the income tax law, changing the basis of 
such property, has not kept pace. Except in isolated instances the 
income tax law thinks only of transfers by will. Hooking it onto the 
estate tax concepts will bring it up to date. 

Revision broadening the language of section 113 (a) (5) and 
carrying forward its underlying policy is consequently called for. 
While the section as ultimately revised would of necessity include 
within its several subordinate provisions governing particular types 
of transactions, and particular wrinkles that arise because of such 
matters as the option under section 811 (j) of the code and the com- 
munity property laws of several of our States, I present for your con- 
sideration only the general change so badly needed. 

I recommend that the section be revised to provide in general that 
for income tax purposes all property included or includible in the 
estate of a decedent for estate tax purposes be granted a new basis 
equal to the fair market value of such property at the date of the 
decedent’s death. 

The income tax law will thereby be correlated with the estate tax 
law. 

Gears that should mesh will mesh, where now they chew at one 
another. 

Existing double taxation of appreciated property will be eliminated. 

And a tax philosophy now only imperfectly expressed will receive 
the clear and full expression that it merits. 

Mr. Kran (acting chairman). May I interrupt? I was just glane- 
ing over the second part of your paper—do you know of the amend- 
ment that just went through the House in the bill that we passed 
about a week ago with reference to the income tax basis of property 
in trust ? 

Mr. Conen. I knew, sir, that a bill was under consideration, but I 
did not know of its passage. 

Mr. Kean. It has passed the House and I think it takes care of 
the situation that you refer to. 

I will read you the report here: 

Section 113 (a) (5) of existing law contains a provision to the effect that 
where a grantor retains the income from property in trust for his life with power 


to revoke the trust, the basis of the property in the hands of the persons entitled 
to take the property under the terms of the trust instrument after the grantor’s 
death shall, after such death, be the same as if the property had passed under 


a will executed on the day of the grantor’s death. This results in the basis of the 
property in the hands of the recipients being its fair market value at the day of 
the grantor’s death or, at the election of the executor, the value 1 year from the 
date of death. Your committee believes that this same rule should apply to sitn- 
ations where the grantor with a reserved life estate has the power to make any 


change in the enjoyment of the corpus of the trust through the power to alter, 
amend, or terminate the trust. In both cases the trust property is required to 
be included in the gross estate of the grantor for estate-tax purposes, The amend- 
ment applies only to grantors dying after December 31, 1951, and only with respect 
to taxable years ending after December 31, 1951. 

That is the matter you are considering, is it not? 

Mr. Conen. That is right, Representative Kean, and that. section 
as you read it to me would blanket a good part of the field which I 
have presented for your consideration. 
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Mr. Kean. It does not affect the first part of your statement, but it 
does affect the second part. 

Mr. Conen. That is correct. Frankly, what I would be afraid of 
in connection with that bill—I think that bill is a noble and wholesome 
idea—but I would be slightly afraid that it once again fails to cover 
all the ground. You see, section 113 (a) (5), through the years, has 
been doing a job. Every once in a while Congress will take 1 or 2 
more steps toward the ultimate goal, and this bill as read to me would 
take quite a few more than 1 or 2 steps, but not all the needed steps. 

Mr. Kean. It would not affect the first part of your statement at all? 

Mr. Conen. No, sir. 

Mr. Kean. What I was trying to avoid was the necessity of your 
reading that second part of your statement. 

Mr. Conen. Let me put it this w: ay: The second part of my state- 
ment, just as a matter of illustration, deate with 2 trusts, 1 of which 
is a revocable trust with life income reserved, and particularly for 
the purpose of wedi I picked as the contrasting type of trust 
1 in which there would be a power on the part of the original owner 
of the property, or someone with no interest adverse to his, to invade 
the corpus and to use it up so that nothing might go to aPeOoe else. 

I think the language of the bill you read to me, if we are not care- 
ful, may possibly yield the same trouble it always has—the C ommis- 
sioner n night attempt to construe it to cover just so many things and, 
by omission, to leave out this latter type of trust. It is a question of 
completely ; gearing estate-tax laws with the change in basic provisions 
of the income-tax Is aw. I think while several sorts of trusts mentioned 
in the language you read to me should have the change in basis, one 
must be careful that all trusts—all twin-brother trusts—get the same 
treatinent. 

Mr. Kran. Would you like to insert the second part of your state- 
ment into the record ? 

Mr. Conen. I should like to, yes, sir, and I should like to point 
out one more thing in connection with the idea of changing section 
113 (a) (5) broadly in order to insure that the full job is done once 
and forall. I think it should be changed so that all property is cov- 
ered which is included or includible in the gross estate, 

Mr. Kran. My offhand thought is that you are completely right 
on it. 

Mr. Conen. I hope that becomes both the offhand and the well- 
considered thought of. all the members of your committee and ulti 
mately of the Congress. 

Mr. Kran. W ithout objection, the balance of the statement will be 
inserted in the record at this point. 

(The matter referred to is as follows :) 


But. even if this broad and equitable change should be—for some reason wn- 
fathomable to me—inadvisable at this juncture, one precise change should be 
made in the present wording of the section in order to eliminate the most glaring 
of all inequities that lurk within 113 (a) (5). The change is simple and can 
be made by mere technical amendment. Aside from all else, I urge its enactment 
now. 

To the general rule of section 113 (a) (5), illustrated in the “transfer by will” 
example, Congress engrafted a special provision. Under this provision a change 
in basis is granted to'property held in one particular type of lifetime trust, a 
revocable trust. in which the grantor also retains the income for life. Obviously, 
until the grantor’s death the gift to the ultimate beneficiaries of the trust is in- 
complete—while the trust remains unrevoked, the grantor receives all the income. 
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Should he wish to revoke it at any time, he can. Nobody else need receive any- 
thing; nothing need pass until the grantor’s death makes the trust instrument 
irrevocable. Consequently, an estate tax is levied on the property held in such 
a trust. And, consequently, Congress wisely provided that the property should 
receive the same treatment as that which the general rule of section 113 (a) (5) 
provides for property transferred by will. 

It is evident that Congress intended that trusts so included in a taxable estate 
would, in effect, “buy basis” by paying an estate tax. But Congress used language 
inappropriate to say this. There are trusts which are so similar to the revocable 
trust mentioned above that they could be termed “twin brothers.” While such 
other trusts differ in technical details, their purpose and the practical results 
flowing from them are much the same. The estate-tax law recognizes this, and 
all of these trusts are treated the same way for estate-tax purposes. Despite the 
very close similarity, however, and despite the fact that they too would be charged 
with an estate tax, the problem of whether or not their basis is changed is not 
presently free from doubt. 

Consider therefore the blatant inequity that could result if the following two 
trusts receive different treatment: 

Jones’ trust—While Mr. Jones is alive, all the income goes to him. Revocable 
at the mere say-so of Mr. Jones. 

Smith’s trust—While Mr. Smith is alive, all the income goes to him. While 
not specifically made revocable, Mr. Smith has power to invade the principal of 
the trust and use it up for his own purposes. 

The second sentence of section 113 (a) (5) presently says that the property 
in Jones’ trust would get a new basis when Mr. Jones dies. But there is serious 
question whether or not the property in Mr. Smith’s trust will get the same 
treatment. It seems that the Commissioner has played hob with this portion of 
the section by arguing at one time for a liberal interpretation, and at another 
time for a strict, narrow, and dryly technicalistic interpretation that would 
result in Smith’s trust not receiving the benefit granted Jones’ trust. Seemingly, 
the Commissioner’s concern has been only with maximizing the revenue. 

Yet such disparity of treatment between these two trusts would be appalling. 
No policy reason is served by it. Not to levy an income tax on the appreciation 
in value of property held in the Jones’ trust when such property is sold, but to 
levy one on the property in Smith’s trust is highly discriminatory when there 
is no real distinction between the trusts. For all practical purposes, it does not 
make a grain of difference whether an owner can regain control of his property 
through a power to revoke or through a power to invade. 

Although I am certain that the courts if called upon in a proper case will 
eventually avoid such inequity by construing the statutory language as Congress 
meant to have it construed, there is no need to require the courts to make this 
struggle when amendatory legislation can be passed to clarify the law. Such 
legislation, simple and declaratory of existing intention, need only specify that 
all trust property included or includible in the original owner’s estate for estate- 
tax purposes receive the change in basis that a trust of the Jones type today 
receives, 

Thank you very much for this opportunity to discuss these problems with you. 
They will continue to spawn inequity and double taxation unless section 113 (a) 
(5) is revised so that the income tax and the estate tax dovetail as they should. 


Mr. Conen. I should like to say one word for the retroactive appli- 
cation of whatever change is finally decided upon. Congressional 
intent has been evidenced by the broadening through the years of 
section 113 (a) (5)—it having been broadened point by point by the 
Revenue Acts of 1928, 1942, 1948, and 1951, believe. F think that 
should section 113 (a) (5) be revised now to do the full job explicitly, 
it should apply retroactively to some point back in time—say one of 
those earlier revenue acts—when Congress seemingly intended that 
the section should blanket the field and eliminate once and for all the 
double taxation that otherwise exists. 

Mr. Kean. I believe Mr. Utt has a question. 

Mr. Urr. I feel like you do also and that is that the amendment 
which just passed is not broad enough, and affects recent deaths only. 
There are just hundreds of cases in which the transferees are holding 
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property upon which they have paid a high estate tax and now cannot 
sell it, because they have to go to historical cost. This amendment 
that went through is not bro: id enough to cover those cases. 

I might say that I have a bill before the committee at the present 
time which is the American Bar Association recommendation, and is 
the same as Mr. Camp’s bill which he put in a few years ago, but it 
fell on very deaf ears in the Treasury Department, although they have 
a very sympathetic mind, but they still would not give us a favorable 
report. So, it died for this year, but I certainly hope that next year 
it can be taken care of, because in California at least 80 percent of 
our property is held in joint tenancy by the husband and wife, and I 

can see no magic in inheritance. They should have the same treatment 
that a bequest or device should give them. So, I am in hopes that in 
the revision of the code we can give the stepped-up basis to intervivos 
gifts, at least to the extent to which they are included in the gross 
estate. 

Mr. Conen. If I may address myself to the point which Represent- 
ative Utt makes about the Bureau not having gone along during past 
years with his thoughts, the Commissioner, and more particularly, the 
local revenue agents, have played hob with this section. They have 
argued at one time, perhaps, surprisingly enough, for a very broad 
and liberal interpretation of section 113 (a) (5) and the next time 
they have argued for the most narrow, dry, and technicalistic inter- 
pretation that is imaginable. Seemingly, the concern has been only 
with maximizing the revenue—in line with thoughts uttered by Mr. 
Mason earlier this morning. I think he made a very particular point 
there. 

There are very few decisions in the Tax Court in this small field, but 
you will find 1 or 2 in which it is the Commissioner seeking to have 
section 113 (a) (5) broadly construed. Why has he argued that w ay ¢ 
Because cers at issue there had depreciated at the time of death, 
and consequently the Commissioner was seeking to have the basis 
established as the value at the time of death, and that it should apply. 

Mr. Kean. Thank you very much. 

Mr. Conen. Thank you very much for this opportunity, sir. 

Mr. Kean. The next witness will be Mr. R. B. Dresser, attorney, 
from Providence, R. I. 

Mr. Dresser, if you will give your name and the capacity in which 
you appear to the reporter, you may proceed. 


STATEMENT OF ROBERT B. DRESSER, ATTORNEY, 
PROVIDENCE, R. I. 


Mr. Dresser. Mr. Chairman and members of the committee, my 
name is Robert B. Dresser. I am a member of a law firm with offices 
at 15 Westminster Street, Providence, R. I. I appear individually, 
in my own behalf, and not as a representative of anyone else. 

The continued existence of the capitalistic or private-enterprise sys- 
tem is dependent upon an adequate supply of private capital. 

In order to operate successfully industry must have a steady con- 
tinuing supply of new capital—billions of dollars each year—to start 
new industries and to maintain and expand existing ones on which 
so many jobs depend. On the average, it takes about $12,000 of in- 
vestment in new plant and equipment to provide a job in industry 
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for 1 worker. As many as 6 million new jobs may be needed to 
employ the 1960 labor force. That means new investment for net 
expansion in the meantime of some $72 billion. 

a the last 7 years, the total amount invested for this purpose 
has been only from $30 to $40 billion—in other words only about 
half this sum. It has not generally been realized that 80 percent 
of the investment for new pl: unt and equipment during this period has 
gone for replacement of used-up capital values—at actual cost much 
above the depreciation allowances included in business accounts. 
Thus, only 20 percent of the $20 to $30 billion annually invested in 
new assets has provided for new jobs. 

Our present tax laws are drying up the sources of capital which 
are needed for this purpose. The taxes which have the most damag- 
ing effects in this direction are: (1) The heavy progressive income 
tax, (2) the confiscatory estate or death tax, and (3) the capital 
vains tax. 

This presentation is confined to the capital-gains tax, 


TAXATION OF CAPITAL GAINS AND LOSSES 
A. CAPITAL GAINS ARE NOT INCOME IN THE LEGAL SENSE OF THE TERM, BUT CAPITAL 


The gain resulting from a sale of a capital asset is in the eyes of the 
law capital, and, except for the purpose of taxation, it is commonly 
so treated under our laws. Take, for example, the case of a trustee 
who sells property belonging to the trust estate at a gain. The gain 
is not treated as income and paid to the life beneficiary, but is added 
to the capital of the trust estate. Conversely, capital losses suffered 
by a trust estate are charged against capital and not against income. 
Accordingly, unless the legal concept of capital gains is ignored, a 
tax on capital gains must be regarded as a capital levy. 

If capital gains are to be treated as income for tax purposes, it is 
submitted that every consideration of equity and justice requires that 

capital losses shall be treated as the direct negative of income and 
that their deduction from income, of whatever character it may be, 
shall be permitted. 

Our income-tax laws, in order to arrive at the net income to be 
taxed, permit the taxpayer to deduct from gross income of all sorts 
such items as interest paid, taxes paid (with certain exceptions), de- 
preciation, and various other items. What would be said if it should 
be proposed that interest paid should be deductible only from interest 
received, that taxes paid should be deductible only from income from 
the property on which the taxes are paid, that depreciation should 
be deductible only from income from the property depreciated? The 
taxpayer might have no interest receivable or income from the prop- 
erty taxed or depreciated. Certainly, any one of these proposals 
would be summarily rejected. And yet, why should capital losses 
be treated differently? If short-term eapits il gains are to be taxed 
as ordinary income, what possible justification is there for not per- 
mitting short-term capital losses to be deducted from ordinary in- 
come? Manifestly, there is none. 

In short, capital gains are either income or they are not income. 
If for tax purposes they are regarded as income, capital losses, which 
are the direct converse of capital gains, should be deductible from 
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income. If capital gains are not income, they should not be taxed as 
income, and, conversely, capital losses should not be deducted from 
ine ome. 

If capital gains are taxed as income and capital losses are allowed 
as deductions from income, in the light of past experience it is not 
unreasonable to expect that the net revenue over a period of years 
would be nil. 


B. THE ECONOMIC EFFECTS OF A HIGH CAPITAL-GAINS TAX ARE DECIDEDLY HARMFUL 


The capital-gains tax operates as a serious deterrent to the invest- 
ment of capital in the inequities of business enterprises, and its effect 
is to reduce steadily the fund of venture capital available for that 
purpose, It lessens the incentive to invest capital in existing and in 
new enterprises, with the resulting ill effects on employment and 
wages, 

In a statement filed with the House Ways and Means Committee 
on March 20, 1942, by the tax committee of the executive council of 
the American Federation of Labor it is said: 

One tax which has an important effect in slowing up investment in new venture 
enterprises is the present capital-gains tax. If this is not repealed by the new 
1942 Revenue Act, it should be sharply modified to tax capital gains at lower 
rates, and to liberalize the provision for the deduction of capital losses. Failure 
to take such action in earlier laws has led to a sharp reduction in capital avail- 
able for new venture enterprises, because of the heavy taxes involved if the 
business venture is successful, and because of the denial of reasonable credits 
against other profits if the new venture is not successful. 

A capital-gains tax lessens the stability and liquidity of markets, 
and by so doing seriously deters new capital issues which are so essen- 
tial to business expansion and employment. The tax creates frozen 
positions in securities and real estate, and thereby restricts business 
activity and the taxable income normally resulting from such activity. 

Writing in the Tax Magazine for September 1937, the late Morris 

Tremaine, Comptroller of the State of New York, referring to the 
capital-gains tax, said: 

The law dams up the normal ebb and flow of trade. It affects commodity 
markets, especially real estate. Because of this, many real-estate owners have 
refused attractive offers of purchase, with the result that, in addition to sellers 
missing a sale, brokers miss commissions, the buyer is prevented from buying 
and improving property, contractors miss a job, a materialman misses the market, 
building construction labor and building-service labor remain unemployed, the 
city misses an increased tax on proposed new building, and, lastly, fantastically 
enough, the Government collects no capital-gains tax. 

On March 20, 1942, at a hearing before the House Ways and Means 
Committee on the capital-gains tax, André Istel testified about the 
experience of France. Mr. Istel, who was technical adviser to the 
French Ministry of Finance under Paul Reynaud, stated that prior to 
the German invasion France had no capital-gains tax. In March 1941, 
he said, the Vichy government introduced a tax on capital gains from 
stocks at a rate of 33 percent, and without limit as to the period of 
holding. In the words of Mr. Istel: 

The effect of the law was exactly contrary to expectation, The buyers of 
shares became more reluctant than ever to sell, as they wished to avoid paying 
the tax. Owing to the scarcity of offerings, the market thereupon rose even more 


sharply. In fact, owing to the complete absence of shares offered for sale, some 
stocks were not quoted at all for days at a time. 
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As a result the Vichy government was compelled to relax the provisions, of the 
law. In-July 1941 the rate was reduced from 33 percent to 20 percent, and the 
holding period, which was unlimited, was reduced to 1 year from the date of 
purchase. After 1 year capital gains were free of tax. 

In February 1942 the law was relaxed further in order to accomplish its 
original purpose. The rate was reduced to 10 percent. The time limit was 
reduced to 3 months. No tax was payable on gains realized after the 3 months’ 
holding period. 


Cc. A CAPITAL GAINS TAX, IF IMPOSED AT HIGH RATES, PRODUCES BUT LITTLE REVENUE, 
ON THE OTHER HAND, IF THE RATE IS LOW GREATER REVENUE WILL BE PRODUCED 


This is due to the fact that the taking of capital gains is discretion- 
ary. When the tax rates are high the owner elects not to sell, unless 
the sale will result in a loss, or at least in no substantial gain. Senator 
Connally brought out this point very clearly when he said at the hear- 
ings before the Senate Finance Committee on the Revenue Act of 
1938: 

It seems to me there is a differentiation between ordinary income and income 
from capital gains. In the case of ordinary income the taxpayer has to pay it 
(the tax) ; he has no choice. But in the case of capital gains he has a choice; he 
does not have to realize unless he wants to. * * * It the holder does not sell, 
you do not get any tax. * * * I am coming arewnd to the view that as to capi- 
tal gains and losses we should make it more attractive to a man to sell instead 
of offering him a premium to hold. 

Our experience under the various revenue acts in effect since 1913 
amply supports the conclusion that the lower rate produces the larger 
revenue. From the Treasury Department’s own figures, it appears 
that if the 5-year boom, 1925-29, is excluded, the taxpayers of the 
United States had no net capital gains, but huge net capital losses, 
amounting to over $8 billion, during the period from 1917 to 1940. 
For the calendar year 1940 the revenue produced by the capital-gains 
tax, according to the Treasury figures, was $12,868,000, and for the 
calendar year 1941, $2,011,000. The shortening of the holding period 
from 18 and 24 months to 6 months by the 1942 act, and the consequent 
reduction of rates on certain gains previously classed as short-term, 
resulted in a substantial increase in the revenue from the capital-gains 
tax, which had about reached the vanishing point. It is my under- 
standing that the revenue from this tax for the taxable year 1951, 
the latest year for which I have been able to obtain figures, is esti- 
mated at $1.2 billion. 

D. CONCLUSION 


There is no fundamental justification for the taxation of capital 
gains. The result is to reduce the amount of capital available for 
investment and hence to reduce production. The tax is particularly 
harmful in that its principal impact is on venture or equity capital. 

However, pending a possible ultimate decision to eliminate the tax, 
I recommend that the rate be substantially reduced and the present 
method of prescribing a short holding period to distinguish between 
short-term and long-term capital gains and losses be continued. For 
this purpose, the 6-months’ period provided in the present law would 
seem to be reasonably satinfactory: although I believe that a shorter 
period would produce greater revenue. If this is the primary objec- 
tive, the aed should be reduced to perhaps 3 months; 6 months hap- 


pens to be the period provided in the Securities Exchange Act as the 
measure of a speculative turn. In no circumstances should the hold- 
ing period be lengthened. 
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Regarding the rate of the tax, I favor a flat rate of not more than 
10 percent or perhaps 1214 percent; 1214 percent happens to.be the rate 
under the 1921 and later acts, prior to the Seem Act of 1934. Ihave 
no doubt that these lower rates, through removing in part at least the 
barrier to sales, would greatly increase the sales, and, coincidentally, 
the gains and the revenue from the tax. 

I further suggest that some measure of relief be granted to the 
present inequitable treatment of capital losses. This could be ac- 
complished by restoring the rule in force under the Revenue Act of 
1924 and subsequent acts up to the act of 1934, which permitted a 
percentage of the actual net long-term loss equal to the rate of tax 
on long-term gains (which was 1214 percent) to be taken as a credit 
against the tax on ordinary income for the current year 

Mr. Kean. Any questions? 

Mr. Foranp. Mr. Dresser, on page 8 of your brief, near the bottom 
of the page, why are the figures 1925-29 excluded from your presen- 
tation ¢ 

Mr. Dresser. Simply for the fact that that was an unusual period, 
the greatest boom that I know we ever had in our economic history. 
The whole purpose of this is to bring out the point during a great 
portion of the time, taking the results over a long period of time, the 
effect has resulted in ac apital loss rather than a capital gain. 

Mr. Foranp. Is it not a fact that during that period we did collect a 
lot of capital-gains tax ? 

And as a result of that boom then we did have a severe depression 
that caused lower earnings—— 

Mr. Dresser. Well, I am not ready to grant that this resulted in the 
depression. 

Mr. Foranp. But in all fairness I believe the figures should be aver- 
aged for all years and not the boom years left out, , and it is the opinion 
of m: ny that the boom did help bring on the depression and brought 
on the lesser returns later on. 

Mr, Dresser. I certainly would not think that the boom years would 
be responsible for the entire results over the period up to 1940. 

Mr. Foranp. Of course, it is a matter of tee 

Mr. Dresser. Yes. 

Mr. Foranp. That is all. 

Mr. Kean. With reference to Mr. Forand’s statement, of course, if 
the revenue was less during the years 1925-29, it might have resulted 
from a different tax; it might have been partially the result of the 
fact that the tax rate was only 12.5 percent. 

Mr. Dresser. Yes. 

Mr. Kean. That is what I have advocated, rather than the present 
tax of 25 percent. 

Mr. Dresser. The only point that I am trying to make is this: That 
taxation, the raising of revenue is just like any other business. Af 
Henry Ford, for ex xample, at first had undertaken to get $2,500 for : 
Ford car, he would never have had the vast amount of sales that he 
had, nor would he have had a Ford Co. that would have built up to 
the extent of a billion dollars. Because he reduced the price so that 
cars could be sold to the masses of people, the sales were greater, 
and with the lower profit per car many more cars were sold and the 
aggregate result was greater. 
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Mr. Kean. I think your point is very apropos, because with a vol- 
untary tax you have got to fix the amount of that tax so as to appeal 
to the people so they will pay that tax. 

Mr. ‘Dr resser. That is right. 

Mr. Kean. Therefore, unless you get the tax low enough, at a rate 
that will make it possible for people to engage in transactions which 
will bring in revenue, you are not going to get as big a revenue. As I 
understand the estimate for 1951 for the capital-gains tax is around 
$890 million. 

Mr. Dresser. I have not seen the figures for this last yea 

Mr. Kran. I believe that is the estimate. Now, I feel th at if we 
could reduce the rate to 10 percent, which I think would be the right 
rate—I think the 12.5 percent, possibly, for technical purposes, might 
be simpler, but in my opinion a 10-percent rate would not interfere 
with people making transactions; particularly in the first year, after 
they have been paying 25 percent or 26 percent, I think there would be 
a tremendous amount of transactions, and the revenue would be greatly 
increased, and I think it would be of benefit to our whole economy 
because people would be putting their money where it could be best 
used, rather than holding it at some dead place, as they are at the 
present time. 

Mr. Foranp. I wanted to make my position clear, Mr. Chairman. 
I think we should have a shorter term, and a lower rate of interest 

Mr. Kean. You mean tax. 

Mr. Foranp. Yes. But the point I am trying to make is that the 
presentation made by Mr. Dresser here leaves out the boom period, and 
I believe that the figures should have been averaged over the entire 
period, rather than leaving out that particular period. 

Mr. Dresser. I think that is a minor part, a lesser part, of the 
presentation. I simply did that to show that there was a period of 
time where, if you had allowed the capital-gain tax, and conversely, 
if you took the capital losses, you would not get as much revenue. 
That was the whole purpose of that. To my mind the significant 
thing, historically, is the period in the late thirties you will find that 
the capital- gains-tax revenue had practically disappeared. In the 
year 1941, just a year before the change in the law, the revenue got 
down to $2 million. The law was changed, ¢ and, as has been indicated, 
for 1950 it was around a billion dollars, and, as has been indicated, 
around $800 million for last year.” 

Mr. Kean. In effect, it is a tax upon inflationary values. 

Mr. Dresser. That is right. You have to pay the capital-gains tax, 
and the whole thing i is inflationary. 

Mr. Kean. Thank you very much for your statement, Mr. Dresser. 

Mr. Dresser. Thank you. 

Mr. Kran. Our next witness is Mr. Irving J. Angell. Mr. Angell, 
I am glad to welcome someone from Newark. 





STATEMENT OF IRVING J. ANGELL, NEWARK, N. J. 


Mr. Anceit. Thank you. Mr. Chairman, I had prepared this state- 
ment before the action of the House. yesterday, in its report on the 
bill, but to save time this morning I would like to have my full state- 
ment made a part of the record. 

Mr. Kean. Without objection, it is so ordered. 
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Mr. Ancetu. My presentation concerns section 112 (b) (7) of the 
Internal Revenue Code. 

I am a certified public accountant who has been specializing in 
income-tax matters for the last 25 years Fy: am a partner of Peat, 
Marwick, Mitchell & Co. in their Newark, N. J., office. 

It has come to my attention that there appears to be a very definite 
inequity in the operation of section 112 (b) (7) of the Internal Reve 
nue Code. This section was designed as a relief provision, but relief 
has been denied in many cases because of the requirements as to the 
time and manner of filing elections. Before I discuss the matter of 
these elections, with which my testimony is concerned, I believe that 
a very brief résumé of the history and purpose of section 112 (b) (7) 
may be helpful. 

This section was first enacted by the Revenue Act of 1938, applicable 
to corporate liquidations in that year and was reenacted in the Revenue 
Act of 1943 applicable to liquidations in 1944. It was again adopted 
by the Revenue Act of 1950 for liquidations during the calendar years 
1950 and 1951, 

Stated in the simplest possible terms, as you gentlemen know, this 
section provides, in substance, that if a corporation was completely 
liquidated within any calendar month in 1951 or 1952, pursuant to a 
plan of liquidation adopted after December 31, 1950, the shareholders 
may elect to defer the recognition of taxable gain on all, or a portion, 
of the assets distributed to them. 

It was designed to encourage the liquidation of small comp anies. 
In practical application, section 112 (by) (7) 
where the corporation has but a very few shareholders, where the 
present value of its assets greatly exceeds the cost basis of its stock 
in the hands of its shareholders, and where the accumulated and un- 
distributed earnings are relatively small. Many of the corporations 
to which this section would apply are family businesses which have 
sold out or contracted their commercial activities and now find them 
selves to be personal holding companies although there never was any 
intention to become “incorporated pocketbooks.” The reasons for the 
enactment of this section have been well stated by Senator George in 
the congressional discussion on the Revenue Act of 1938, a copy of his 
statement being attached hereto as appendix I, and may be illustrated 
by a simple ex: ample: 

Assume a family corporation, whose only asset is real estate ac- 
quired many years ago, and which has consistently paid out all earn- 
ings in dividends. The original cost of the real estate in the hands of 
the corporation, and the cost of the corporation’s stock in the hands of 
the shareholders, was $100,000, but the present value is $300,000. 
Prior to the enactment of section 112 (b) (7), a distribution of the 
real estate to the shareholders in complete liquidation of the corpora- 
tion would have resulted, under section 115 (c), in a long term capital 
gain to the shareholders of $200,000, on which the tax, at 26 percent, 
would have been $52,000. Inasmuch as the shareholders would have 
received no cash with which to pay their taxes, the net result was that 
unless the shareholders sold the real estate received, or had other 
available funds, such a liquidation was, in effect, prohibited by the 
tax consequences. Under this section, however, the shareholders 
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would not realize any gain at the time of the liquidation. The basis 
of the real estate in their hands would be the same as for their stock, 
$100,000, and gain would be deferred until such future time as the 
real estate was sold by them. 

My complaint concerns the fact that the section is not applicable 
and relief will be denied unless the holders of 80 percent of the voting 
stock have filed elections with the Commissioner of Internal Revenue 
on form 964 within 30 days from the adoption of the plan of liquida- 
tion. This does not mean 30 days from the date of the distribution 
of the assets, but 30 days from the date on which the shareholders voted 
to liquidate the corporation. This provision constitutes a boobytrap 
and the best single piece of evidence in support of that statement 
is the fact that the Bureau of Internal Revenue has printed a form 
letter to be used for the sole purpose of denying relief under section 
112 (b) (7) because the election on form 964 was not filed on time. 
Standing by itself, this seems to be sufficient proof that, in prac tice, 
many shareholders are denied the benefit of section 112 (b) (7) ) be- 
cause of the 30-day limitation period. 

It is my firm belief that the Internal Revenue Code should be 
amended to provide that the elections shall be made “on or before 
the due date of the return of the shareholder for the taxable year dur- 
ing which the corporation was liquidated.” <A bill known as H. R. 
3071 which would enact this amendment is now before your commit- 
tee—see appendix II. The enactment of this bill would place the elec- 
tion under section 112 (b) (7) on the same basis as other elections 
which taxpayers are required to make if they wish to avail themselves 
of other relief provisions—see appendix III. I know of no other 
situation where, under the code as it exists today, a taxpayer is 
required to make an election prior to the date on which he must 
file his return. 

it is interested to note that a proposal similar to H. R. 3071 appears 
in the Recommendations for Improvement of Federal Tax Legisla- 
tion and Administration submitted to the Committee on Ways and 
Means by the American Institute of Accountants under date of Janu- 
ary 5,1953. See appendix IV. 

It is entirely possible that, under the present language of the statute, 
relief might be denied in a case wher the election could not have been 
filed within the 30-day period. To illustrate: assume that a plan of 
liquidation under section 112 (b) (7) had been adopted at a meeting 
of the shareholders of X corporation on July 1, 1951, that the distri- 
bution in liquidation had been completed on July 15, ‘and that Mr. A, 
the owner of 50 percent of the capital stock, was killed in an unfore- 
seeable accident on July 20. It would have been impossible for an ex- 
ecutor or administrator to be ee prior to July 30, with the 
result that there was no person who could have filed the election within 
the statutory period of time. As the holders of 80 percent of the shares 
are required to file their elections within 30 days, it follows that not 
only Mr. A, but all the other shareholders, would be denied the benefits 
of section 112 (b) (7), and would be taxed on a gain upon the liquida- 
tion under section 115 (ce). Obviously, Congress did not intend any 
such inequitable result. 

Further, it is entirely possible that the plan of liquidation may never 
be consummated, or may be delayed for a period of years, as, for ex- 
ample, because of a suit or an injunction brought against the com- 
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yany. Under the present phraseology of the law, the shareholder, 
iowever, must file Nis election within 30 days from the date of the 
adoption of the plan or forever be denied the benefits of section 112 
(b) (7). I cannot believe that Congress intended that he must file 
an election as to the tax consequences of a transaction which may never 
occur, 

Another important consideration to be weighed by the taxpayer is 
the amount of accumulated earnings and profits of the corporation 
since February 28, 1913, which, under section 112 (b) (7), must be 
reported by him as dividend income. Many taxpayers have learned, 
to their sorrow, that the amount recorded in the earned surplus ac 
count on a corporation’s books may be much less than the accumulated 
earnings for income tax purposes. ‘The compuation of such accu- 
mulated earnings may be a complicated and time-consuming task. If 
the corporation has paid stock dividends or been a party to reorgani- 
zations in the near or distant past, serious questions may arise as to 
the income tax consequences thereof. The taxpayer should not be 
forced to delay the adoption of the plan of liquidation until all ques- 
tions relative to the computation have been resolved, nor should he be 
required to make his election under section 112 (b) (7) prior to the 
time when the amount which he must report as dividend income has 
been determined. Under the proposed amendment, the taxpayer 
would have sufficient time to submit the necessary data to the Bureau 
and receive a ruling. He should be entitled to know where he stands 
before he has to make his election. 

The Commissioner’s regulations (Reg. 111, sec. 29.112 (b) (7)-2) 
provide that the written e election on Form 964, once filed, m: Ly not be 
withdrawn or revoked. In this connection it should be noted that an 
alert taxpayer having made and filed an election, which later proves 
to be unwise, may circumvent the regulations by the simple expedient 
of causing the liquid: ition to be prolonged over a period of months or 
abandoned entirely, instead of completing the liquidation in a single 
month as required ‘by section 112 (b) (7). The net result would be the 
same as though the elections had been revoked. Thus, under the law 
as it is now written, the shareholders may accomplish by indirection 
what they may not accomplish directly. I am sure that you will agree 
with me that this is not desirable situation. 

Lastly, I wish to emphasize that the provisions relative to making 
of the elections under section 112 (b) (7) should be amended retro- 
actively to apply to taxable years beginning after December 31, 1950 
to give aes to those taxpayers whose corporations were liquids ited 
during 1951 or 1952, but who have been denied the relief intended 
merely because 2 their elections were not filed within the 30-day period. 
Congress has often granted retroactive relief when it appears neces- 
sary in the interest of equitable administration of the tax laws, certain 
provisions of the Revenue Acts of 1942 and 1951 being noteworthy 
examples. 

In summary, the requirement of section 112 (b) (7) D, that the 
elections must be filed within 30 days from the date of the adoption 
of i“ plan of liquidation seems to be unreasonable because: 

It is at variance with other provisions of the Internal Revenue 
eke which, in general, require elections to be made with the tax- 
payers’ returns—which, if filed early, may be amended prior to the 
due date thereof. 
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2. It may be impossible of performance—as, for example, in the 
case of the death of the stockholder within the 30-day period. 

3. There appears to be no valid reason for such a limited period 
of time. 

t. The requirement is often misunderstood, thus resulting in denial 
of relief on a technicality, with the end result that taxpayers are 
caught in the predicament of having no cash with which to pay the 
tax. 

5. Section 112 (b) (7) was intended as a “relief measure,” and not 
as a be oby trap for the unwary taxpayer. 

6. The requirement operates to defeat the basic purpose of the 
section, with the result that relief is denied to the taxpayers con- 
trary to the intent of Congress, and should be amended to provide 
such relief. 

(The appendixes referred to follow :) 


‘ 


APPENDIX I 
[Senate (Congressional Record, vol. 83, pp. 5171-5172) ] 


CONGRESSIONAL DISCUSSION ON REVENUE AcT oF 1938—STATEMENT OF Mr. GEORGE 
RELATIVE TO SECTION 112 (zn) 7 


Mr. Groroe. I ask to have printed in the Record a statement explanatory of 
the amendment, * * * 


EXPLANATION OF PROPOSED AMENDMENT TO SECTION 115 (C) 


The proposed amendment will encourage and facilitate prompt liquidation 
of personal holding companies and other corporations falling outside the tech- 
nical classification of personal holding companies which have not been used to 
evade taxes and which have no substantial accumulations of earnings and 
profits. 

For example, assume that a corporation was formed to take title to certain 
real estate or unlisted corporate securities which are not readily marketable. 
By 1938 the property has tripled in value. In the meantime, however, the rents 
or dividends on such property have been inconsequential, or have been distributed 
to the stockholders annually. The stockholders now wish to get rid of the cor- 
porate entity in order to escape the corporate tax burdens or to put themselves 
back in the same position in which they would have been if they had not incor- 
porated. 

The 1938 revenue bill as reported by the Senate committee will impose a tux 
on the stockholders on liquidation based on the entire appreciation in value 
even though unrealized from a business point of view. If a liquidation occurs 
under those provisions, the stockholders will frequently be compelled to resell 
in order to establish the amount of taxable gain or to raise the amount required 
to pay the tax. The result is that the bill as reported will continue the tendency 
of the present law to discourage liquidation of these corporations. At the same 
time, the property will remain frozen in the corporation since any gain resulting 
from a sale of the assets by the corporation will not be entitled to the benefits 
of the capital-gain provision when distributed to the stockholders. 

The proposed amendment would permit postponement of tax on this unrealized 
appreciation in value on liquidation until the property is sold by the stockholders. 
By taxing the gain on a liquidation to the extent of accumulated earnings and 
profits as an ordinary dividend, the application of the amendment would be 
limited primarily to those corporations which have not been used for tax-avoid- 
ance purposes. At the same time the revenue would be adequately protected. 
Although the amendment is limited to liquidations completed within the first 
taxuble year beginning after December 31, 1937, it is predicted that the policy 
embodied therein will, perhaps, be recognized ultimately as sound permanent 
policy by reason of the fact that it avoids the administrative difficulties involved 
in the taxation of unrealized gain, * * ® 
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APPENDIX II 
[H. R. 8071, 83d Cong., 1st sess.] 


A BILL To amend section 112 (b) (7) of the Internal Revenue Code relating to the 
* making and filing of elections 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Conyress assembled, That section 112 (b) (7) of the Internal 
Revenue Code (relating to recognition of gain in certain corporate liquidations) 
is hereby amended by striking out in the last sentence of subparagraph (D) the 
words “within thirty days after the adoption of the plan of liquidation” and by 
inserting in lieu thereof ‘on or before the due date of the return of the share- 
holder for the taxable year during which the corporation was liquidated.” 

Sec. 2. The amendment made by this Act shall be applicable to liquidations 
made in pursuance of a plan of liquidation adopted after December 31, 1950. 


APPENDIX III 


ParTIAL List oF Ex_ections To Be Mave WitH RETURN 


Code section Election relative to— 


9» 


22 (b) (9)-------. Income from discharge of indebtedness. 
(d) _....... Adoption of elective (lifo) method of valuing inventories. 
teh sed _. Adoption of reserve method for bad debts in case of banks— 


Mim. 6247. 








23 (bb)_------_-_._- Capitalization of circulation expenses by newspapers (or 
Jan. 1, 1952, if first return filed prior to that date). 

23 (cc) (2)__-----. Development expenses of mines. 

Be CR) SP) eacan Capitalization of real-estate taxes and carrying charges. 

28 (d) ._.__---. Consent dividends credit (but not later than due date of 
return). 

ON Increment on United States savings bonds. 

44 (c) ciara Adoption of installment basis of accounting. 

Ee NO) ececams Involuntary conversions (presumably based on language of 
House committee report on Revenue Act of 1951). 

122 AD exconscn Gains from sales to effectuate policies of Federal Commu- 
nications Commission (or 6 months after enactment of 
Revenue Act of 1943 as to transactions prior to Jan. 1, 
1944). 

Segal | ==Seeeewees Capital gain on cutting of timber. 

124 (b)- _.._.... Deduction of amortization of emergency facilities. 

125 (ec) -----------. Amortization of bond premiums. 

141 lin Filing of consolidated returns by affiliated corporations. 

162 (c)____-.____.. Deduction of expenses of estate of decedent. 

361 St ‘ Taxation as a regulated investment company. 

437 (b)--- ._.... Computation of excess-profits credit on historical invested- 
capital method. 

ORD Ti dasecnes -.... Exemnjion of personal-service corporation from excess- 
profifs tax. 

455_--..-__________. Use of nécrual method of accounting by taxpavers on install- 


ment-sales, basis for excess-profits-tax purposes. 


Four elections may be exercised or changed after the return has been filed, 
as follows: 
Code section Election relative to— 
23 (aa)_.__.._._-_.__. Standard deduction—with return, but election may be 
changed after filing of return at any time prior to the 
running of. the statute of limitations (with certain limi- 
tations). 


51 (zg) -_._..... Joint return of husband and wife—with return, but election 
may be changed within 3 years from due date of return 
(with certain limitations). 

BI ee Foreign tax credit—at any time prior to the running of the 
statute of limitations on claim for refund. 

451__._..__.._._.__-__. Capitalization of advertising expenditures for excess-profits- 


tax purposes—6 months from due date of first return due 
after June 30, 1950. 











1140 GENERAL REVENUE REVISION 


APPENDIX IV 
[Excerpt from Recommendation No. 31] 


RECOMMENDATION FOR AMENDMENT OF FeperAt Tax Laws SUBMITTED TO THE 83D 
CONGRESS BY AMERICAN INSTITUTE OF ACCOUNTANTS 


Section 112 (b) (7) (D) required that shareholders desiring to enjoy the 
benefits of the section file a written election within thirty days after the adoption 
of the plan of liquidation. The present requirement is too rigorous and does not 
allow enough time for many taxpayers desiring to enjoy the advantages of 
section 112 (b) (7) to inform themselves about the plan. It is recommen ted 
that shareholders, or the liquidating corporation, be allowed to exercise the 
election privilege up to the time of the filing of the return for the taxable year 
involved. This needed correction should be made effective for years beginning 
after December 31, 1950. 

Mr. Mason. Does that conclude your statement, Mr. Angell? 

Mr. Ancety. Yes, Mr. Chairman, thank you. 

Mr. Mason. We thank you for your appearance, and your statement. 

Because the Ways and Means Committee has an import: int meeting 
on the debt limit matter, we will not be able to cone lude this schedule 
of witnesses at this time. 

Howeve rr, we will cone ‘lude with No. 10, Mr. Hyman; No. 11; Mr. 
Pinkham; and possibly No. 12, and then we will finish later in the 
afternoon, after 2 o’c loe k. 

Mr. Hyman. Mr. Chairman, is there prospect of a larger represen- 
tation of the committee this afternoon ? 

Mr. Mason. I imagine there will be. 

Mr. Hyman. Then may I ask that you drop me down a little further 
in the afternoon ? 

Mr. Mason. Very well. 

Mr. Hyman. Thank you. 


STATEMENT OF FRANCIS H. PINKHAM, WHITE & CASE, 
NEW YORK, N. Y. 


Mr. Mason. Our next witness is Mr. Francis H. Pinkham. Will you 
give your name and address, Mr. Pinkham ? 

Mr. Pryxuam. Yes, Mr. Chairman. 

My name is Francis H. Pinkham. I am an associate of the law firm 
of White & Case, New York City. 

I wish to bring to the attention of the committee two provisions of 
the Internal Revenue Code which I believe should be amended, in 
one case to avoid confusion and uncertainty and in another to avoid in- 
consistency and inequity. The two sections I wish to discuss are sec- 
tion 117 (2) (2) of the code with respect to gains and losses from 
the failure to exercise privileges or options to buy or sell property, and 
section 113 (a) (5) of the code insofar as it deals with the basis of 
property alae under a general power of appointment. 

The first section I mentioned, section 117 (g) (2) of the code, is 
the section which has resulted in confusion and uncertainty in many 
instances. This section provides that “gains or losses attributable to 
the failure to exercise privileges or options to buy or sell property 
shall be considered as short-term capital gains or losses.’ 

The amendment which I am urging would change the wording of 
section 117 (g) (2) so that the gain or loss upon failure to exercise an 
option to buy or sell property would be considered as a short-term 


. 
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capital gain or loss only where the property constitutes, or, if ac- 
quired, would constitute, a capital asset in the hands of the taxpayer. 
Losses upon failure to exercise options to buy property which would 
not constitute capital assets in the hands of the taxpayer would then 
be deductible as ordinary losses. 

If applied literally, section 117 (g) (2) as presently worded would 
restrict to a short-term capital gain or loss the gain or loss realized 
upon expiration of all options to buy or sell property regardless of 
the nature of the property which is the subject of the option. Such a 
literal interpretation would lead to serious inequity in the treatment 
of losses upon failure to exercise options to acquire property for use 
in the ordinary course of business. 

For example, if a manufacturer purchases an option to buy raw 
materials used in the manufacture of his product, and exercises the 
option, any loss sustained by him upon sale of the preperty acquired 
under the option will constitute an ordinary loss, inasmuch as the prop- 
erty would not have constituted a capital asset in his hands. Yet, if 
the same manufacturer finds that his existing supply of raw materials 
is adequate and fails to exercise the option, his loss upon failure to 
exercise the option would be limited to a short-term capital loss under 
section 117 (g) (2), even though the loss is sustained in the ordinary 
course of his business. Similarly, if a merchant acquires an option 
on merchandise to take care of an anticipated demand for such mer- 
chandise, and exercises the option, any loss sustained upon the ae 
of the merchandise will be deductible as an ordinary loss. Yet, if 
the anticipated demand for such merchandise should fail to material- 
ize and the merchant should refrain from exercising the option, an 
ordinary loss would not be allowed. 

The examples I have cited merely illustrate the harsh results which 
would occur if section 117 (g) (2) were to be interpreted literally and 
held applicable to all options to buy or sell property. The Bureau 
of Internal Revenue has ruled that section 117 (g) (2) is inapplicable 
in at least one situation where the option which was allowed to expire 
was not a capital asset. The ruling indicated that section 117 (g) (2) 
does not apply with respect to the gain realized by a securities dealer 
upon expiration of “put” and “call” options written in the ordinary 
course of his business.1. This conclusion was reached even though 
the statute contains no express authority therefor. However, the rul- 
ing appears to have carried out the intent of Congress in enac ting sec- 
tion 117 (g) (2), as shown by the legislative history of that provision. 
The original predecessor of section 117 (g) (2) was section 23 (s) 
of me Revenue Act of 1932, which was applicable only to options to 
buy or sell stocks and bonds and was enacted for the purpose of mak- 
ing sha ttonhne nt of gains and losses upon options to buy or sell stocks 
and bonds conform to the treatment of gains and losses upon sales 
of stocks and bonds.? In the 1934 act, Congress for the first time 
extended capital gain and loss treatment to property other than stocks 
and bonds where such property was held for less than 2 years.2 Thus, 
in order to maintain conformity, it was also necessary to broaden the 
provision relating to gains and losses upon expiration of options. The 
extension of this provision to options to buy or sell property appears 





17 T 288, 1947-1, C. B. 53 
2 See report, Senate Finance Committee (72d Cong., 1st sess., S. Rept. 665) 
2 See report, Ways and Means Committee (73d Cong., 2d sess., H. Rept. 704) 
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to have been designed to carry out this purpose and not to extend 
capital gain and Joss treatment to the failure to exercise options in 
situations where ordinary income or loss would be realized upon sale 
of the property which is the subject of the option.‘ 

However, despite the apparent intent of Congress, the courts appear 
disposed to apply section 117 (g) (2) literally on the ground that to 
do otherwise would be to step beyond their judicial function into the 
field of legislation.’ The result of this has been to hamper taxpayers 
in engaging in business transactions where the acquisition of options 
to buy property would normally be advantageous. 

Accordingly, it is recommended that section 117 (gz) (2) of the In- 
ternal Revenue Code be amended so as to make it clear that it applies 
only with respect to options and privileges to buy or sell property 
which constitutes, or, if acquired, would constitute a capital asset in 
the hands of the taxpayer. It is suggested that this be accomplished 
by revising paragraph (2) of section 117 (g) to read as follows: 

(2) Gains or losses attributable to the failure to exercise privileges or options 

to buy or sell property which in the hands of the taxpayer constitutes, or, if 
acquired, would constitute, capital assets, shall be considered short-term capital 
gains or losses; 
Such an amendment could not lead to tax avoidance. Nor would 
it have any appreciable effect upon the revenues since section 117 (g) 
(2) applies to both gains and losses. Losses upon options pure hased 
for investment or speculative purposes would still be restricted to cap- 
ital losses and only losses upon expiration of options to purchase prop- 
erty in the ordinary course of business of the taxpayer would be de- 
ductible as ordinary losses. 

Before going on to the second provision of the code IT am going to 
discuss. I want to e mphasize th: it the recent amendment in the Tech- 
nical Changes Act of 1953. which was approved recently. does not 
cover the situation I am going to discuss. It deals only with a very 
limited situation where the grantor who has survived a life estate 
has the power to make any changes he desires in the trust, through the 
power to alter or terminate the trust. The situation I wish to discuss 
is a different situation. Although analogous and the same principle 
is actually involved, there is some aaa for it. 

Mr. Mason. That was dealt with in a specific way. You are going 
to treat it in a more specific way ? 

Mr. Prnxuam. No. Iam going to deal with another specific situ- 
ation. Tam aware that a bill has been introduced on behalf of the 
American Bar Association which would deal with the general problem 
and would provide that all property included in the gross estate of the 
decedent should have a stepped-up basis, but I am going to deal only 
with a specific problem which deserves particular attention, because it 
involves marital-deduction trusts which have become very important 
in recent years. 

The second provision of the code I wish to disenss is the third sen- 
tence of section 113 (a) (5). Section 113 (a) (5) of the code provides 
that if property is acquired by bequest, devise, or inheritance, or by 
the decedent’s estate from the decedent, the basis shall be the fair 


‘See report. conference committee (73d Cong., 2d sess.. H. Rent. 1385, n. 23). 
5 See Nordblom Associates, Inc. (15 T. C. 220) ; Sout here Coast Corp. (17 T. C. 824). 
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market value of such property at the time of such acquisition, and 
the third sentence oe _ 

For the purpose of this paragraph property passing without full and adequate 
consideration under a general power of appointment exercised by will shall be 
deemed to be property passing from the individual exercising such power by 
bequest or devise. 

This provision has the effect of giving a new basis equivalent to the 
value as of the date of death, or as of the optional valuation date under 
section 811 (}), only where a general power of appointment is exer- 
cised by will. It does not deal with the situation where the property 
passes 1n default of the exercise of the power, or where the power 1s 
exercised by deed effective in possession or enjoyment only on the 
Jeath of the person exercising the power. In all three situations, the 
property subject to the power is required to be included in the gross 
ust ate of the person exere ising the power for estate-tax purposes, and 
henee an inconsistency and inequity would be removed if the section 
were amended to prov ide that the same basis rule would apply in all 
tnree cases. 

The amendment of this section has become particularly import = 
since the enactment of the marital-deduction provisions contained i 

‘tion 812 of the code. It is the third sentence of section 113 (a) (5) 
whtish governs the basis after the death of the surviving spouse of 
property passing under : 1 marital-deduction trust as set forth in sec- 
tion 813 (e) (1) (F). Unde that section, a gift in trust to a surviv- 
ing spouse can qualify for the marital deduction if the surviving 
spouse has the right to income for life and the right to appoint the 
remainder. The power of appointment requirement is designed to 
bring the trust into the gross estate of the surviving spouse and 1 
has this effect, — the power is exercised or the property is 
allowed to pass und the provi lions of the trust which are operative 

n default of a 1ppol ntment. It also has this effect whether the power 

exercised by deed or by will. It is inequitable, therefore, to have 
section - (a) (5) remain in its present form under which a new 
basis for the property in the marital-deduction trust is obtained on 
the death Yr the UrVIV ing spouse 0} ily if the prot ‘edure of apy oint 
ment by will has been followed. 

I might also point out that the amendment to section 113 (a) (5), 
wh ict i am here p! ‘oposing iw, is ne ‘essary in ora ler to carry out the 
Pp SO] 
marital-deduction provisions was to provide as nearly as possible an 
equality of treatment for persons in the community-property States 

nd persons in the non-community-pro perty States, w ith the property 
passing to the suUrVIVINg spouse 1 nder the marital deductio mn in the 
non-community-property States heiae analogous to the surviving 
spouse’s share of the community property in community-property 
States. Section 113 (a) (5) of the code was amended by the Revenue 
Act of 1948 to provide that the surviy ing spouse's share of the com- 
munity property is to be treated as passing by bequest, devise, or 
inheritance. Conseq ently, in a community-property State, the sur- 
viving spouse’s share of community om rty acquires a new basis 
at the date of death of the first spouse to die, equivalent to the value 
at the date of his death or at the optional valuation date elected by 


cr 


)] yf the marit al-de luetion provisions. Che purpose of the 
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his executors. It then gets another new basis upon the death of the 
surviving spouse. ‘To give equivalent treatment to persons in the 
non-community-property States, the third sentence of section 113 (a) 
(5) should be amended so that the property passing in a marital- 
deduction trust will also acquire a new basis on the death of the sur- 
viving spouse, regardless of technicalities as to the manner of exercise 
of the power of appointment held by the surviving spouse. 

It is suggested that the desired result be accomplished by revising 
the third sentence of section 113 (a) (5) to read as follows: 

For the purpose of this paragraph property with respect to which a decedent 
held a power of appointment sufficient to require its inclusion in his gross estate 
under section 811 shall be deemed to be property passing from such decedent 
by request or devise. 

In order to provide a uniform rule with respect to all decedents to 
whom the marital-deduction provisions are applicable, it is suggested 
that the proposed amendment to section 113 (a) (5) be made applica- 
ble with respect to all decedents dying after December 381, 1947. 

Mr. Mason. Mr. Pinkham, I am rather impressed with the specific 
recommendations you make and, in fact, the language of those rec- 
ommendations. You have, I think, given us something definite to 
work on in that you have explained the need for this and then said 
“This is the way to cure it.” That, sir, is a very helpful method of 
appearing before our committee. Sometimes witnesses talk in gen- 
eralities and so forth and are not specific enough so that you can get 
your teeth into it. I want to compliment you upon your statement. 

Mr. Pinxuam. Thank you very much. I hope the other members 
of the committee will also feel that the recommendations are sound. 

Mr. Mason. Your recommendations will definitely be called to the 
attention of our expert staff in their working out of the new Federal 
tax code. I will assure you of that. 

Mr. Prnxuam. Thank you very much, sir. 

Mr. Mason (presiding). The next witness will be Arnold W. 
Mulhern, Esq., on behalf of the National Board of Fur Farm Organ- 
izations, Milwaukee, Wis. 


STATEMENT OF ARNOLD W. MULHERN, EXECUTIVE SECRETARY, 
NATIONAL BOARD OF FUR FARM ORGANIZATIONS, MILWAUKEE, 
WIS. 


Mr. Mutnern. My name is Arnold W. Mulhern. I am the execu- 
tive secretary of the National Board of Fur Farm Organizations, 
152 West Wisconsin Avenue, Milwaukee, Wis. 

It is my pleasure to appear before your committee to urge the 
enactment of legislation to clarify provisions of section 117—J of the 
Internal Revenue Code, as it pertains to capital-gains sales. 

The Internal Revenue Department has ruled that fur breeding ani- 
mals which have been held for more than 1 year as a breeding animal— 
and then sold for the purpose of breeding, can be sold as capital-gains 
snles. What we desire to have clarified is this: To permit the sale 
of the pelt of a fur breeder animal, which has been held as a “breeder” 
for more than 1 year, as a capital-gains sale, under section 117-J of 
the Internal Revenue Code. 

By the very definition, in the present law, the sale of livestock 
entitled to be considered under capital-gains sales must consist of 
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animals held for dairy, draft, or breeding purposes for 1 year; there- 
fore, fur breeder animals qui lify as being properly held under 1 of 
the allowed categories, namely, breeding. 

The killing and pelting of a fur-breeding animal is done so only 
after the particular animal has bruses to be no longer desirable as a 
breeder because of bei Ing sterile, : . poor producer, of poor qui ali ty, 
for other similar reasons, and, in this respect would amount to a 
forced involuntary conversion of the particular breeder animal which 
1s pelted. 

sy the very nature of the fur-farming industry, with few excep 
tions, the main item of value of the ae animal is the pon 
Were it possible to sell the mink, fox, or other breeding animal to a 
slaughterhouse or stockyards, and receive payment without the neces- 
sity of removing the pelt, this sale could unquestionably qualify 
under the present provisions of the capital-gains law. However, 
fur-bearing animals can not be sold to a slaughterhouse, but the pelt 
must be removed from the carcass (the carcass being of no value), 
and the pelt, which is the only thing of value of the original animal, 
is then sold. This difference in the sale of the breeder animal, which 
is due merely to the specific nature of the fur-farming product, is 
merely a present technical reason which discriminates against the 
fur farmer, as compared with other branches of agriculture. The 
pelting of the beeder animal which is no longer desirable as such, is 
merely a means of facilitating the sale of that animal. 

This would affect less than one-ninth of the annual sales of the fur 
farmer. 

In the year of 1945, fur farming was placed under the Department 
of Agriculture, and has continued to remain and be administered under 
that Department where it rightfully belongs as a part of our agricul- 
tural operation and production. The same problems are present to the 
fur farmer, as are prevalent in other types of farming, such as the 
investment, insurance, labor, real and personal property taxes, ma- 
chinery, equipment and wire, and, in addition thereto, in the raising 
of fur-bearing animals, a considerable amount of products and by- 
products of the farm are consumed. 

As compared to the sales of other types of farm animals, the exclu- 
sion, or the lack of authorization to sell the pelts of animals which 
have been held for 1 year as breeder animals, is discriminatory. The 
removal of the pelt, and the sale of it, does not, in effect, constitute the 
conversion of 1 product into another, but merely constitutes the prepa- 
ration of the original animal into a salable product, and should, there- 
fore, be qualified to be sold under the capital-gains provisions of the 
Internal Revenue Code. 

This is, in effect, a sale of a breeder animal, and a decrease of the 
breeding herd, whether it be sold as a live animal, or as a pelt. 

Fur farming is a major agricultural industry of the United States, 
and must be considered on the same basis as other agricultural live- 
stock. 

We respectfully request that your committee consider the foregoing 
arguments, and clarify the — al-gains provisions of section 117-J, 
so that the fur farmer will not be discriminated against but will be 
treated the same as the dairy farmer, the beef rancher, or the hog 
raiser. 

Thank you for this opportunity of appearing before your committee. 
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Mr. Mason. I will say, Mr. Mulhern, your statement has the excel- 
lent quality of being brief and to the point. 

Mr. Mutnern. Thank you kindly. 

Mr. Mason. I would like to state that if at any time any information 
is desired statistically by your committee, I shall be very happy to 
cooperate with the committee. 

Mr. Mason. Thank you, sir. 

Mr. Mutuern. Thank you for the privilege of appearing. 

Mr. Mason. The committee will now recess until 2 o’clock. 

(The committee thereupon took a recess until 2 p. m.) 


AFTER RECESS 


(The committee reconvened pursuant to the taking of the recess, 
Hon. Noah M. Mason presiding. ) 

Mr. Mason. The committee will come to order. 

The chairman is still tied up over there. T do not know just when 
he will be free. He sent me over to take charge and carry on these 
hearings. 

The first witness listed for this afternoon is M. Francis Bravman, 
Esq., of New York City. 


STATEMENT OF M. FRANCIS BRAVMAN, NEW YORK CITY 


Mr. Bravman. Mr. Chairman and members of the committee, my 
name is M. Francis Bravman. I am a member of the New York Bar, 
practicing law in New York City. I am also chairman of the com- 
mittee on taxation of earned income, section of taxation, of the Amer- 
ican Bar Association. I am not, however, representing the association 
or the committee at this hearing, but expressing my own views. 

When this committee held hearings on averaging of income, I pro- 
posed a plan for averaging of ordinary income so that the individual 
taxpayer would be rewarded, not penalized, for extra effort. Now I 
suggest that capital gains be so taxed that the ability of the taxpayer 
to reinvest the proceeds from the sale of a capital asset will not be 
impaired by an immediate deduction of an income tax on the gain. 
My proposal is that the tax on capital gains should, so far as it is 
possible, come out of income and not out of capital. 

The present method of taxing capital gains and limiting the deduc- 
tion of capital losses places a very high premium on the use of devices 
to transmute ordinary income into capital gains or capital losses into 
ordinary deductions or short-term gains into long-term gains. More- 
over, the odds are weighted very heavily in favor of the Government 
and against investors who risk their capital in business ventures. 

Mr. Mason. Mr. Bravman, this brief looks rather comprehensive and 
extensive. Can you brief that in a few minutes and have it put in as 
part of your remarks? 

Mr. BravmMan. Yes, sir. 

Mr. Mason. I wish you would, because it would save time. 

Mr. BravMan. This statement attempts to show that capital gains 
cannot be treated separately from ordinary income and cannot be 
treated as part of the ordinary income on the basis on which the law 
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has been developed since 1913. My proposal is to change the ap- 
proach, and, by permitting taxpayers to average their income, that will 
solve the problem of taxing a capital gain in the year in which it is 
realized at the graduated rates. In other words, it will take care of 
the problem of bunching in a single year. If you average the income 
over the averaging period, it would spread it over that period and be 
taxed over the entire time it took to earn or develop the capital gain. 

Mr. Mason. Let me see if I understand you. Say I have an income 
of $10,000 a year regularly and I make a capital gain of $40,000 on the 
transfer of property. Then you would have that $40,000 spread along 
with my $10,000 over a certain period of years, averaging the 340,000 
over that period of years? 

Mr. Bravman. The answer is “Yes,” with an explanation. I would 
like to describe the averaging plan first. I can do it briefly, because 
that is tied in with this. 

Under the averaging plan, if that plan became law—and it applies 
only to individuals—the individual could elect to average his income, 
and that election would be made at the time he is required to file a 
return for that year. The averaging period would begin at that time 
and go forward. He could never go back and open up past years. 

The averaging periods under my proposal are four in number. 
They could be different periods, but I will use those four I have sug 
gested. Those are from birth until the age of 21 years, beginning at 
22 and running to 31 years of age, beginning with 32 and going up to 
55 years of age, and beginning with 56 and going up until death. So 
the person’s lifetime is divided into four averaging periods. 

Let us assume that in the year 1953 my ordinary income is $10,000, 
as you suggested, and I made a $40,000 capital gain. Assume I sold 
a capital asset and reduced the gain to possession and decided I was 
not going to reinvest in property; that I was going to use it. Under 
those circumstances, it would be income, and I would report $50,000 
income for this year and pay the tax on it the same as I would if there 
were no change in the law. 

Next year let us assume I earn the same $10,000 income but have 
no capital gain. The result would be that averaging the 2 years 
my tax would equal the tax on twice $30,000. Actually I would 
get a refund next year, because I paid the tax on $50,000 this year, 
whereas I should have paid the tax on $30,000 this year and $30,000 
the following year. That is the way it would operate. That assumes 
the capital gain is converted by the taxpayer into income. 

The other half of the proposal takes care of the situation where 
the taxpayer has not converted his capital gain into income. Under 
this proposal there would be four classes of property. The first class, 
which we call class A would be assets or property held for personal 
consumption of the taxpayer or his family, such as his home, automo- 
bile, furniture, and things of that kind. There is no reason why the 
sale of that property, unless the man is in the business of doing so— 
if he is not, there is no reason why the sale of that property should 
produce a tax. It was not purchased for profit; it was purchased 
for personal use. If he sold it at a profit, the chances are inflation or 
some special circumstances gave rise to the increase in value, besides 
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which, if he lost on the transaction, he would get no deduction for the 
loss. Therefore, under this proposal, I suggest that all property of 
that kind be eliminated from any consideration in calculating the 
income tax, with the provision, of course, for accounting and revenue 
return where the person deals in that property with the intention 
of evading the income tax. 

The second class of property would be physical assets which con- 
stitute capital in business. That would constitute rent of buildings, 
machinery, tools, and things of that kind. Now, a man in that kind 
of business has to use those tools to produce inventory, merchandise 
for sale to customers, and it is of interest to the Government as well 
as the taxpayer to see that the c apiti al remains intact. And if one in 
that business should sell any of those assets and make a profit, if he 
reinvests it in similar property within a certain period of time, he 
would have to pay no income tax on it. That would enable him to 
change one asset into another, to convert one piece of property into 
another, especially if new equipment comes out to improve his plant, 
to preserve its value so that the mony he realizes from the sale of that 
asset won’t be diminished by the income tax and thereby make it 
more difficult for him to replace the asset. 

And, as far as the Government is concerned, there would be no 
loss of revenue, because the replaced asset would take on the fore- 
closed(?) basis of the asset sold. As a result of that, the depreciation 
each year would be lower, and that would automatically increase the 
income of the taxpayer each year, so that the Government would be 
getting the tax at ordinary rates over the lifetime of the new asset. 
So there is no loss of revenue and may be an increase in revenue. 

In the third case, the property, which is class C property, would 
consist of investment property such as apartment houses or personal 
property that is rented. 

Let me talk about the first class—depreciable property. That prop- 
erty is in the same class as physical assets of business. A man buys an 
apartment house and has an opportunity to sell it at a profit. He can 
sell it at a profit and, if he reinvests in other similar property or class 
B property, there should be no tax on it, and the free movement of 
capital from one form to another would preserve the man’s capital 

nd, as long as he keeps in that form, he should not be taxed, as the 
Government is always getting a tax out of the income but not out of 
capital unless the taxpayer will not convert it to income. 

The next class is a little difficult to solve. It would consist of stocks 
and bonds. 

That is also a part of class C property, and that in respect to stocks 
and bonds I do not think presents any problem there or much of a 
problem, but with stocks there is. 

When a stock is sold there are two things that are sold: The equity 
in the corporation which consists of its ¢ apital and the earnings which 
were not distributed. If we could separate those earnings, whatever 
the taxpayer realizes on a sale of that property would be true capital. 
In other words, if we could separate the accumulated earnings from 


the rest of the proceeds, we would have capital and income, and I think 
that can be done. 
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For example, suppose you bought a share of stock for $50 and held 
it for a year. There is no holding period in these things, and during 
that year the corporation earns, say, $10 a share and previously it hi ud 
= en arning $5 a share. Now that the stock is earning $10 a share 

istead of $5 a share, there is a good chance that that stock might go 
sr in value to $100. If he sold it under that proposal, the $100 would 
be reduced by the $10 that the corporation earned that year and he 
would report that as ordinary income. The $90 is the proceeds from 
the sale of that stock, and if he reinvested that within a certain period, 
the new stock would carry the basis of the old stock, and he can con- 
vert it from one form to another and pay tax on the dividends. ‘There 
is always a tax paid on the dividend received by the taxpayer, and 
that portion of the proceeds of the sale of the stock which represents 
earnings during the period that the stock was held. If the taxpayer 
should fail to reinvest the proceeds of the sale in any of these capital 
assets, except class A, he would not pay a tax, and if he failed to do 
that, he would report it as ordinary income. 

Mr. Mason (acting chairman). May I interject this remark at this 
point? It seems to me the administration difficulties would be tre- 
mendous in a case of that kind. 

Mr. Bravman. I do not think so. Of course that is a serious prob- 
lem. We have that situation now under section 112 so far as personal 
assets are concerned and that would be out of the picture. It would be 
a question of auditing returns and watching out for evasions so far 
as class B property is concerned. We have that now under section 112, 
but the better accountants are keeping good records on that matter. 

Under class C, insofar as the apartment house or other rental prop- 
erty is concerned, I do not see much difficulty there. We have got that 
today in keeping records. We have depreciation which is taken and 
there are all kinds of problems in connection with determining the 
value and so forth. 

So far as stocks are concerned, it looks like it is a difficult problem. 
If a man is dealing in stocks and bonds, he probably has assistants 
that will give him “the figures. Practically every corporation issues 
financial statements and they know what the earnings are for the 
period. I do not think the problem is as serious as it appears to be. 
But, it has this advantage in that in the first place it is a new approach 
to the problem and it has the advantage of freei ‘ing capital. People 
can move it freely without worrying about tax and the Government 
will get its revenue and it will always come out of income and never 
out of capital. So far as that income is taxed, it is taxed on an average 
basis, so it is never bunched in a single year. 

I think that about covers the proposal. 

Mr. Mason (acting chairman). I would think you would like to 
have this statement of yours included in the record in full, because 
that does give the details of your plan; does it not? 

Mr. BravMan. Yes, sir. 

Mr. Mason. Well, if there is no objection, it will be included in full. 

Mr. Bravman. Thank you, sir. 
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(The matter referred to is as follows:) 
[ Vol. 37, No. 4, Virginia Law Review, May 1951] 
INTEGRATION OF TAXES ON CAPITAL GAINS AND INCOME 
By M. Francis Bravman* 


The present method’ of taxing capital gains and limiting the deduction of 
capital losses places a very high premium on the use of devices to transmute 
ordinary income into capital gains, or capital losses into ordinary deductions, 
or short-term gains into long-term gains.“ Moreover, the odds are weighted very 
heavily in favor of the Government and against investors who risk their capita! 
in business ventures Congress, aware of these defects in the law, has author 

ed the transmutation of income or losses in some situations* and prohibited 
it in othe and, in still other instances, has reversed the odds in favor of the 
taxpayer.” This approach to the taxation of capital gains has resulted in a 
complicated Federal income-tax law, containing very tempting incentives for 
taxpayers to reduce their taxes (which, in some cases, the Government tries to 
prevent), a state of affairs which seriously interferes with the normal operations 




















*B. C. S., 1928, New York University; LL. B., 1931, Harvard University. Chairman, 
committee on ft ition of earned income, section of taxation, American Bar Association 
member of special committee to study A. L. I. proposed income tax statute, section of 

tion, New York State Bar Association. Also, member of Association of the Bar of th 
City of New York, New York County Lawyers’ Association, and Bs Association of Nassau 











Count Author of articles in legal periodicals. Private practice, New York City. 

Internal Revenue Code, secs. 12 (gz) (2), 23 (2) and 117. 

2 Ordinar neome is taxed at rates ranging up to 91 percent. Internal Revenue Code 
secs. 11 and 12, as amended by Revenue Act of 1950. In no event can the combined normal 
t nd surt xceed 87 percent of the ret income for the taxable year. Internal Revenue 
Code, sec. 12 (f) Capital gains from sales or exchanges of property held for more thar 
6 months, on the other hand, are taxed at rates ranging up to 25 percent (50 percent of 
50 pereent of the gain taken into account). nternal Revenue Code, secs. 11 (a), 12 (b), 
al 117 (e¢) (2) 

Capital losses may be used to reduce capital gains but not ordinary income, exeept to 
the extent of $1,000 or the net income, whichever is smaller. Internal Revenue Code, secs 
23 (2) (1) and 117 (d) (2) Ordinary deductions. however, may be used to reduce ordi 
nary income Internal Revenue Code, secs. 21 (a) and 23 


‘By delaying the realization of a capital gain until after the capital asset has been held 
for more than 6 months, the maximum rate applicable to the gain is reduced from 91 per- 
cent to 25 percent. 

Salary (as an officer), interest (as a lender), and dividends (as a stockholder) received 
fron corporation are taxed at rates ranging up to 91 percent Internal Revenue Code 
sees. 22 (n), 11 (a), and 12 (b). On the other hand, shares of corporate stock (Internal 
Revenue Code, sec. 23 (g) (2) and (3)), registered and coupon bonds, notes, ete, (Internal 
Revenue Code, sec. 23 (k) (2) and (3)), and advances to the corporation (Internal Revenue 

4)) becoming worthless are considered losses from the sale or exchange 
e 


Code, see, 23 (k) 


{ 
of eapital assets, the deduction of which is limited to the capital gains (plus the net income 
or $1,000, whichever is smaller) of the taxable year and the 5 succeeding taxable years. 
(Internal Revenue Code. secs. (z) (1), 117 (ad) (2) and (e)); KRdward G. Janeway 
(2 T. C. 197 (1943), affirmed, 147 F. 2d 602 (2d Cir. 1945)) : ef. Burnet v. Clark (287 U.S 
410 (1932)); Omaha National Bank vy. Commissioner (183 F. 2d 899 (Sth Cir. 1950) ). 

“It is rare, one is told, for an American to invest, as many Englishmen still do, ‘for 
income’: and he will not readily purchase an investment except in hope of capital appre- 
ciation 

The above quotation appears in Keynes, The General Theory of Employment, Interest, 
and Money 159 (1936) 

®Tnternal Revenue Code, secs. 115 (c), 117 (j) and (k), and 165 (b); cf. Internal Reve- 
nue Code, sec. 117 (gz) (3). 

Internal Revenne Code, secs. 117 (1), (m), (g) (1) and (2) and (f), 23 (k) (2); ef 
Internal Revenue Code, sec. 130A (b). The cost of emergency facilities may be amortized 
over a period of 60 ths Internal Revenue Code, sec. 124A. When the facility is sold 
or exchanged the cain to the extent of the amortization deduction is taxed in full as ordi 
nary income Interral Revenue Code, sec. 117 (2) (3). The result is that the deduction 
is spread over a period of 60 months but its recovery on a sale or exchange is taxed in a 
single year. Cf. Internal Revenue Code, sec. 44. An inequity is thus created against the 
taxpayer in order to prevent an inequity against the Government. See Internal Revenue 
Code. see. 117 (j) 

® A loss of $1,000 from the sale or exchange of a capital asset held for not more than 
6 months offsets a gain of $2,000 from thé sale or exchange of a capital asset held for more 
than 6 months Internal Revenue Code, sec. 117 (c) (2) and (d) (2). If the gale of 
business real estate and depreciable property, held for more than 6 mofiths, are so timed 
that the gains and losses therefrom are realized in different taxable years, one-half the 
gnins wonld be exempted from tax and the balance at a flat rate of 50 percent. while the 
losses would be allowed in full to reduce ordinary income taxable at rates ranging up to 
91 percent. Internal Revenne Code, sec. 117 (j). Also see Internal Revenue Code, secs. 
117 (k) and 165 (b). Cf. Internal Revenue Code, secs. 44 and 107. 
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Capital gains and losses are inherently different from ordinary income and 
expense.” In the first place, they are computed differently. Ordinary income is 
the net result of all transactions during a fixed accounting period, either the 
calendar or fiscal year. Capital gains, on the other hand, are ascertained on 
the basis of particular transactions when they are brought to a conclusion.” The 
time elapsing between the beginning and the end of the transaction may be more 
than a year or, even if less: than a year, may run from 1 year into another.” 
secondly, capital gains are a peculiar kind of income or not income at all. Ordi 
nary income consists of receipts from personal or professional services, business 


or trade, or from interest, dividends, rents, and the like Capital gains, on the 
other hand, are enhancements in value of the capital itself derived from relatively 
isolated or casual sales of property. Thirdly, it is usually within the power of 
the individual to fix the time of realization of capital gains and losses.’ Such 


* Whether capital gains are income or whether capital losses reduce income is beyond the 








scope of this article It assumes that capital gains and losses are taken ir account for 
neome tax purposes and proposes a method of dealing with them which will simplify the 
computation of income and tax and remove the intluence of the tax law on the time or 





manner of realizing gains or losses But see text at note 07 infra; also see note 14 infra 
Internal Revenue Code, sees, 41, 42, 43, and 48 (a) and (b); Burnet y. Sanford € 












Brooks Co 282 U.S ‘ 065 (19381) ) 

"The cost of capital assets must first be restored from the proceeds before there is a 
expital gain taxable as income Internal Revenue Code ec. 11) Merchants Loan and 
Trust Co, v. Smietanka (255 U, S. 509, 519 (1921)); Hays v. Gauley Mountain Coal Co 
(247 U. S. 189 (1918)): see Doyle v. Mite Ul frothers Co, (247 U. S. 179, 185 (1918)) 

® Internul Revenue Code, sees. 41, 42, 43, 111, and 113 (b) For example, property may 
have been bought for $1,000 on August 1, 1945, and sold for $1,500 on February 1, 1951. 


The profit of $500 is included in the computation of taxable income for the year 1951 even 





though such profit may have accrued over a period of 5% years Similarly. property may 
ha been bought for $1,000 on September 1, 1950, and sold for $1,500 on March 1, 195 
The profit of $500 is included in the computation of taxable income for the year 1951 even 
thouch all or part of the profit may have accrued in 1050 





“Internal Revenue Code, sec. 22 (a): see 
(6th Cir. 19483)): Koomhower vy. United Stat 
See Gray \ Darl ton (15 Wall, G3 
bonds which he hod held for 4 years at 
assessed for the full amount of the gain under the Civil War Income Tax Act of 1867, see 
13, 14 Stat. 471 e taxed “gains, profits, and income for the 
year * * next preceding’ the collection of the tax. The court, in holding that profits 
from the sale of property held 4 years was not income for the year in which taxed, said 





cver v. Commissioner (139 F. 2d 618, 621 
(74 F. Supp. 997, 1001 (N. D. Towa 1947) ) 
72)), where the taxpayer sold Government 
anee of $20,000 over their cost and was 






7 177-78 1867 The statu 





I 

‘The mere fact that property has advanced in value between the date of its acquisition 
and sale does not authorize the imposition of the tax on the amount of the advance Mere 
advance in value in no sense constitutes the gains, profits, or income specified by the 


stat ¢ 


te It constitutes and can be treated merely as an increase of capital. 

“The rule adopted by the officers of the revenue in the present case would justify them 
in treating as gains of 1 year the increase in the value of property extending through any 
number of years, through even the entire century. The actual advance in value of prop 
erty over its cost may. in fact, reach its height years before its sale: the value of the 
property may, in truth, be less at the time of the sale than at any previous period in 10 
years, yet, if the amount received execeds the actual cost of the property the excess is to 
he trented, according to their views, as enins of the owner for the year in which the sale 
takes place We are satisfied that no such result was intended by the statute.” 

In /iava v. Gauley Mountain Coal Co, (247 U. S. 189, 192 (1918)), the Court under the 
Corporation Excise Tax Act of 1909, see. 38. 36 Stat. 11, 112 (1969), held that Congress 
may measure “the tax by the income received within the year * * * whether it accrued 
within that year or in some preceding year while the act was in effect” and that 
income included the increase of the selling price over the cost of the property, i. e., capital 
gain 

In Merchants Loan and Trust Co. v. Smictanka (255 U. 8S. 509 (1921)), the Court held 
that the excess of the proceeds from a sale of securities made by a testamentary trustee in 
1917, over its value on March 1, 1913, wus income within the meaning of the sixteenth 
amendment whether the sale or conversion was ‘‘a single, isolated transaction, or one of 
many.” 

In Risner v. Macomber (252 U. S. 189, 207 (1920)). the Court, in deciding a dividend 
in common stock paid on common stock did not constitute income within the meaning of 
the sixteenth amendment chiefly for the reason that income had not been severed from 
capital or realized by such a distribution, defined income “ ‘as the gain derived from capital, 
from labor, or from both combined.’ provided it be understood to include profit gained 
throngh a sale or conversion of Capital assets. * * *” Also see Internal Revenue Code, 
sec. 115 (f) (1): Helrering v. Griffiths (318 U. S. 371 (1943)) 

*“It must be recognized that differences exist in the characteristics of ordinary income 
in cemparison with the characteristics of income from capital gain. For example, no 
matter how high the rates, a taxpayer always benefits from an increase in salary. On the 
other hand, there is no tax on the appreciation in value of property unless such apprecia 
tion is realized throngh sale or exchange. Thus, it becomes optional with a taxpayer to 
pay a tax on capital cains, since he avoids the tax by refraining from making the sale.” 
Il. Rept. No. 1860, 75th Cong., 3d sess. (19388), 1939-1 (pt. 2) Cummulative Bulletin Comm 
Rept. 728, 732. 
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power exists, if at all, to a much lesser extent in respect of the receipt of ordinary 
income or the disbursement of ordinary expenses.”* 

For tax purposes, however, taxable income and allowable deductions acquire 
their status as capital gains and losses from special provisions of the Internal 
Revenue Code without which there would be but 1 class of income and 1 schedule 
of tax rates.” These special provisions relate to specific dealings in property, 
and other transactions in all of which the gain er loss is, or may have been, 
realized or sustained in a year other than the one in which it accrued.” 

One group of such transactions generating capital gains and losses are sales 
or exchanges of “capital assets,” a term which has varied in meaning from time 
to time. Beginning with 1922, capital assets were defined as property (excluding 
stock in trade) acquired and held by the taxpayer for profit or investment for 
more than 2 years whether or not they are connected with his trade or busi- 
ness.” All other assets were noncapital assets. ‘This classification continued 
until 1924 when property held for the personal use or consumption of the tax- 
payer or his family was transferred from the noncapital assets category to the 
capital assets category.” A major change in the division of property took place 
in 1934 when all property became capital assets except stock in trade.” 

The pendulum began to swing the other way in 1988 when depreciable business 


property was made a noncapital asset.~ This reversal of the trend was continued 
in later revenue acts which transferred to the noncapital assets category business 
real estate; ~ Government obligations issued on a discount basis and payable 


within 1 year; and a copyright; a literary, musical, or artistic composition; or 
similar property held by a taxpayer whose personal efforts created such 
property.” The result of such shifting of property from one category to the 
other is that now the principal types of capital assets are corporate stocks and 
other proprietary interests ; corporate and Government bonds; and residential! and 
other property held for the personal use or consum)tion of the taxpayer or his 
family. ‘The gain or loss from the sale or exchange of these assets is a capital 
gain or loss.” 

While this shifting of property from one class to the other was taking place 
another source of capital gains and losses was created. These are specific trans- 
actions which are considered to be sales or exchanges of capital assets even 
though no sale or exchange actually takes place. For example, distributions in 
complete or partial liquidation of a corporation; * amounts received upon retire- 
ment of securities; lump-sum distributions out of employees’ trusts; the cut- 
ting of timber for sale or for use in the taxpayer’s trade or business; ” a security 
becoming worthless; a nonbusiness debt becoming worthless;™ and a failure 
to eXercise privileges or options to buy or sell property,® are all considered to 
be sales or exchanges of property which result in capital gain or capital loss. 


For example A and B, ona calendar year basis individually, form a partnership and 
adopt a fiscal year ending January 31 for keeping the books of the partnership. By this 
device they are able to postpone payment of tax on profits from the partnership for a whole 
year Moreover, individuals may be able just before the end of their taxable year to 
accelerate or defer the receipt of income or disbursement of expenses and thereby shift 
such items from one taxable period to another. See Leedy-Glover Realty & Insurance Co. 
(18 T. C. 95 (1949)); Howurd Veit (8 T. C. 809 (1947)) ; Kay Kimbell (41 B. T. A. 940 
(1940)): ef. Brown vy. Helvering (291 U. S. 193 (1984)). Also see Estate of Modie J. 
Spiegel (12 T. C. 524 (1949)) ; ef. Avery v. Commissioner (292 U. S. 210 (1934) ). 

1 All capital gains and losses would be included in full in the computation of net income 
and the net capital gain would be taxed ai the regular normal tax and surtax rates if it 
were not for sections 12 (g) (2), 23 (2), and 117 (b), (e) (2), and (d) of the Internal 
Revenue Code. 

*See Burnet v. Harmel (287 U. S. 103, 106 (1932)). Also see note 12 supra, and notes 
27—34 infra 

1% Revenue Act of 1921, sec. 206 (a) (6), 42 Stat. 282 (1921). 

* Revenue Act of 1924, sec. 208 (a) (8), 43 Stat. 262 (1924), S. Rept. No. 398, 68th 
Cong., Ist sess. (1924) ; 1939-1 Cumulative Bulletin 266, 281. 

Revenue Act of 1934, sec. 117 (b), 48 Stat. 680, 714 (1934). 

22 Revenue Act of 1938, sec. 117 (a)( 1), 52 Stat. 447, 500 (1938). 

Revenue Act of 1942, see. 151 (a), 56 Stat. 798, 846 (1942). See note 34, infra. 

™ Revenue Act of 1941, sec. 115 (b), 55 Stat. 687, 698 (1941). 

* Revenve Act of 1950, sec. 210 (a). 

“Internal Revenue Code, sec. 117; ef. U. S. Treasury Regulation 111, sec. 29.117-2 
(1944) (unimproved real estate a capital asset). G. C. M. 26379, 1950-1, Cumulative 
julletin 58; Swiren v. Commissioner (183 F. 2d 656 (7th Cir. 1950)); ef. Helvering v. 
Smith (90 F. 2d 590 (2d Cir. 1937)); Doyle v. Commissioner (102 F. 2d 86 (4th Cir. 
1939)). Also see J’homas EF. Wood (16 T. C. No. 28, decided January 29, 1951). 

7 Internal Revenue Code, sec. 115 (c). 

28 Internal Revenue Code, sec. 117 (f). 

* Internal Revenue Code, sec. 165 (b). 

~ Internal Revenue Code, sec. 117 (k). 

1 Internal Revenue Code, sec. 23 (k) (2) and (3). 





23 ( 
2 Internal Revenue Code, sec. 23 (k) (4). 
17 (g@) (2). 


‘Internal Revenue Code, sec. 1 
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A third source of capital gains and losses are specially designated conversions 
of property which produce both capital gains and ordinary income, gn the one 
hand, or capital gains or ordinary deductions, on the other. Thus involuntary 
conversions of business property and capital assets, and voluntary conversions 
of business real estate and depreciable property, held for more than 6 months, 
are grouped together, and if there is a net profit, it is taxed at reduced rates, or 
if there is a net loss, credit is allowed at regular rates.“ In addition, profits 
from the sale of an emergency facility” or from the disposition of a stock 
acquired by the exercise of a restricted stock option” are taxed partly at 
reduced rates and partly at regular rates. Finally, residential and other property 
held for the personal use or consumption of the taxpayer or his family when sold 
at a profit produce taxable gains,” but not allowable deductions if sold at a loss 

The realization of capital gains and losses may, therefore, be the result of the 
sale or exchange of a capital asset, or of a noncavital asset, or of no sale or 
exchange of property at all. On the other hand, ordinary income may be realized 
from the sale or exchange of a capital asset as well as of a noncapital asset 
There is no one determining factor but a long list of special provisions which 
determine status for tax purposes. 


METHODS USED IN DEALING WITH CAPITAL GAINS AND LOSSES 


I. The 1913 Sustem 

Various methods have been employed by the Government to deal with capital 
gains and losses. Under the Revenue Acts of 1913“ and 1918," inclusive, capital 
gains were taxed as ordinary income, and, therefore. subject to the normal tax 
and surtax rates. After 1917 capital losses were allowed in full as dedu-tions 
from ordinary income.” Such inclusion of capital gains and losses in the 
computation of taxable income was objectionable because the profits realized 
from the sale of property might have been a gradua! accumulation over several 
years, and to tax such gains in the particular year in which they were realized 
was to impose an undue and inequitable burden.* 


II. The 1921 System 

rhis system was. therefore, changed by permitting the taxpayer in the case 
of a capital net gain,” or requiring him in a case of » capital net loss,” to pay an 
amount limited to the tax on ordinary income plus 12144 percent of the capital net 
gain or minus 12% nercent of the capital net loss. This flat-rate system was 


chang i 





in 1934 because, among other stated reasons, it produced an unstable 
income, large receipts in prosperous years and low receipts in depression years. 


‘Internal Revenue Code, sec. 1 
* Internal Revenue Code, sec. 1 (gz) (3). 
Internal Revenue Code. sec. 130A (b) 

‘U.S. Treasury Regulation 69, sec. 208, art. 1651 (1926). 

*U. S. Treasury Regulation 111, sec. 29.23 (e)-1; Morgan v. Commissioner (76 F. 2d 
390 (5th Cir.. 1935). certiorari denied, 296 U. 8S. 601 (1925); G. C. M. 16793, XV-2 
Cumulative Bulletin 162 (1936): ef. Heiner v. Tindle (276 U. S. 582 (1928 

» Internal Revenue Code, sec, 117 (b) (short-term capital gains) ; cf. Internal Revenue 
Code, sec. 130A (b) 

© Revenue Act of 1913, 38 Stat. 114, 166 (1913). 

1 Revenue Act of 1918, sees. 210, 211, 40 Stat. 1058, 1062 (1919) 

# Revenue Act of 1918, sec. 214 (a) (5), 40 Stat. 1058, 1067 (1919). 

*'H Rept. No. 350, 67th Cong., Ist sess. (1921). 1939-1 (pt. 2), Cumulative Bulletin 
169. 176: S. Rept. No. 275, 67th Cong., Ist sess. (1921), 1939-1 (pt. 2), Cumulative Bull 
tin 181, 189: see Burnet v. Harmel, 287 U. 8S. 108, 106 (1982). 

* Revenue Act of 1921, sec. 206 (b), 42 Stat. 227, 233 (1921). 

“ Revenue Act of 1924, sec. 208 (c), 43 Stat. 253, 268 (1924): ef. Revenue Act of 1982 
sec. 283 (r), 47 Stat. 169. 183 (1982) (limitation on deduction of losses from sales or ex 
changes of stocks and bonds which were not capital assets), and National Recovery Act, 
sec. 218 (b), 48 Stat. 209 (19383) (restricting deduction of losses upon sale of securities). 

4° Our present system has the following defects : 

First. It produces an unstable revenue—large receipts in prosperous years, low 
receipts in depression years 

Second. In many instances, the capital-cains tax is imposed on the mere increases in 
monetary value resulting from the depreciation of the dollar instead of on a real 
increase in value 

Third. Taxpavers take their losses within the 2-year period and get full benefit 
therefrom, and delay taking gains until the 2-year period has expired, thereby reducing 
their taxes 

Fourth. The relief afforded in the case of transactions of more than 2 years is in- 
equitoble. It gives relief only to the larger taxpayers with net incomes of over $16,000 

Fifth. In some instances, normal business transactions are still prevented on ac- 
count of the tax H Rent. No. 704, 73d Cong., 2d sess. (19384), 1989-1 (pt. 2) 
Cumulative Bulletin 554, 561. 


IV’ (3): 
17 
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lil. The 1934 System 

Under the 1934 system a certain percentage of the capital gain, depending upon 
the length of time the asset had been held, was included in income and 
taxed at the ordinary norma! tax and surtax rates. lin the case of a capital loss, 
a certain percentage of the loss was allowed as a deduction depending upon the 
time the asset was held.’ The amount of the deduction for capital losses, 
however, was limited to the amount of the capital gains plus $2,000." 

The percentage of gain or loss included was determined as follows: If the asset 
was held for 1 year or less, 100 percent of the gain or loss realized was taken into 
account; if the asset was held for more than 1 year and not more than 2 years, 
SO percent of the gain or loss realized was taken into account; if the asset was 
held for more than 2 years and not more than 5 years, 60 percent of the gain or 
loss realized was taken into account; if the asset wus held more than 5 years 
and not more than 10 years, 40 percent; and if the asset was held more than 
10 years, 30 percent.* 

One of the chief complaints against this system was that the sharp reduction 
in the percentage of gains or losses dependent upon the time of holding the 
capital asset had a tendency to delay the taking of gains and, on the other 
hand, stimulated the realization of losses.” This percentage-inclusion system 


was, therefore, abandoned in 1938. 


IV. The 1938 System 

The Revenue Act of 1938 formed the basis for the present system of treating 
capital gains and losses.” Capital gains and losses were divided into two 
groups—one group was called short-term capital gains and losses and the other 
group was called long-term gains and losses. Short-term capital gains or losses 
were those realized upon the sal° or exchange of assets held for 18 months or 
less.” Long-term capital gains or losses were those realized upon the sale 
or exchange of assets held for more than 18 months." Short-term losses 
were offset only against short-term capital gains and not against ordinary in- 
come or against long-term capital gains.“ However, any excess of short-term 
capital losses over short-term capital gains was permitted to be carried forward 
to the subsequent year to be applied against the short-term capital gains of that 
year.” Where the short-term capital gains exceeded the short-term capital 
losses, the excess was added to ordinary income and taxed at the full normal 
tax and surtax rates.” 

In the case of long-term capital gains and losses, the percentage of gains or 
losses taken into account was 6624 percent on assets held more than 18 months 
but not over 24 months, and 50 percent of the gains or losses on assets held over 
24 months.” The taxpayer was permitted to pay in the case of a net long- 
term capital gain the tax on the ordinary net income plus 30 percent of the net 
long-term capital gain and-in the case of a net long-term capital loss the tax- 
payer was required to pay the greater of (1) the tax on the ordinary net income- 
reduced by the net long-term capital loss or (2) the tax on the ordinary net in- 
come less 30 percent of the net long-term capital loss.™ 

This combination flat-rate and percentage-inclusion system was changed by 
the Revenue Act of 1942 because the allowance of a deduction of long-term 
capital losses from ordinary income encouraged many individuals to realize 
capital losses and thus reduce their income tax.” 


V. The 1942 or Present System 


The Revenue Act of 1942 eliminated the two brackets of long-term capital 
gains and losses, changed the holding period dividing short-term from long-term 





1934). 


‘7 Revenue Act of 1934, sec. 117 
117 934). 


* Revenue Act of 1934, sec. 
# See note 47, supra 
_ “HH. Rept. No. 1860, 75th Cong., 3d sess. (1938), 1939-1 (pt. 2), Cumulative Bulletin 
428, 752 
* Revenue Act of 1938, sec. 117, 52 Stat. 447, 500-503 (1938). 
® Revenue Act of 1938, sec. 117 (a) (2) and (3), 52 Stat. 447, 500-501 (1938), 
53 Revenue Act of 1938, sec ) and (4), 52 Stat. 447. 501 (1938). 
), 52 Stat. 447, 502 (1988). 
Stat. 447, 502 (19388), 
Stat. 447, 501 (1938). 


a), 48 Stat. 680, 7 
7 


( 4 
(d), 48 Stat. 680, 5 


1 
15 


me 


7 (a) (4 
(2 


11 
™ Revenue Act of 1938, see. 117 (d) 
% Revenue Act of 1938, sec. 11 
%® Revenne Act of 1938, sec. 11 
*T See note 56, supra. 
See note 55, supra. 


® H. Rept. No. 2333, 77th Cong., Ist sess. (1942), 1942-2 Cumulative Bulletin 372, 397. 


(e), 52 
(b), 52 





GENERAL REVENUE REVISION 1155 


capital gains and losses, required all gains and losses, short-term and long-term, 
to be considered together, and limited the deduction of capital losses. Short-term 
gains and losses are now realized from sales or exchanges of capital assets held 
for not more than 6 months.” Long-term gains and losses result from sales or 
exchanges of capital assets held for more than 6 months.” All gains and losses 
are considered together and all losses are deductible only to the extent of such 
gains plus the net income of the taxpayer or $1,000, whichever is smaller.® 

The disallowed portion of capital losses may be carried over as a short-term 
capital loss to the 5 years following the taxable year in which sustained.” If 
there are carryovers from more than 1 year the carryovers are allowed in the 
order in which they arose, that is, the older carryover is offset or exhausted before 
the later carryover.“ 

If the taxpayer has a net short-term capital gain it is included with his 
ordinary income and taxed at ordinary normal tax and surtax rates.” If the 
taxpayer has a net long-term capital gain in excess of net short-term capital loss 
the taxpayer is permitted to pay the tax on the ordinary net income plus 26 percent 
of the net long-term capital gain.” Thus the maximum tax on long-term capital 
gain is 26 percent as compared with a maximum tax on ordinary income of 88 
percent.” 

CRITICISMS OF PRESENT SYSTEM 


Such favorable treatment accorded capital gains was originally a compromise 
in order to eliminate the highest surtax brackets and thus encourage the liquida- 
tion of property.” This, however, was not enough. It later became necessary 
to add a liberal deduction of capital losses to keep the traffic in property mov- 
ing.” A distinction was also drawn between short- and long-term gains in order 


* Internal Revenue Code sec. 117 (a) (2) and (3). 


Internal Kevenue Code, sec. 117 (a) (4) and (5) 
© Internal Revenue Code, sec. 117 (a) (10) (B) and (11). 
* Internal Revenue Code, sec. 117 (e). 
“UU. 8." sury Regulation 111, sec. 29.117-—2 (c). 
© Internal Revenue Code, sec. 117 (b). 


I 
* Internal Revenue Code, sec. 117 (ec) (2). 
Ss note 2, supra 
*‘Iinder the present law many sales of farms, mineral properties, and other capital as- 
sets have been prevented by the fact that gains and profits earned over a series of years 
ire * * * taxed as a lump sum and the amount of surtax excessively enhanced thereby 
In order to permit such transactions to take place without fear of prol ive tax, sec. 206 
provides that only 40 percent of the net gain derived from the sale or other disposition of 
capital assets shall be taken into account in determining the net income upon which the 
income tax is imposed, * * * In Great Britain capital gain or loss is ignored or elimi- 
nated in computing the net income Sec. 206 takes an intermediate position between the 
extreme views embodied, respectively, in the present American and British laws.” S. Rept. 
275, 67th Cong., Ist sess. (1921), 1939-1 (pt. 2) Cumulative Bulletin 181, 189-190. 
i nnection with the 1938 revenue bill, the Committee on Ways and Means said: 
“Considerable complaint has been made in respect to the present method of taxing the 
apital gains and losses of individuals It is claimed that the present tax is so high, 
especially in the case of taxpayers subject to high surtax rates, that assets become frozen 
nd few transactions take place. It is claimed that, if some relief were given, transactions 
wou'd take ce and the revenues be increased. * * * 
“First. The definition of capital assets is slightly modified so as to exclude from the 
definition property used in the taxpayer's trade or business, which is subject to deprecia- 





























tion allowances. This, in the great majority of cases, should be of benefit to the taxpayer, 
ince it will allow him to take losses against his ordinary income from the sale of such 
property Under existing law, if a taxpayer loses on the sale of depreciable property, he 
cannot charge it off against ordinary income and can only receive a deduction if he has 

pital gains Moreover, the loss taken into account is reduced according to the length 
of time iring which he has held such property. Under the proposed « nge, he will be 








ble to charge off the full amount of the loss against his ordinary incom 
75th Cong., 3d sess. (1988), 1939-1 (pt. 2) Cumulative Bulletin 728, 732 

In connection with the 1942 revenue bill, the Senate Finance Committee said: 

“Under the House bill losses from the sale of real property and buildings were treated 
as capital losses, even though the property was used in the trade or business. Your com- 
mittee has changed this rule by taking buildings and real estate used in the trade or 
‘ss of the taxpayer out of the definition of capital s. * * * If the tote] gains 
the losses, such gains will be considered as gains from the sale or exchange of 
capital assets held for more than 6 months If the gains do not exceed the losses, such 
osses will be treated as ordinary gains and ordinary losses instead of capital gains and 
capital losses 

“It is believed that this Senate amendment will be of material benefit to business which, 
due to depressed conditions, have been compelled to dispose of their plant or equipment 
ata loss. 8S. Rept. 1631, 77th Cong., 2d sess. (1942), 1942-2 Cumulative Bulletin 504, 545." 


€ 


H. Rept. 1860, 
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to discourage speculation ® and later to encourage it." Restrictions were im 
posed on dealings in property and the conduct of business in order to prevent some 
individuals from taking unfair advantage of the privileges granted them.” These 
objectives, having a different emphasis under varying economic conditions, have 
given an unfortunate aspect of impermanence to the whole system. They were 
carried into effect by the use of arbitrary rules which bore no relation to the 
actual facts So long as the taxation of capital gains and the allowance of 
capital losses are based on such rules, individuals will defer or accelerate the 
conversion of property depending upon the year in which realization of a gain 
or loss would produce the best tax result: investors will hesitate to risk their 
capital when deduction of losses are disallowed; individuals will transmute 
income and deductions when tax rates imposed on capital gains differ substan- 
tially from those imposed on ordinary income; and businessmen will be ham- 
pered by restrictions imposed in order to prevent misuse of the privileges by 
some individuals. 


In 1988 the Ways and Means Committee said: 
“* * * It is the opinion of the committee that too high taxes on capital gains prevent 
sactions and result in loss of revenue. On the other hand, the committee is also of 





thre nion that there is no justification for a lower tax on a speculator on the stock 
irk than on an idual receiving a like income from salary or business. 
Second. Capital and losses have been divided into two groups called short-term 


capital gains and losses and long-term capital gains and losses. This is for the purpose 
of separating, in a practical way, speculative transactions from investment transactions. In 
this connection statistics presented to the committee show that 85 percent of all capital 
1ins and losses arise from transactions involving stock and securities and that approxi- 
ately 35 percent of the total transactions in stock or securities fall into the short-term 
eategory. Such transactions are predominantly speculative in character. H. Rept. 1860, 
75th Cong., 3d sess. (1938 1939-1 (pt. 2) Cumulative Bulletin 728, 732-733.” 
In 1942 the Senate Finance Committee said : 
“The House bill defined short-term capital gains or losses as those held for 15 months 
or less Your committ has reduced the holding period to 6 months. * * * 
“Your committee believes that the lowering of the holding period will have the effect of 
r ng the realization of capital gains and thereby result in added revenue to the 
















Tre It is believed that a holding period of 6 months will be a sufficient deterrent 
to speculator as contrasted with the legitimate investor. S. Rept. 1631, 77th Cong., 


(1942), 1942-2 Cumulative Bulletin 504, 544-545.’ 
in 1950 the Ways and Means Committee said: 

“Under existing law the more favorable treatment accorded capital gains is restricted 
to gai on capital assets held for more than 6 months. * * * 

“In the opinion of your committee the 6-month holding period requirement used in 
existing law is longer than necessary, and there are very good reasons for reducing the 
requirement to the minimum consistent with the fundamental policy of the Congress on 
the ation of capital gains A long holding period has a disturbing effect on prices in 
the markets for capital assets, which is most unfortunate. When prices rise, as has been 
the ci in the security markets during recent months, sales that would otherwise have 
occurred do not take place because the owners of the assets desire to hold them 
until they can qualify the gain as long-term and obtain the resulting tax benefits. The 
consequence is that a check on the price movement which would otherwise appear 
is missing. Your committee's action in reducing the holding period from 6 months to 3 
will reduce this tendency, thus contributing to the stabilization of the security markets 
which is highly desirable, since it tends to encourage the flotation of new issues and im- 
prove the flow of venture capital so essential to the continued progress of our economy. 

In the opinion of ir committee the reduction in the holding period from 6 months 
t impair the effectiveness of this test as a device for confirming the more favor 
atment to the investor's group. H. Rept. 2819, 81st Cong., 2d sess. 60 (pt. I) 














Internal Revenue Code, sec. 117 (a) (1) (C) (making a copyright: a literary, musical, 


or artistic composition a noncapital asset), 117 (m) (relating to collapsible corporations), 
nd 130A (relating to employee stock options) 

For example, assume that an individual has $200,000 in cash, $100,000 of which he 

vests in property X and $100,000 in property \ Assume that during the first 4 months 


of tl investment property X appreciates $30,000 and that at the end of 4 months the 
sset is sold for $130,000, tl idual thus re ing a profit of $30,000. The invest 






t in property Y is not s1 the asset depreciates and at the end of 1 year is 

sold for $60,000, at a loss The $60,000 realized from the sale of property Y 

i ‘ tely reinvested ir Z. This investment is successful, the asset appre- 
tes, and at the end of another ris sold at a profit of $10,000 

It clear that the result, in terms of increase of capital net worth, is that the individual 


is no better off at the end of the 2-year period than he was at the beginning. His capital 
tt rinning was $200,000; his capital at the end is exactly the same in amount No 
1 


assessed against this individual on the result of these transactions, and 
} 





yet under the present scheme he would have to pay a tax on an income of $15,000 

Other examples may be cited with varying results, some to the adyantage of the indi- 
vidual and others to disadvantage In almost every case, howerev, the final tax result 
will not accord with the facts as to the increase or decrease in capital net worth. 
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SUGGESTED REFORMS 





Many attempts have been made to solve the problem of dealing with capital 
gains and losses." Most of the proposals, however, needlessly complicate the 
computation of income and tax, or the administration of the law, or are dosigned 
merely to mitigate, not eliminate, the effect of throwing realized gains and losses 
into a particular year. One proposal,” enacted into law by the State of New 
York,” is to tax net capital gains separate and apart from other income at 
graduated rates approximating one-half the rates on ordinary income, Vhile 
this device for dealing with capital gains and losses eliminates a holding period 
it does not solve the problem. It is merely a variation of the percentage-inclusion 
system, using a percentage of tax rates instead of a percentage of the gains and 
losses. It still divides income into classes taxable at substantially different rates 
and makes inadequate provision for the allowance of capital losses in excess of 
capital gains thus retaining the incentive to transmute income and losses and 
the unbalanced treatment of capital gains and losses The sale of property 
under such a system would also be so timed that the gains and losses would be 
realized in such manner that one will offset the other or bring the gains into lower 
income brackets. 

Another proposal“ is to apportion capital gains and losses over the number of 
years, not exceeding 5, the taxpayer had held the property and to tax the gains 
as additional income, or to allow the losses as additional deductions, of the re 
lated years, no interest being charged on deficiencies or allowed on refunds. Any 
capital net loss not thus absorbed would be carried into the succeeding year and, 
if the loss is still not absorbed, the process would be continued for a limited 
number of years. This scheme of dealing with capital gains and losses requires 
the opening of the previous years involved because it is necessury to recompute 
the income and taxes of those years. It also divides gains and losses from the 
sale or exchange of property into separate categories, thereby retaining the 
problems created when Classifications are made. Like the percentage-inclusion 
method it would also encourage delay in the realization of profits in order to 
spread them over as long a period as possible and stimulate the realization of 
losses in order to concentrate them in as short a period as possible. Under this 
method of spreading gains and losses there would also be an advantage in trans 
muting ordinary income into capital gains in order to avoid the inequity of 





taxing ordinary income at graduated rates on an annual basis Although this 
scheme is more realistice than the percentage-inclusion plan in that the apportion 
ment of gains and losses bears some relation to the actual facts, it still retains 


many of the bad features of the methods heretofore used and needlessly compli 
cates the computation of income and tax It would also deny relief to many 
individuals whose Claims for refunds would not be prosecuted because of the 
expense and effort involved. 

There is, of course, the further possibility of disregarding capital gains and 
losses entirely, that is, exempting capital gains from the income tax and dis 
allowing capital losses as a deduction in computing net income.” In order to 


Committee on Taxation of Canital Gains, Proceedings of National Tax 
11 (1988): Simons, Personal Income Taxation, 154 (1938) The late 
advocated the use of a 5-rear period at the end of which each person woul 
annual taxable income and recompute his taxes on the basis of this average 
the taxpayer discovers that the amount is Ik than the total of his 5 actual 
more then 10 rercent. he would claim a rebate for the 
Capital Gains Losses, 49 Harvard Law Rev 
Gains and Loss 7 Magazine. 604, 610 (1936 
ix Laws, secs. a, and 362 (1943) 

7 New York Tax Laws, sec (capital losses in excess of capital gains in any 
taxable vear may be earried forws 5 suneceedire taxable vears) 

™% See Report of Committee on Taxation of Capital Gains, Proceedings of National Tax 
Association, 806, 812-813 (1988) 

7% See Bravman, Equalization of Tax on All Individuals With the Same Aggregate Income 
Over Same Number of Years. 50 Columbia Law Review 1 (1950 

In England capital gains are not taxed and capital losses are not allowed as a deduce 
tion unless they arise from a “‘trade.”’ See Korstam. The Law of Income Tax (1250), secs 
110 « e In Jones v. Leeming ({1930] A. C. 415 the Court at p. 420 said, in respect 
of the British income-tax law. that “ar L1ecretion ft capital does not hecome income merely 
hec e the original capital wa nvested in the hone and exnectation that it nid rise 
in value: if it does so rise, its realization does rot make it income,” and at p. 423 that “the 
fact that a man does not mean to bold an investment may be an item of evidence tend 
to show hether he is carrving on a trade or concer the natur if trade in re ect of 


his investments, but per se it leads to no conclusion whatever In The Hudson’s Bay Ce 






Parker. Canit 


] 
™ New York Tax 
, 
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avoid removing some ordinary income and deductions from the income tax, a 
revision of the present classification of capital gains and losses would be neces- 
sary. Capital gains and losses would probably have to be limited to gains and 
losses from transactions not entered into for profit, all other gains and losses 
being classed as ordinary income and deductions. This is, for practical purposes, 
the same type of system used during the period from 1913 through 1921 which 
was found to be objectionable because it threw into the year of realization a gain 
or loss which may have accrued over several years. 

The foregoing discussion would seem to indicate that capital gains and losses 
eannot be detached and dealt with differently from, or be included with and 
treated like, ordinary income and deductions, There is a way out of this seeming 
dilemma, however, and that is to change the approach to the problem. The 
solution will not be found so long as we differentiate between capital gains 
and losses, on the one hand, and ordinary income and deductions, on the other. 
It will be found if we recognize that the problem is caused by imposing steeply 
graduated rates on net income computed for each calendar or fiscal year as 
though it stood by itself unrelated to other years.” <A tax so determined makes 
no allowance for gains or losses which may have accrued over a period of years 
and the ultimate tax liability of the taxpayer also differs if the gains or losses 
are realized in one year rather than another. If the tax were based, however, 
on the actual average income for indefinite or reasonably long periods the effect 
of throwing gains and losses into the year of realization or into a single year 
would be avoided, and the problems created by the “difference” between capital 
gains and income would disappear, 


AVERAGING OF INCOME RECOMMENDED 


A simple and practical method of basing the tax on the actual average income 
is available. It is described in detail in my testimony before this committee on 
averaging of income.” Under this plan individuals would be permitted to begin 
averaging their incomes with any taxable year and, subject to exceptions, would 
be allowed to continue the averaging period as long as they desire.” The trans- 
actions reported in the tax return would be those currently taking place. From 
the proceeds of all sales or other dispositions of property the cost or other basis 
would be deducted, as it is done now, and the differences would be reported as 
profit or loss. The results of all transactions consummated during the tuXable 



























Ltd., v. Stevens (5 Tax Cas. 424 (1909)). the court said at p. 4838: “It would be different 
if a landowner, an individual, entered into the business of buying and developing and 
selling land: but the case of the owner, whether of land, or pictures, or jewels, selling his 
own propert Ithough he may have expended money in them in getting them up for sale, 
is entirely different he sells as owner, not as trader.” And in California Copper Syndi- 
cate V Harris (5 Tax Cas. 159 (1904 the English Court said at p. 166: “What is the 
line which separates the two classes of cases may be difficult to define, and each case must 
be considered according to its facts; the question to be ined being—Is the sum of 
gain that has been made a mere enhancement of value a security, or ta 
gain made in an operation of business in carrying out a scheme for profit making ‘" 
Internal Revenue Code, sec. 41 U. S. Treasury Regulation 111, sees. 29.41—1, 29.43-2 

(19438) United State v. Lewis (95 L. Ed. 448 (1951) Security Flour Mills Co. v. Com- 
missioner (321 U. 8S. 281, 286-287 (1944) Burnet v. Sanford & Brooks Co, (282 U. 8. 
859, (1981)) : ef. Internal Revenue Code, sees. 23 (s), 122, 117 (e), and 107. 

= Bravinan,. supra, note 79, at 1 

88 Some limitations on the right to begin or to continue an averaging period would appear 
to be necessary in order to av id reversing the equities against the Government. Obvious- 
ly, it ould be unfair to permit an individual to have a single averageing period from the 
time he first begins to earn income to the time of his death A division of his lifetime into 
representaaive periods would be necessary The first divisi n, naturally, would be the 
minority of the individual. The next division would be the period during which the indi- 
vidual completes his training and acquires his real earning capacity. The third division 

1 e those years in which the individual has his peak earnings. The last division 


would be the remaining years of his life It is, theretore, suggested that, until some 
experience with averagi has been gained, an individual should be permitted at his elee- 
tion t» average his ine« received or accrued (a) during his minority; or (b) from the 





time he reaches majority ‘to the time he reaches 30 years of age; or (c) after he reaches 
80 years of age to the time he reaches 55 years of age; or (d) after he reaches 55 years of 
age to the time of his death. See note 113, infra. 
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year would be combined and a single schedule of rates would be applied to de- 
termine the amount of the tax or refund for the year.“ Under such an averaging 


| 


™% See Lravman, supra, note 79, at 10-238 A tax rate on the actual average of the 
incon carried int> effect by use of the “progressive average’ which is the average of the 
income of the year of assessment and of all preceding years of the averaging period. The 
income is averaged every year of the avering period by adding the income of the current 
year to that of all preceding years and dividing the sum by the number of years in the 
period to date 


The average inc me for any year of the averaging period would be computed in the 
return for that year Reference to the records for all years of the averaging period would 
not be necessary, for the average income of the preceding year and the number of preced 
ing years in the averaging period would be carried forward from the preceding return 
The income for the current year would be added to the product of the two items carried 
forward and the sum divided by the number of years in the averaging period. The result 
is the average income for the taxable year. 

The prevailing rate schedule would be used to compute the tax for any taxable year of 
the averaging period A simple schedule included as part of the tax return furnished 
by the Treasury Department would enable the individual to compute his tax or refund 
under the prop sed plan 

The following form would appear on the individual income tax return furnished by the 
Treasury Department It also contains figures Illustrating the operation of the proposed 












metho of averaging income and ¢c mputing tax 

In the example it is assumed the individual is married, has no dependents, and files 
a joint return: it is the 10th year of averaging with the average income for the preceding 
(9th) year being $25,000 and the net inconie for the current (10th) taxable year being 





$50,000 It is further assumed that since averaging was begun, the brackets of income 
and the basic rates were the same as in the present Internal Revenue Code, as amended 
by the Revenue Act of 1910. There vas, however, a 10-percent increase in the amount 
of tax for each of the first 4 years, a 40-percent reduction in the amount of tax for the 
5th year, a 5-percent reduction in the amount of tax for the 6th and 7th years, a 12 
percent reduction for the 8th year, a 9-percent reducti n for the 9th year, and no reduction 
for the 10th year. The average inceme and the tax due from this individual for the 10th 
year of the averaging income would be computed as follows: 





SCHEDULE L—COMPUTATION OF AVERAGE INCOME AND TAXx OR REFUND ® 
Line Item 











1. Number of preceding years in averaging period (line 
6 of last year’s return) 9 
2. Average income or loss in last year’s return (line 7) $25, 000. 00 
Product of lines 1, and 2 $225, 000. 00 
4. Net income cr loss of current year os) $50, 000. 00 
5. Total income or loss for averaging period_-— $275, 000. 00 
6. Number of years in averaging period (line 1 plus 1) 10 
7. Average income or loss (line 5 divided by line 6) $27, 500. 00 
8. Increase in aver neome (line 7 minus line 2 $2, 500. 00 
9. Decrease in ave e income (line 2 minus line 7)---~ —- aetna 
10. Tax on income yorted in line 7 es $7, 789. 00 
11. Tax on amount in line 8 (at rates in highest appli 
cable brackets $1, 065. 00 
12. Tax on amount in line 9 (at rates in next succeding 
brackets) ‘ \ 
13. Tax on increase in average income (line 11 multiplied by line 1) $9, 585. 00 
14. Tax on decrease in average income (line 12 multiplied by line 1)-__ 
15, Total tax or credit (line 10 plus line 18 or minus line 14) —~ . 17, 874. 00 
16, Add (line 3, schedule N) ee 
17. Subtract (line 6, schedule N nen ALE ; 330. 15 
18. Tax due a a : : as 17, 048, 85 
19. Tax refund Ad ee ‘ J 
SCHEDULE M COMIYUTATION O NET CUMULATIVE PERCENTAGE ADDITION 
To OR DepUcTION From Tay 
Lit Increase Decrease 
1. Preceding year (net). ~~ - L Bi dibistdduid eiteneddahceinedlhn eitcttiateli ie % ’31% 
2. Current year... oe ‘ subews eo wt ae ¢ 0% 
Net percent increase or decrease_- = ptdintinasnnihinlintnstdtaas | SG 31% 


“Por the first year of the averaging period the individual would be instructed to 
place a zero in lines 1, 2, and 8 of schedule L and line 1 of schedule M. Provision 
would be made on the return for the allowance of credit for partially exempt inter- 


est and for taxes paid to foreign countries and posssesions of the United States. 
Internal Revenue Code, secs. 25 (a), 31 
5 This is the net cumul percentage carri« forward from line 3 of schedule 





M of the preceding return resenting in this case the 9 preceding years 
rhis percentage for the current year would be printed on the form in the 
proper column 
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system individuals would have nothing to gain by deferring the taking of a profit 
or accelerating the realization of a loss because the ultimate tax would be the 
same whether the transactions take place at the beginning or at the end of the 
averaging period or in any year in between.” 
1. Undesirable incentives and deterrents removed by averaging 

Individuals could dispose of their property whenever the opportunity to make 
a profit presents itself and they could earn as much income as they are able, 
when they are able, and yet not be penalized for concentrating such profit or 
income in their most productive years.” All income recognized for tax purposes 
would also be taxed at the same rates so that there would be no reason to trans 
mute profits or losses. Losses would be allowed in full as deductions so that 
business profits would not be taxed at rates ranging up to 92 per cent and loss of 
capital investments disallowed as deductions except as they may be used to reduce 
capital gains. Individuals would enter into transactions motivated by business 
reasons; transactions would take the forms called for by business needs; and 
investments would be inspired by business purposes. Reduced tax rates would 
not be a factor in arriving at these decisions. Freedom in achieving business 
ends would be preserved, while the existing artificial incentives and deterrents 
would be eliminated. In other words, the proposed method of averaging income 
would reverse the existing procedure—where individuals determine when and in 
what form transactions should take place in order to produce the greatest tax 
advantage—and permit them to consummate transactions as and when dictated 
by business reasons and, at the same time, enable them to obtain the same ad- 
vantage as if they had the privilege of reporting the profits or losses whenever 
they pleased within the averaging period. The proposed average method would 
give them the maximum tax advantage since, as a practical matter, there can 
be no lower tax than on the actual average income.” 

Footnote 84—Continued 

SCHEDULE N——COMPUTATION OF ADDITION TO oR DEDUCTION FROM TAx 


{mount Line 1 Schedule M. 
Line Increase Decrease 


1. Line 11, schedule L $ N XXX $ 
2. Line 12, schedule L - §$ XXX % $ 
;. Amount carried to line 16, schedule L__- sath tai tiiltittadees icin iaaiahis sae ae 
4. Line 11, schedule L ----- $1, 065. 00 XXX 31% $330. 15 
5. Line 12, schedule L Genapernted eesti % XXX $ 
6. Amount carried to line 17, schedule Li --- icetindidh ait in ial aie $330. 15 


rhree figures determine the tax or refund for the year. The tax or refund for any year 
would be 
1. The tax on the aver: income 
2. (a) Plus the product of 
(1) the tax on the increase in the average income and 
(2) the number of preceding years in the averaging period, or 
(b) Minus the product of 
(1) the tax on the decrease in the average income and 
(2) the number of preceding years in the averaging period; and 
Plus or minus the net cumulative percentage (of the additions to, or reductions 
in, the amount of tax) 
(1) of the tax on the increase or decrease in the average income. 

In the above illustration the tax was computed as follows: tax on average income + 
(number of preceding years multiplied by tax on increase in average income) (net 
cumulative percentage of preceding years of tax on difference in averaze income), or stated 
numerically $7,789.00 + (9 * $1,065.00) — (.3 x $1,065.00) or $7,789 + $9,585.00 — 
$330.15 or $17,043.85 
See Brayman, supra, note 79, at 16-19. 

* The penalty imposed upon individuals with widely fluctuating incomes is illustrated 




















by the following chart It is assumed the individual is married, has no dependents, and 
files a joint return. It is further assumed the Internal Revenue Code, as amended by the 
Revenue Act of 1950 is applicable. 
Column A. Column B Column C. Column D 
Net income be Aggregate tax on Tax on twice col- Percentage excess of 
fore exemption column A_ net in umn A net in- tax column C over 
come received in 2 come received in 1 column B 
successive years year : 
$1, 200 $240 
2 O00 e: 560 
8.000 76 
7, 000 2, 960 Leal 
15, 000 8, 896 86 .4 
25. 000 19. 592 45.7 
50. 000 52. 776 34 6 
100. 000 3, 596 26 .6 








See Bravman, supra, note 79, : 
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2. Comparative administrative burdens 


The administration of the law would be substantially simplified under the 
proposed plan of computing income and tax. There would be no need for 
alternate computations to determine whether there is a net profit in order to 
arply reduced rates or a net loss in order to claim a credit at regular rates.* 
There would be no need for alternative computations of tax to determine whether 
the higher or lower amount is to be paid to the Government.” There would be 
no carryover of capital net losses for a number of years with the consequent 
complications produced when there are carryovers for more than 1 year.” 
There would be no need to determine what portion of the gain is to be taxed at 
the reduced rates or at the regular rates.” ‘There would be no need to determine 
the period of time property was held in order to fix the applicable tax rate and 
the amount of the gain or loss to be taken into account.” Finally, there would 
be none of the odd,” illogical,“ and anomalous” results reached under existing 
law in solving problems relating to the taxation of capital gains and losses. 


3. Special relief in cases of capital gains and losses 


In some cases it may be a hardship to require individuals to pay a tax in the 
year profits are realized. Ability to pay is not impaired where the tax is assessed 
in the year the profit is realized; it is the ability to reinvest which may be im- 
paired when the proceeds from the sale of a capital asset are reduced by an 
income tax on the gain. This is the hardship intended here. Where this is the 
case taxation could be deferred as it is now done in analogous situations covered 
hy section 112 of the Internal Revenue Code. For this purpose property could 
he grouped as follows: 

Class A would include physical property acquired and held for the consumption 
or use of the individual or his family. such as his personal residence, household 
furniture, jewelry, automobiles, etc. These personal assets would not be property 
acquired and held for profit or investment. A profit from the sale of personal 
assets differs from a profit from the sale of property bought for resale or invest- 
ment in that the latter represents the seller’s compensation for puchasing or 
holding the property and making it available for buyers.” Because of this dif- 
ference and because losses from the sale of personal assets are disallowed for 
tax purposes,” gains and losses from the sale of such property should be treated 
alike and both ignored for income tax purposes. 

A holding period would appear to be necessary in order to avoid creating 
opportunities for tax evasion. It probably would be nesessary to provide that 
if within a stated period, say 2 years from the date of acquisition, the property 
is sold, any profit realized therefrom would be taxable income. It would also be 
necessary to provide that where it appears that personal assets were acquired or 
held for resale purposes, any profit from the sale of the property would be in- 
cluded in the taxable income of the year in which it was realized. Such a pro- 
vision would prevent the evasion of tax by an individual who makes a practice 
of buying and selling such assets. Without a provision of this kind a person in 
the construction business might evade income tax by building a home, living in it, 
later selling it, and then repeat the process.” 


8 Internal Revenue Code, sec, 117 (j). 

™® Internal Revenue Code, sec. 117 (¢c) (2). 

™ Internal Revenue Code, sec. 117 (e); U. 8S. Treasury Regulation 111, sec. 29.117—2 (c) 
(1943) 

*! Internal Revenue Code, secs. 117 (g) (3) and 130A (b). 

= Internal Revenue Code, sec. 117 (b). 

% See note 8, supra 

% See notes 2, 3, 4. 5, and 38, sunra 

*® Miller. The “Capital Asset’ Concept: A Critique of Capital Gains Taxation, 50 Yale 
Law Journal 836 (1950) pasim. Also see Thomas FE. Wood (16 T. C. No. 28), decided 
January 29, 1951. 

SSee Hays v. Gauley Mountain Coal Co. (247 U. S. 189, 192-1938 (1918)). In Asseta 
Company, Ltd., v. Forbes (3 Tax Cas. 542 (1897)), the court said, at pp. 548-549, in re- 
spect of the British income tax: “* * * I should say it was a totally untenable proposi- 
tion that anything in excess of what they had paid for the old premises, perhaps 20 years 
before, and which they got at a better time * * * is income within the meaning of the 
act I do not think it is at all It is no more so in the case of a trader’s income than in 
the ease of a private individual selling his house at more than he had paid for it. or selling 
while a dealer in pictures, like a dealer in goods or a dealer in the buying and selling of 
his carriage or pictures at more than he paid for them. That is not ncome in any sense 
houses, who made it a trade, would then come within the region of income tax” (of Great 
Britain) 

®* See note 38, supra 

* See Internal Revenue Code, sec. 113 (a) (9). 
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Class B would include physical property used in a trade, business, or profes- 
sion, such as land and buildings, machinery, tools, fixtures, office furniture, etc. 
Such assets are part of the capital or fund used to carry on the trade, business, 
or profession. It would not include that portion of the capital used to finance 
the manufacture or purchase of property and its sale to others. Since it is not 
the purpose of the trade, business, or profession to trade in such physical assets, 
individuals could be permitted, within a stated period, to use the proceeds from 
their sale, undiminished by income taxes to acquire other physical assets of the 
same kind. Such a provision in the law would relieve the owner of a business 
or profession, when replacing physical assets, of the payment of taxes on gains 
which may not be real income but only an adjustment in the price level. 

The portion of the profit absorbed by the cost of the new asset would reduce 
its basis for tax purposes. As the property in this class is subject to an allow- 
ance for exhaustion, wear and tear,’ the effect of the proposal is to grant the 
individual, in advance, an allowance for depreciation to the extent of the profit 
so absorbed.” In suceeding years the net income of the individual would be 
increased automatically by the amount of the decrease in the annual allowance 
for depreciation. He would thus be spreading the profit over the life of the new 
asset. There would be no loss of revenue to the Government in so postponing 
payment of the tax; in fact, there may be an increase in revenue because the 
profit under existing law is taxed in the year of realization at reduced rates ™ 
while under the proposal it would be included in the average income and taxed 
at regular rates. In the event the entire profit is not so absorbed within the 
stated period or any extension thereof the unabsorbed portion of the profit would 
be included in the taxable income of the individual for that year.” An indefinite 
postponement of taxation in cases where the property consists of both land and 
building could be avoided by requiring the cost basis allocated to the building to 
be reduced by all the profit absorbed in acquiring the property. 

Class C property, held for the production of income, would include office and 
loft buildings, apartment houses, stocks, bonds, ete. This property is acquired 
for the income it will yield, such as rents, dividends, and interest rather than 
for the profit which may be realized on a resale. Property in this class is very 
much like the capital assets in class B which represent the physical property 
used to carry on the trade or business. There is, however, this important 
difference in respect of investment property: it is not part of a separate entity 
baving a determinable capital structure. There is no limit, beyond the resources 
of the individual, on the number of investments he may make as there would be 
in the number of physical assets needed in a business. If a taxpayer were al- 
lowed to defer payment of income taxes on profits from the sale of investment 
property, the Government could be deprived of the tax indefinitely by the simple 
device of continuing to Make new investments. Such indefinite postponement 
of income tax payments, however, would not be possible with respect to that 
property in this class which is subject to an allowance for depreciation. Property 
included in class C could, therefore, be restricted to “depreciable property held 
for the production of income.” Profits from the sale of such property absorbed 


in the acquisition of other property in class C could be suspended from taxation 
as in the case of property in class B. An individual holding real’ or personal 
pr rty ™ for rental purposes would thus be able to sell such property without 
his ability to reinvest the proceeds in like property being impaired by an income 
tax 


Class D. Notwithstanding the foregoing it may be possible to grant some relief 
investors who realize gains from the sale or exchange of corporate stock. The 
problem here is complicated by the fact that an increase in value over cost mav 
represent undistributed profits of the corporation. If such profits were separated 
from the proceeds of the sale or exchange of the stock, the excess of the balance 
of the proceeds over the basis of the stock would appear to be a true capital gain. 
Individuals might, therefore, be allowed to reduce the proceeds from the sale 





” Internal Revenue Code, sec. 23 (1) 
” See Internal Revent ‘ode, sec, 124A 
Internal Revenue C sec. 117 (4): Albright v. United Statea (173 F. 2d 389 (Sth 
Cir 1949)): Far v. Commissioner (13 T. C. & (1949)) 

"No holding period of the property sold would be required in order to postpone pay- 
ment of the tax on gains absorbed in replacing the asset sold. The individval would also 
he er! ted to match ar purchase and sale of capital assets made within the stated 
period But see note 10 nfra 

The portion of tl bsorbed in the aequisition of the new asset would be used 
to reduce the basis of the building and not the land 


1% See A. Benetti Novelty Co. (13 T. C. 107 


(1949)). 


9 
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or exchange of corporate stock by the proportionate share of the profits earned 
by the corporation for the period during which the stock was held (less dividends 
received on the stock during such period and reported for tax purposes), and 
the excess of the balance of the proceeds over the basis of the stock would be 
suspended from taxation; provided, however, it is absorbed within a stated 
period by the purchase of other corporate stock, or property in classes B and C. 
Thus the portion of the gain which represents undistributed profits,” as well as 
the unabsorbed portion of the capital gain, would be taxed immediately, while the 
balance of the gain absorbed in the price of the new asset would reduce its basis 
for tax purposes. 

Corporate and Government nonexempt bonds would be included in this class D. 
No holding period would be required. 

‘The proposal contemplates a provision allowing a credit for corporate taxes 
paid on account of corporate profits reported by the taxpayer either as dividends 
or deductions from the proceeds of the sale of stock. 

Under the proposal, capital would remain intact and taxes would come out of 
income so long as the taxpayer keeps the capital invested and he does not put 
the capital gains to other use thereby converting it into income Moreover, the 
economy would be strengthened because the pressure would be to keep capital 
working. The Government would benefit by the increased business activity and 
by higher rates on capital gains. 

It might be further provided that if an individual elects to postpone the taxa- 

tion of capital gains from the sale of corporate stock he should be required to 
treat all gains from the sale of corporate stock in the same way and that the 
election would be binding for all future years unless he obtains the permission 
of the Commissioner of Internal Revenue to change the method of reporting such 
gains. It would also appear to be necessary to provide, in order to avoid revers 
ing the equities against the Government, that the allowance of deductions for 
osses from the sale of corporate stock, held for more than a year, be deferred 
if the individual, within the stated period, either before or after the sale, buys 
property in classes B, C, or D.'” In other words, if the price paid for property 
n classes B, C, and D, purchased by the individual within such period, equals 
or exceeds the proceeds from the sale of the stock, no deduction for the loss 
would be allowed but the basis of the new asset would be increased by the 
amount thereof.” If the price paid for the new property is less than the pro- 
ceeds from the sale, the loss would be disallowed to the extent that the price 
paid for such property bears to the amount of such proceeds; the balance of 
the loss being allowed as a deduction in computing taxable income. 

All property falling within classes A, B, C, and D would be considered capital 
assets, The basis of such assets acquired by inheritance would be the decedent's 
basis in the case of gain; or his basis or the value of the property for estate-tax 
purposes, whichever is lower, in the event of loss. In either case, the basis 
would be increased by the amount of estate taxes, if any, paid by the donee or 
heir in respect of the property. Property acquired by the decedent’s estate from 
the decedent would have the decedent’s basis in the event of both gain or loss. 

Class E. All other property would fall into this class. It would include 
property held for speculation.“ Such property is very much like merchandise 
held for sale to customers. In both cases the capital is used to buy property 
for resale and the transactions are entered into for profit. No valid ground 
would appear to exist for suspending taxation of profits from the sale of specu 
lative property. Such property is usually held for relatively short periods of 
time and impairment of ability to reinvest is not as likely to occur here as with 
property (other than stock in trade) used in a trade or business. The inequity 
resulting from the assessment of tax in the year such profits are realized would 
be removed by basing the tax on the actual average income of the individual.’ 


i 





1% A provision such as this in the law wonld obviate the necessity for sec. 117 (m) of 
the Internal Revenue Code, relating to collapsible corporations, as well as other sections 
of the Internal Revenue Code, as, for examp'e. secs. 112 (b) (7) and 115 (e) and (2) (1) 
Cf. Marcus Frieder (27 B. T. A. 1239 (1933)); Bugenia R. Jemison (28 B. T. A. 514 
(1933) 

16 Compare Internal Revenue Code, sec. 118 (relating to losses from wash sales of stock 
or securities). The period contemplated under the proposed plan would be longer than the 
20 davs now incorporated in sec. 118 of the Internal Revenne Code 

7 The individual would be required to match loss sales with prior or subsequent purchases 
of other capital assets before he would be permitted to match sales at a profit with subse 
quent purchases. 

1% Also see Thomas FE. Wood (16 T. C. No. 28, decided January 29, 1951) 

3” See Bravman, supra, note 79. 
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CONCLUSION 


Various methods have been employed by the Government to deal with capital 
gains and losses. Under the Revenue Acts of 1918 and 1918, inclusive, capi- 
tal gains were taxed as ordinary income and, therefore, subject to the nor- 
mal tax and surtax rates. Such inclusion of capital gains in the computation 
of taxable income was objectionable because it threw into the year of reali- 
zation a gain which might have accrued over several years. Beginning with 
1922 gains from the sale or exchange of capital assets held for more than 2 
years were separated from ordinary income and taxed at a flat rate. This 
method continued until 19384 when a percentage of capital gains, depending upon 
the time the asset was held, was exempted trom tax. In 19388 the system was 
again changed by combining the two earlier methods so that today 50 percent of 
gains from the sale or exchange of capital assets held for more than 6 months are 
exempted from tax or the whole gain is taxed at a flat rate. 

All methods used have failed to solve the problem because they did not elimi- 
nate the effect of taking capital gains and losses into account in the year in 
which they were realized. The solution requires a change in the system which 
imposes steeply graduated rates on net income computed for each calendar or 
fiscal year as though it stood by itself unrelated to other years. A tax so deter- 
mined makes no allowance for gains or losses which may have accrued over a 
period of years. As in the case of ordinary income and deductions, the ultimate 
tax liability of the individual also differs if gains or losses are realized in one 
vear rather than another. A tax based on the actual average income for indcfi- 
nite or reasonably long periods of time would avoid the effects of throwing gains 
and losses, as well as ordinary income, into a particular year. It would also make 
the income tax flexible thus permitting the use of suitable tax periods to fit the 
needs of the individual.”” Finally, it would simplify the tax system, strengthen 
the tax structure, and distribute the tax burden equitably. 

Mr. Mason (acting chairman). I want to thank you, sir. You have 
given me a new idea and at least a new approach to this subject. 

I have been a — “nt of taxation for some forty-odd years or more 
and that isa new approach. It is worth considering, and I thank you 
very much, s ye your testimony. 

Mr. Bravman. Thank you very much. 

Mr. Mason. The next witness is Mr. John C. Williamson, attorney, 
who appears on behalf of the National Association of Real Estate 
Boards. 

Mr. Williamson, if you will give your name and the capacity in 
which you appear, you may proceed. 


STATEMENT OF JOHN C. WILLIAMSON, COUNSEL, REALTORS’ WASH- 
INGTON COMMITTEE, NATIONAL ASSOCIATION OF REAL ESTATE 
BOARDS, WASHINGTON, D. C. 


Mr. Witiiamson. Mr. Chairman and members of the committee, I 
am John C. Williamson, counsel for the realtors’ Washington commit- 
tee of the National Association of Real Estate Boards. I am a prac- 
ticing attorney in Washington, D. C., with offices at 1025 Connecticut 
Avenue NW. Iam appearing on behalf of the national association and 
its 1,137 local real-estate boards with a total membership exceeding 
50,000 throughout the United States. 


’Under the proposed plan of averaging income there are a number of possibilities in 
fixing averaging periods (tax bases). It could be a single period for the life of the indi 
vidual or any number of periods of equal or unequal length, depending upon the manner 
of dividing up his lifetime It could be determined by the several stages of an individual’s 
life, such as his minority, the years during which he establishes himself in a trade or busi- 
ness, the years during which he has his peak earnings. and the years during which he is 
in retirement It could be determined by economic factors, such as business cycles. or 
family considerations, such as the years before marriage, the years during which he raises 
his family, and the years after he raises his family. Finally, the averaging periods could 





be arbitrarily fixed, such as for successive periods of 10, 15, or 20 years. 
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We appreciate this opportunity to be heard on the matter of capital 
gains-tax revisions. Iam here pursuant to a policy statement adopted 
by several annual conventions of the National Association of Real 
Estate Boards, which reads as follows: 


FEDERAL TAXES 


The real estate brokers should be permitted to make personal investments in 
real estate and have their gains or losses fall under the capital-gains provisions 
of the Federal Revenue Act. 

This statement of policy was motiv: ated by the inequitable operation 
of the Internal Revenue Code which, for all practical purposes, denies 
a real-estate dealer or broker the right to retain property for invest- 
ment purposes and obtain capital-gains treatment on any gain result- 
ing from the ultimate sale of the property. 

As a result, the sale of any real estate owned by one who is e ongnged 
in the business of buying or selling real estate, either for himself « 
for a principal, is considered as a sale in the ordinary course of al 
ness and the gain is made subject to the higher levy of ordinary income 
tax. Should the taxpayer contend that the real estate was not held 
for sale in the ordinary course of business, the burden is on him to 
present a convincing case to the Bureau of Internal Revenue or the 
courts. However, the mere fact of his being in the business of selling 
real estate creates a presumption—which, by experience, is practically 
conclusive—that any property, even real estate which he acquired for 
investment purposes, is sold in the ordinary course of business and 
as a result capital gains treatment is denied. 

Legislation is pending before this committee, H. R. 5953 by Mr. 
Hiestand (Republican, California), which, in the opinion of our asso- 
ciation, would correct this inequity. The bill would set up a criteria 
which would bind the Bureau in its determination whether real estate 
has been held for investment purposes or held for sale in the ordinary 
course of business. H. R. 5953 would consider the sale or exchange 
of real estate as a sale or exchange of a capital asset, by a dealer in 
real estate, if— 

(1) The real estate is, within 30 days of its acquisition (or the 
enactment of the amendment), clearly identified in the dealer’s 
records as real estate held for investment; and 

(2) The real estate is never, subsequent to such 30th day, held 
primarily for sale to customers in the ordinary course of the 
dealer’s trade or business. 

Enactment of this bill would resolve the wide variance in judicial 
and Bureau opinions on this a which has found taxpayers, under 
almost identical circumstances, in different parts of the country re- 
ceiving different tax treatment. 

Also, enactment of the bill would make available considerable real- 
estate properties for improvement or development. Many dealers in 

real estate are reluctant to sell their own properties, which they may 
have acquired by devise or purchase perhaps many years before they 

became dealers or brokers, because of the considerable difference be- 
tween the tax on capital gains and the tax on ordinary income. 

H. R. 5953 does nothing more than give the dealer in real estate the 
opportunity of holding real estate for investment and receiving 
capital-gains treatment. 
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As an example of the anomalous situation that has developed in the 
operation of our tax laws, it is significant that the dealer or trader 
in securities gets much more favorable tax treatment than the dealer 
in real estate. 

In the case of a dealer in securities, definite tests have been estab- 
lished so that the dealer can tell in advance whether his assets are cap- 
ital assets or property held primarily for sale to customers. For 
example, the courts have interpreted a dealer in securities as one who 
sells directly to customers. Consequently, a taxpayer who sells se- 
curities through a broker, regardless of the scope of his sales activity, 
is considered as not holding the securities primarily for sale to cus- 
tomers in the ordinary course of business and, therefore, his gain is 
treated as a capital gain. 

Then the Congress went a step further in the Internal Revenue Act 
of 1950 by adding subsection 117 (1), which establishes a criteria 
whereby the dealer in securities may also obtain ca ipital-gains treat- 
ment for securities which are clearly identified on the dealer’s records 
as securities held for investment. H. R. 5953 would afford compar- 
able consideration to the dealer in real estate. 

There is another equally serious hang involved in the tax treat- 
ment accorded real-estate property owners (exclusive of dealers) who 
sell by subdividing their property, which merits the sympathetic con- 
sideration of the committee. Under present interpretation of the 
Internal Revenue Code, a property owner who disposes of his property 
by sale in its entirety, or by a limited number of parcels, obtains cap- 
ital-gains-tax treatment. However, should he desire to take advan- 
tage of prevailing market conditions in the housing industry by sub- 
dividing his property and selling it by lots, he is considered a dealer 
in real estate and any gain is subject to ordinary income-tax treatment, 

The inequity of such an approac h by the Bureau of Internal Rev- 
enue is, on the face of it, so glaring as to require little elaboration. As 
a result of such interpretation a property owner may be forced to 
sell his property at considerable disadvantage to himself. For obvi- 
ous reasons he is less inclined to dispose of his property for sale for 
housing or commercial development. Many such owners of property 
have held title for m: iny years and the increase in real estate values 
since the early thirties, for example, makes sale of the property with 
gain subject to ordinary income treatment almost prohibitive. 

The situation is so lacking in logic that a property owner who has 
held real estate for 15 or 20 years sees every disadvantage to the dis- 
position of his property during his lifetime. He might as well let 
his heirs take the real estate and dispose of it, because by then subdi- 
vision would be immaterial, as the date of death would be the basis for 
determining the value of the real estate. 

The amendment proposed in Mr. Hiestand’s bill (H. R. 5953) would 
also take care of this problem, as the Bureau of Internal Revenue, if it 
considered the taxpayer a dealer in real estate, would be bound by such 
dealer’s identification in his records of the property as held for in- 
vestment purposes. 

Mr. Mason (acting chairman). That concludes your statement, 
Mr. Williamson? 

Mr. WiiuraMson. Yes, sir. 
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Mr. Mason. As I gather, you are trying to show the inequity be- 
tween the agent who is selling securities and the agent who is selling 
property? We will say I am selling securities and I have a portfolio. 
A part of that portfolio says I own these and the other part I am the 
agent for selling them. 

Mr. Witiramson. Yes, sir. Section 117 (11) sets up that criteria. 

Mr. Mason. If I am selling real estate and I am an agent selling 
real estate, but I own some property myself, I cannot separate the 
property that I am selling as an agent from the property I am selling 
for myself ? 

Mr. Witu1aMson. That is right. There are many dealers in real 
estate, who as I said in my statement, have acquired property by tes- 
tamentary devices years and years before they went into business, and 
where the property has doubled in value many of them have told me 
they might as well hold onto it. 

Mr. Mason. That is because they are taxed on the new value? 

Mr. Wiixiiamson. Yes, sir; the property is doubled in value, and 
they might as well deed it over to the Government. 

Mr. Mason. Thank you, si 

The next witness will be Mr. R. F. Frazier, executive secretary, 
Southeastern Poultry & Egg Association of Richmond, Va., appear- 
ing on behalf of the National Poultry Producers’ Federation. 

Mr. Frazier, if you will come forward and state your name and the 
capacity in which you appear, we shall be glad to hear you. 


STATEMENT OF R. F. FRAZIER, EXECUTIVE SECRETARY, SOUTH- 
EASTERN POULTRY & EGG ASSOCIATION, RICHMOND, VA. 


Mr. Frazter. Mr. Chairman, I am Frank Frazier from Richmond, 
Va., representing today the National Poultry Producers’ Federation. 

You have, I believe, our brief before the ¢ pemnanitte “ Which was pre- 
sented by Dr. Alfred Van Wagenen, secretary of the National Poul- 
try Producers’ Council. 

I would like to give just a very brief summary of information con- 
tained in that brief. 

Mr. Mason. Very well, sir. 

Mr. Frazter. We would like very much for the Ways and Me ~ 
Committee to take favorable action either on H. R. 4653 or H. R. 493: 
extending to poultry breeders the same capital-gains-tax schist 
granted to breeders of draft animals, swine, livestock, and dairy herds. 

Mr. Mason. And the fur animals about which we heard a while ago ? 

Mr. Frazier. Yes, sir; and that this act be extended to the producers 
for market of hatching eggs in the same manner as it is now applied to 
dairy herds. 

We have discussed with a lot of people, Mr. Chairman, the reasons 
why the poultry industry was discriminated against in this respect 
when the law was written which covered the cattle people and those 
that produced swine and sheep. We have given two reasons: One that 
poultry is an animal that has a comparatively short life; so, conse- 
quently, it is argued that few farmers hold their poultry for a period 
of a year. That is quite true of poultry that is produced for meat, 
but for the poultryman who is producing hatching eggs or for the 
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ultryman who has breeders, it is very seldom that he keeps them for 
Sib than a year. 

The second factor mentioned is that of being able to determine just 
what the age of the birds are at the time they are sold. 

As you, perhaps, know, through the Bureau of Animal Industry of 
the United States Department of Agriculture, there are detailed 
records on thousands of breeding flocks all across the country. Farm- 
ers these days purchase their baby chicks from hatcheries and there 
is a definite record there as to the age of the birds at the time of 
yurchase, which would almost automatically establish the age of the 
bird. 

Mr. Mason. (acting chairman). That is interesting to hear. 

Mr. Frazrer. So, those are the two reasons that we have given so far 
that poultry has not been granted the same treatment up to this point 
as other types of farm products. 

It seems rather discriminatory that when a farmer sits down to fig- 
ure out his income tax, he follows one procedure on his cows, horses, 
sheep, and swine and then has to follow a wholly different procedure 
in determining his tax on poultry. 

So, Mr. Chairman, we are very much interested in poultry being 
given the same treatment as other farm animals. Thank you. 

Mr. Mason. Now, Mr. Frazier, you cite two reasons why poultry 
was supposedly omitted when we took care of the other farm animals— 
cattle, horses, sheep, and hogs—but do you not consider those two 
reasons fairly good reasons? Would it not be rather difficult if I am 
that farmer and I sit down and take capital gains on horses or cows 
or sheep or hogs—would it not be difficult for me to figure out capital 
gains on my poultry if I do not intend to keep them more than 1 
year for breeding purposes? 

Mr. Frazier. Well, you are thinking of the poultrymen who are 
producing poultry for meat; is that right? 

Mr. Mason. Yes; but as I understand the poultry business, they do 
not keep pullets and hens more than 2 years at the most no matter how 
good blooded stock they are, because their egg production goes down 
after the second year. 

Mr. Frazier. It drops down approximately 20 percent the second 
year under the first. However, on many of the breeding farms they 
keep the birds just as long as they will live because they want to breed 
into them longevity and they would like to have a profitable producer 
over longer periods of time. 

Mr. Mason (acting chairman). Now, you are getting beyond my 
knowledge of poultry. So, I will have to accept your interpretation. 
I do, however, see your point that you want the same treatment for 
breeders of poultry as breeders of other livestock receive ? 

Mr. Frazier. Yes, sir. 

Mr. Mason. Thank you, sir. 

The next witness is Mr. Frank E. Wilson, Cleveland en Cleve- 
land, Ohio. 

Mr. Wilson, if you will come forward and give your name and the 
capacity in which you appear, you may proceed. 

{r. Wilson, whom do you represent, if anyone, besides yourself? 
Mr. Wirson. Only a very small informal group, principally myself. 
Mr. Mason (acting chairman). All right, sir. 

Mr. Witson. And the taxpayers of the United States. 

Mr. Mason (acting chairman). Yes. You will proceed, Mr. Wilson. 
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STATEMENT OF FRANK E. WILSON, CLEVELAND HEIGHTS, OHIO 


Mr. Wiison. Mr. Chairman and members of the committee, this 
suggestion is offered by Frank E. Wilson, Cleveland Heights, Ohio. 
My occupation is that of trader in securities. ( 

This suggestion comes under capital gains and losses. It pertains 
directly to the Internal Revenue Code, section 117 (e) (1)—that is 
the capital loss carryover and it treats with interest of the taxpayer 
other than corporations. 

This suggestion does not propose any ame ndment of the meaning or 
intent of section 117 (e) (1). It simply recommends a slight change 
in language, the purpose of which is to eliminate, if possible, a mis- 
interpretation now prevailing within the Internal Revenue Depart- 
ment. 

This section, 117 (e) (1) provides for a capital loss carryover, usable 
only as an offset against net capital gains and general income, up to 
$1,000 over a 5-year period. 

The above method of a yplyi ing a carryover is confirmed by regula- 
tion 29.117-2 (c) by the Hoven Ways and Means Committee and the 
Senate Finance Committee in their reports on the revenue bill of 1942. 

Now, the expression of “short-term capital loss” appears in section 
117 (e) (1), and the Internal Revenue Department has taken the 
position, beginning in about 1952, that the capital loss carryover must 
be regarded as a short-term loss in the tax year to which it is carried, 
exactly the same as a short-term loss actually occurring within that 
taxable year. 

This method of applying a carryover appears in the 1952 income 
tax, schedule D, Form 1040. 

To correct this error, it is suggested that the expression “short 
term” be eliminated from section 117 (e) (1) so that the language 
will read “the amount thereof shall be a capital loss.” 

The 1942 reports of the House Ways and Means Committee and the 
Senate Finance Committee are identical and they both avoid the use 
of the expression “short term” in defining carryover. The loss to the 
taxpayer by the misapplication of the carryover in the 1952 schedule 
D is shown on the following pages. 

Page 1 defines the situation a little more in detail and likewise shows 
the mathematical computation to show the difference in results to the 
taxpayer. Following, is the confirming evidence to support the claims 
that are made herein. 

On page 2 is a photographic reproduction of schedule D of 1951, 
which shows clearly that capital-loss carryover is a deduction from 
net capital gains and that situation prevails in each and every other 
schedule D gotten out by the Revenue Department, beginning in 1943 
to and including 1951. The only differences that have occurred within 
the schedule D forms is simplification of arrangement, but as to 
computation, there has not been a thing done. 

Mr. Mason (acting chairman). Your complaint, as I gather from 
you, is that from 1943 to 1951, at least, they followed a certain course 
and that in 1952 they wrote new regulations but changed the rules of 
the game on the taxpayer, you might say, in the middle of the game? 

Mr. Wurson. Pardon me? I did not quite get that. 

Mr. Mason (acting chairman). Your complaint is this: As I get it, 
you want that corrected from 1943 to 1951, during which time the 
Internal Revenue Department followed a certain course. 
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Mr. Wrison. In compliance with the code. 

Mr. Mason (acting chairman). That is right, and in 1952 they 
changed that ~ putting in this short-term statement, which changed 
the whole practice and you object to that change ? 

Mr. Wiison. The expression “short-term capital loss” is in the 
original code—I say the original code, but I mean the amended code 
as of 1942. There has been no change of any kind within that code 
section since that time. Hence, its application must necessarily be the 
same today and in the future until there is some change made by 
legislation in that code. 

Mr. Mason (acting chairman). That should be a self-evident fact, 
but from the standpoint of the Revenue Department, they did not 
observe that? 

Mr. Wirson. The claim that we make herein is that through some 
confusion or some oversight in getting out the schedule D of 1952, they 
did not apply that carryover where it should have been, in compliance 
with the law. That is further emphasized by exhibit 3 on page 3 here, 
which, likewise, is a photographic copy of the 1952 schedule D, and 
without going into details, gentlemen, why it shows clearly that no 
provision is made therein for deducting a carryover from net capital 
gains, in compliance with the code, but it is inserted up at the 106 in 
section (1) there with the short-term capital gains and loss, but then 
it has been given treatment identically the same as the loss which 

ictually occurred within that taxable year. Because of doing that, it 

not only is a violation of the code, but in many instances it results in 
| definite hardship upon the taxpayer, and that is brought out in the 
illustration and the computation shown on page 1. 

Now, to continue, page 4 is a reproduction of the code, section 117 
(e) (1). This is simply copied right from the code regulation, ete. 
as a means of convenience instead of bringing a lot of lawbooks down 
here. 

\lso, on page 1, we have introduced a copy of section 117 (a) and 
under the definition it is net capital loss. That is injected in there 
because that specifically, independent of everything else, states a cap- 
ital loss carryover cannot be included in a net capital loss. 

Next, we come to regulation 29.172. This pertains directly and 
independent of anything else, to section 117 (e) (1) of the code. This 
regulation was approved by Treasury Decision 5425 on December 29, 
1944, by No. 5893 on April 4, 1952, and again by 5951 on December 2. 
1952. "These later amendments made in 1952 have in no way altered 
the regulation insofar as the : applic ation and treatment of the capital- 
loss carryover is concerned. They were only technical changes. One 
was some change in the code or regulation in its applic ation to aliens 
doing business in the United States, which is beside the point. The 
other is to make a change in the dates that are shown in a schedule here. 
This schedule is very complete and very definite and shows what can 
and cannot be done with the carryover. 

That brings us over to last, but not least, to the photographic repro- 
duction of this report of 1942, both House and Senate, July 14, 1942. 
It shows the text of your report and in which it is very, very clearly 
defined as to how a carryover should be used and the expression “short 





GENERAL REVENUE REVISION 1171 


term” is completely eliminated. Now, likewise, in your report you 
show a very carefully planned illustration, or chart, again showing 
what can and cannot be done in the application of this carryover. 
That very same chart that you have here was adopted as a part of 
regulation section 2917.2 (c) that I previously referred to and made a 
part of it. So, we have right in the regulation here that information. 
The reports and the illustrated charts are identical. 

Mr. Mason (acting chairman). Well, I think you have made your 
case pretty clear. 

Mr. Witson. Beg your pardon ? 

Mr. Mason (acting chairman). I think you have made your case 
clear. 

Mr. Wirson. Well, I have tried to. 

Mr. Mason. Mr. Wilson, would you like for your brief to be in- 
cluded, in full, in the record ? 

Mr. Witson. Yes, sir; I would. 

Mr. Mason. Without objection, it is so ordered. 

(The matter referred to is as follows:) 


CLEVELAND, Oun1I0, July 28, 1953 
CAPITAL GAINS AND LOSSES 
INTERNAL REVENUE Cope Section 117 (EB) (1) 
CAPITAL Loss CARRY-OVER 


This suggestion does not propose any amendment of the meaning or intent of 
section 117 (E) (1). It simply recommends a slight change in language. The 
purpose is to eliminate, if possible, a misinterpretation now prevailing in the 
Internal Revenue Bureau. 

Section 117 (£) (1) provides for a capital loss “carry-over” usable only as 
an offset against net capital gains and general income up to $1,000 over a 5-year 
period. (See p. 4.) 

The above method of applying a carry-over is confirmed by Reg. 29.117-2 (c), 
by the House Ways and Means Committee and the Senate Finance Committee in 
their reports on the revenue bill of 1942. (See pp. 2, 5, 6.) 

The expression “short term capital loss” appears in section 117 (E) (1). 

The Internal Revenue Bureau has taken the position, beginning in 1952, that 
the “carry-over” must be regarded as a “short term” loss in the taxable year to 
which it is carried, exactly the same as a short term loss actually occurring 
within that taxable year. This method of applying a carry-over appears in the 
1952 income tax schedule D (form 1040). (See p. 3.) 

To eliminate this error, it is suggested that the expression “short term” be 
eliminated from section 117 (FE) (1), so the language will read “the amount 
thereof shall be a capital loss.” 

The 1942 reports of the House Ways and Means Committee and Senate Finance 
Committee are identical. They avoid use of the expression “short term” in de- 
fining “carry-over.” (See p. 6.) 

Loss to the taxpayer by misapplication of “carry-over” in schedule D (form 
1040) is shown on page 1. 

FRANK E. WILson. 
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Capital _— Carry-over 
1952 Schedule D (Form 10),0) 


In reporting capital gains and losses, in compliance with Internal Reverme Code, 
the taxpayer is required first, to compute his capital gains and losses actually 
occurring within the taxable year. If the result is a net capital gain, a carry- 
over from prior years is applied (all or in part) as an offset, reducing the "net 
capital gain". From 1942 to 1951 inclusive, Schedule D (Form 100), used for re- 
porting capital gains and losses, provided for this treatment of carry-over. 


The Internal Reverme Code (Section 117 E(1), controlling carry-over, was not 
amended by the Reverme Act of 1951. It has not been altered since 1912. 


The 1952 Schedule D makes no provision for applying the carry-over as a deduct~ 
ion from "net capital gain". Instead, it treats a carry-over the same as a short=- 
term loss which actually occurred within the taxable year. This change violates the 
Internal Revenue Code. It subjects the taxpayer to an unjustified cit in value of 
his carry-over and requires over~pavment of income tax. 


The examples (1) and (2), below, show comparative results: 


Assuming in 1952 a taxpayer has a net short-term loss $5,000; net long-term 
gain $20,000; carry-over from 1951 $10,000. 


Example (1) complies with the Internal Revenue Code and shows treatment of 
carry-over as required by Schedule D, from 1942 to 1951, inclusive. 


(1) Net actual short-term loss 100% for taxable year 1952... $ 5,000 
Net actual long-term min 100% for taxable year 1952.... 20,000 


Excess of net long-term gain over net short-term loss. 15,000 
Deduct 50% of excess.........- Sesion t tid nee Med esas ee 7,500 
Net (taxable) capital gain for year 1952. Poueeeebecccees «- 7,500 
Deduct carry-over from 1951..... evecsoe SbdSeccossedccece + 10,000 
Remaining Carry-OVer..cccccccccccccessesscccccccscseccecs 2,500 
Deduction to apply as offset reducing ordinary income.... 1,000 
Balance of carry-over extending into 1953.....s.seeeeee ++» 1,500 


Result - No tax on capital gain; $1,000 reduction from ordinary income; 
$1,500 remaining carry-over extended into 1953. 


Example (2) as required by 1952 Schedule D, but not in compliance with Internal 
Revenue Code. 


(2) Net actual short-term loss 100% for taxable year 1952... $ 5,000 
Capital loss carry-over from 1951(not permissible here). 10,000 


Net short-term lossS......++.-+ ecvccece oe ccccccccecceees 
Net actual long-term gain 100% for taxable year 1952.... 


Excess of net long-term gain over net short-term loss... 
Deduct 50% of excess....... $0 00 Fd ewoie does ceded oce sauces 


Net(taxable) capital gain for 1952.....-cseeeee Lbvebiees! > O5O0 


cok 


Result - Pay tax on $2,500 capital gain; no ($1,000) reduction from ordinary 
income; no remaining carry-over into 1953. 
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The 1951 Copy of Schedule D, below, shows definitely, how the form 
provides for use of carry-over as a deduction from "net capital gain". 


No changes were made in the treatment of carry-over in Schedule D 
from 192 to 1951 inclusive. This complied with Int. Rev. Code Sec, 
117 E(1), Reg. Sec. 29.117=2(c) and 1942 U.S. Senate and House Reports. 


The treatmerit of carry-over in the Internal Rev. Code, Sec. 117 E(1) 
and Regulations 111 Sec. 29.117=2(c) has not been amended since 192, 


The Revenue Act of 1951 did not amend the treatment of carry-over. 


es D (Form 1040) 1951 
Internal Revenue Service 


SCHEDULE OF GAINS AND LOSSES FROM SALES OR EXCHANGES OF PROPERTY 
For Calendar Year 1951 


or taxable year beginning 00, 1ST, and ending 2, 
Name and address 


co) CAPITAL ASSETS 


‘wens ar © Conta other Rats ant 


tae @ tact as dé eaeegeent to | 
joven ine | ene te ren | emma 
! 


onan | (0 ot prema, ah 


2. Enter your share of net short-term gain or loss from partnerships and common trust funds 
3. Enter here the sum of short-term gains or losses or diderence between short-term gains and losses shown above 


LONG-TERM CAPITAL GAINS AND LOSSES—ASSETS HELO FOR MORE THAN # MONTHS 


$. Enter the full amount of your share of net long-term gain or loss from partnerships and common trust funds. 

Enter here che sum of long-term gains or losses or difference between long-term gains and losses shown above 

Enter 50 percent of line 6. , This is the amount of long-term gaia or loss to be taken into account io summary below 
ummary of Capital Gains (use only if gains exceed losses in lines 3 and 7): 

(e) Net gain for 1951 (either the sym of gains or difference between gains and losses in lines 3 and 7) 

(4) Capital loss carry-over, 1946-1950, inclusive 
¢) If line Ge) exceeds line (4), enter the excess here and on line 1, Schedule D, page 2, Form 1040 

(4) If line (6) exceeds line (), enter the excess here and use line (¢) 10 determine allowable loss 


(¢) Enter here and on line 1, Schedule D, page 2, Form 1040, the smallest of the following: (1) the amount on line (4); (2) 
income (adjusted gross income if tax table is used) computed without regard to capital gains or losses; or (3) $1,000 


(/)) Enter bere the amount on line (¢) plus any capital loss carry-over from 1946 which was not used against line (¢) or in line (¢) | 
__G@) Suberact line Cf) from line (4) and enter the remainder here. This is your capital loss carry-over to 1952 
9. Summary of Capital Losses (use only if losses exceed gains in lines 3 and 7): 

(«) Net loss for 1951 (either the sum of losses or difference between losses and gains in lines 3 and 7) 

(6) Capital loss carry-over, 1946-1950, inclusive 

(©) Total of lines (2) and (6). 


| 
(4) Enter here and on line 1, Schedule D, page 2, Form 1040, the smallest of the following: (1) the amount on line (¢); (2) net | 
income (adjusted gross income if tax table is used) computed without regard to capita! gains or losses; or (3) $1,000 


(¢) Eater here the amount on line (4) plus the amount of any 1946 capital loss carry-over not used in line (4) 
® Subtract line (+) from line (+) and enter the remainder here. This is your capital loss carry-over to 1952 
_@ PROPERTY OTHER THAN CAPITAL ASSETS 


5 Depreciation atowet | Gast ther ba ad | & Gate or ieee 
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¢ (Carry-over misused here) 


(No provision for deducting carry-over from net gain 


1952 Copy of Schedule D below, shows carry-over from prior years 
inserted as a short-term loss into the computation of "Net Capital 
Gain", or "Net Capital Loss", for the taxable year 3?s This use of 

carry-over is contrary to Int. Rev. Code Sec. 117 E(1) and 117 (a)(11), 
Reg. 29.117-2(c) and 192 U. S. House and Senate Reports. 


Result - Unjustified reduction in carry-over value and over= 
payment of tax. (See example (2), page 1.) 


Ne bee simu” GAINS AND LOSSES FROM SALES OR EXCHANGES OF PROPERTY 4952 
For Calendar Year 1952 or taxable year beginning SS, ee eee, 6 


Sinan ctl CGN crciccsteciecntcitenteiennitseninsitnincnntininnanenaninianininneeninanmnenciiiiainesn 
(1) CAPITAL ASSETS 


|p ae segs! ate se 
1 it 6 peony @ camer, int cate ln v= ae Oe pL fioare tent rea me 


Sauna Tones GaPTaen, SANA Feld LAUMIS-ADRETS GEL OT ADEE Goon & teesrTenD 


. Eocer your share of net ¢ shore-term gain or loss from partnerships and common trust funds....... .|--- 
. Enter unused capital loss carry-over from 5 preceding taxable years (attach statement) .......... —— 
. Enter sum of short-term gains or losses or difference between short-term gains and losses shown above. | 


“LONG-TERM CAPITAL GAINS AND LOSSES ASSETS HELD FOR MORE THAN ¢ MONTHS 


; Enter the full amount of your share of act etlong-t term gain or loss from partnerships and common trust fund 


. Eater sum of lon; ains or lowes or difference between long-term gains and losses shown above 
3-_ Basen henge poles 0: tomes ot eemass boveeen eager spies = Gia © en se se et 


—_— i Wien 


8. Enter net short-term gain or loss from line 4 
9. Enter net long-term gain or loss from line 7 
Use lines 10 through 13 only if gains exceed losses in lines 8 and 9. 
10. Enter short-term gain (line 8, col. a) reduced by any long-term loss (line 9, col. b). .|$. 
11. Enter long-term gain (line 9, col. a) reduced by any short-term loss (line 8, col. b). .| 
12. Enter $0 percent of line 11 
13. Enter here and on line 1, Schedule D, page 2, Form 1040, the sum of lines 10 and 12.. 
Use lines 14 and 15 only if losses exceed gains ia lines 8 and 9. 
14. Enter the excess of losses over gains on lines 8 and 9 
15. Enter here and on line 1, Schedule D, page 2, Form 1040, the smallest of the following: 
(a) the amount on line 14; (b) net income computed without — to capital gains 
and losses; or (c) $1,000 ; eal xxxxj|x i$ 


COMPUTATION OF ALTERNATIVE TAX 
Use only If you had a wet long-torm capital gain or ae excess of net long-term capital gain over net shert-torm capital less, and line 5 or (a), page 3, Form 1040, exceeds $14,000 


16. Enter from page 3, Form 1040, the income from line 5 if separate return or line 8 (a) if joint recurn . | $............. ; 
17. Enter amount from line 12, col. a, if separate return or half of such amount if ied retura 
18. Balance (line 16 less line 17) 
19. Enter tax on amount on line 18 (use appropriate Tax Rave Schedule in sion 1040 fasructions.. 
20. If joint return, multiply amount on line 19 by two 

. Enter $2 percent of amount on line 17 

. If joint return, multiply amount on line 21 by two. . 

. Alternative tax (line 19 plus line 21 if separate retura; ; line 20 plus line 2 if joint return). . 

. Enter tax from page 3, Form 1040 (cither line 7, or line 8 (c), whichever is applicable) 

Tax liability (line 23 or 24, whichever is smaller). Enter here and also on line 9, 
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CAPITAL GAINS AND LOSSES 


internal Revenue Code Sec. 117 (e) Caprrar Loss Carry-Over— 


(1) METHOD oF COmPUTATION.—If for any taxable year beginning after 
December 31, 1941, the taxpayer has a net capital loss, the amount thereof 
shall be a short-term capital loss in each of the five succeeding taxable years 
to the extent that such amount exceeds the total of any net capital gains of 
any taxable years intervening between the taxable year in nich the net 
capital loss arose and such succeeding taxable 
paragraph a net capital gain sha ¢ computed without regard to such net 
*capital loss or to any net capital losses arising in any such intervening 
taxable years. #(Carry-over) 











“or purposes 0 











Note - A Capital Loss Carry-over shall not be included in the 
computation of a net capital gain of a taxable year. 


The definition "short-term" is applied to "carry-over" only to 


symbolise a value of 100%, although composed of "short" or "long" 
term losses, or some of each. 


CAPITAL GAINS AND LOSSES 


—Sec.117 (a) Dermrrons.— 


(11) Ner carrra 1oss.—The term “net capital loss” means the excess of 
the losses from sales or exchanges of capital assets over the sum allowed 


under subsection (d). [For the purpose of determining losses under this para- 
graph, amounts which are short-term capital losses under subsection (e) (1) 
shall be excluded. ~ ——{ Carry-over) 


“> Note - A Capital Loss Carry-over is excluded from the com- 
putation of a met capital loss of a taxable year. 





Note — All reproductions from Internal Reverme Code, Reports, Regulations and 
Forms, used herein, are photographic copies, 


Commerce mt House Federal Tax Reports, 1953, Vol. 3, contains Internal 


Rev. Code Sec. 117(a)(11), Sec. 117 E(1) and keg. Sec. 29.117=2(c), under Capital 
Gains and Losses, 
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FEDERAL INCOME TAX REGULATIONS III 
Section 29.117-2(c) - Net eee 
Approved Treasury Decisions ° 3 
. 693, Apr.4,19523 5951, Dec 251952.) , 


Rege 111, Sec. 29.117-2(c) is the official interpretation of Internal 


Rev. Code Sec. 117 E(1), "Capital Loss Carry-over - Method of Computation". 


Copy of the Regulation below, establishes clearly that "Carry-over" from 


prior years shall not be included in the "Computation" of "Net Capital Gain" 


or "Net 


Capital Loss" of the taxable year, but shall be used as a deduction 


from "Net Capital Gain" for the taxable year. 


Reg. § 28.117-2 


(c) Net capital loss carry-over—Any taxpayer sustaining a net 
capital loss may, under section 117(e)(1), carry over such loss to each of the 
five succeeding taxable years and treat it in each such five succeeding taxable 
years as a short-term capital loss to the extent not allowed as a deduction 
against any net capital gains of any taxable years intervening between the 
taxable year in which the net capital loss was sustained and the taxable year 
to which carried. The carry-over is thus applied in each succeeding taxable 


year to offset any net pital gain in such succeeding taxable year. The 
amount of the net capital loss carry-over - not be included in computing 


a new net capital loss of a taxable year which can be carried forward to the 
next five succeeding taxable years. In the case of nonresident alien individuals 
not engaged in trade or business within the United States, see section 211 and 
the regulations thereunder. 

The practical operation of the provisions of section 117 (e) (1) may be 
illustrated by the following example: 

For the taxable years 1950 to 1954, inclusive, an individual is assumed to 
have a net short-term capital loss, net short-term capital gain, net long-term 
capital loss, net long-term capital gain, and net income as follows: 











,_—<—————————— non = 
1950 1951 1952 1953 1954 
Carry-over from prior 
years: 
From 1950 seeee  seeeee ($50,000) ($29,500) ($29,500) 
From 1952 cee ° ( 19,500) ($13,000) 


Net short-term loss (com- 

puted without regard to 

the carry-overs) .... gf ($30,000) ($ 5,000) ($10,000) ......  «....- 
Net short-term gain (com- 

puted without regard to 

the carry-Overs) ...... ...... casuee | Se aba 40,000... 
Net long-term loss: 

50% taken into account ( 20,500) ...... hackene 

100% taken into account ...... powses «CRED © ED. a ioven 
Net long-term gain: 

50% taken into account sa 25,000 . °° mas 7 ’ 

100% taken into account iat ae hase .aeeeeet |. hoe eee 15,000 
Ordinary net income (com- 

puted without regard to 

capital gains and losses) g» 500 500 500 1,000 500 
Net capital gain (com- 

puted without regard to 

the carry-overs) : 20,500 st SE 
Net capital loss ( 50,000) ‘ ( 19,500) ees 





Deduction allowable un- 
der section 23(ee) ee gee oe crt None None 1,000 
Net income (computed 
with regard to deduc- 
tion allowable under sec- 
tion 23(ee))  Seeaeee > wees None None 1,500 
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6 U. S. SENATE AND HOUSE REPORTS 


Reports of both House and Senate, below, explain Code Sec. 117 E(1) "Capital 
Loss Carry-over", as amended by Rev. Act of 19:2. The two reports are identical. 
The charted illustration originating in these reports was adopted as a part of 
Reg. 29.117-2(c). 


The chart shows clearly that - a carry-over shall not be included in comput- 
ation of = "Net short-term loss", "Net short-term gain" or "Net Capital Gain". 


(Code Sec. 117(a) se excludes carry-over from computation of "Net Capital Loss” 
of the taxable year, 


COMMITTEE REPORTS, 
REVENUE ACT OF 1942. 


THE REVENUE BILL OF 1942. 
(House of Representatives Report No. 2333, Seventy-seventh Congress, First Session.) 
[July 14, 1942.) 


Mr. Doughton, from the Committee on Ways and Means, submitted the follow- 
ing report [to accompany H. R. 7378) : 





1942-43-11224 


19424411228 
THE REVENUE BILL OF 1942. 


{Senate Report No. 1631, Seventy-seventh Congress, Second Session. Calendar No. 1683.] 
(October 2, 1942.] 


Mr. George, from the Committee on Finance, submitted the following report 
{to accompany H. R, 73781: 

In view of the changes with 
respect to capital losses, the committee believes that it is fair to permit taxpayers 
to carry over the disallowed portion of capital losses to the five years followin 
the taxable year in which sustained; the amount so carried over will be allow 
to the extent of the excess, if any, of the capital gains over capital losses of the 
year to which it is carried over, plus, in case Of @ fixcayer other than a corpora- 
tion, the net income of the taxpayer or $1,000, whichever Is smaller. It is also 
proposed that if there are carry-overs from more than one year the carry-overs 
are to be allowed in the order in which they arose, that is, the older carry-over 
is to be offset or exhausted before the later carry-over. 


The above changes and the manner of their application to a taxpayer other 
than a corporation may be Illustrated by the following: 

For the taxable years 1942 to 1946, inclusive, a taxpayer is assumed to have a 
net short-term capital loss, net short-term capital gain, net long-term capital loss, 
net long-term capital gain, and net income as follows: 









Carry-over from prior years: 
rom 1942 oneeccnccccncccecesose|cccccccccccs 
From 1044 qusmenpoormensiontltinetn 
Net short-term loss (computed without <= 
regard to the carry-overs) . 
Net short-term gain (computed 
regard to the carry-overs) .... 
Net long-term loss............. 
Net long-term gain snails 
Net capital gain (computed without regard 
to the carry-overs) . shoctaulinubesanuest 20, 500 
Net income (computed without regard to 
capital gains or losses) - 
py) ae ee 


500 800 
(80, 000) None 





Above reports contained in Internal Revenue Bulletin, Cwmlative Bulletin, 
1942-2, pages 372, bb, SO, 592, 593. 


Mr. Mason. Our next witness is Mr. Hyman, who was passed over 
this morning, and I believe is the only witness we have left. Mr. 
Hyman requested that he be passed over, thinking we would have 
more members in attendance. ; 

Mr. Esernarter. In effect, it will not make any difference, because 
we go over the record, and the staff brings all the matters to our 
attention. 
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STATEMENT OF ARTHUR B. HYMAN, NEW YORK 


Mr. Hyman. I appreciate that, Mr. Chairman. Of course, if there 

s any value in an oral presentation, it comes from—— 

Mr. Mason. That is all true, but this whole day has been upset from 
the beginning to the end. 

Mr. Hyman. I rensine that. 

Mr. Mason. The chairman of the committee is now in conference on 
another very important matter. 

Mr. Hyman. I realize that. 

Mr. Mason. We w pe be glad to hear you, Mr. Hyman. 

Mr. Hyman. Mr. Chairman, I appear here as amicus curae to the 
members of this ¢ saasila e. Tama minister without portfolio, but I 
have been laboring in the vineyard of taxation now for some 40 years, 
and my overweaning ambition is that someday we can see a code, an 
internal revenue code, which embodies a system of taxation that is 
based upon fundament: al] legal concepts, and which is reasonably clear 
and simple. 

Mr. Mason. And that is the ambition of the chairman of this com- 
mittee and all of us who are working on that now. 

Mr. Hyman. I know it is. Of course, I have presented this ques- 
tion to this committee before. 

Mr. Mason. Yes. 

Mr. Hyman. But under circumstances involving crises. emergen- 
cies, and what-not, so the committee has never had an opportunity to 
consider the merits of the suggestion, but I hope some day that. the 
taxpayers can look at the code and say, well, if I do this or do that, 
or if this takes place or in the event that takes place, here is what it 
will mean tome. He does not know it; his counsel does not know it. 
And, most of the courts do not know it. 

This memorandum which I submitted here deals with a number of 
problems that will be taken up later. I expect to appear here again 
on the 6th and to talk on a subject that is much nearer my heart, on 
which I think I can be much more helpful to the committee, than I 
am on this subject. 

I approach the capital-gains discussion with some diffidence, because 
no doubt you have heard so much about capital gains that what IT may 
say will sound repetitious, but what I have heard does not clearly 

indicate to me that that will be the result. 

May I indulge in a reference to what may be considered water over 
the dam, just as an approach to the discussion of this subject, and 
perhaps it might be looked upon as academic, from the legal stand- 
point, but it is not from the standpoint of the responsibility of the 
Congress of the United States. 

Capital gains, that is to say, a profit realized on the sale of property, 
was not income in any true concept of that word, and it only became 
so by judicial fiat. The people of the United States—I think I can 
speak for them—did not understand when the constitutional amend- 
ment was proposed to permit the Congress to tax income without re- 
gard to apportionment, that it meant anything more than if they 
were permitted to tax an income, that is, income as was understood 
by the average citizen. And I might say in support of that, that Con- 
gress did not think it was income, either. 

Mr. Mason. At that time. 
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Mr. Hyman. At that time, and they did not think it was income 
until the court said, so far as tax is concerned, it can be treated as 
income, and from there on, from that one false step, we went on and 
on until we got into a lot of problems and trouble. 

Now, I say that, because it has a bearing on the approach that this 
committee of the Congress should have, because we ought to treat 
with a considerable amount of diffidence, since it was something that 
was not contemp lated when the constitutional amendment was adopte “dl, 
and I often wonder if the suggestion had been made to the people of 
the United States, when the amendment was proposed, that it might 
result in a tax, so-called tax on income from the sale of property that 
they had been holding for 50 years, whether there would have been a 
16th amendment at all. In that sense, I think the whole thing is a 
fraud on the people. 

When we come to a discussion of the capital-gains tax, you know 
what has happened, year after year. Immediately they began to 
shout Wall Street, just as if a capital-gains tax was assessed on sales 
made by a handful of brokers, traders, who were working in that very 
much maligned street. They did not seem to realize that its impact 
reaches into every State of the Union, and touches literally millions 
of taxpayers, traders in securities, and that the profit that is made in 
trading of securities, or losses sometimes, are not by Wall Street, but 
by the American public. 

Now, if we are going to consider a capital-gains tax in that way, 
obviously we will never have a decent constructive law, as long as the 
approach is so improper. 

Another thing that has been an anomaly to the taxpayer, and it 
is anomaly in the courts, and it is not income under the English law, 
from which we take our cue, and when we come to the tax we run 
into a maze of difficulties and problems. If it were true income we 
would not have to have series after series of sections and subsections 
that have to be given special treatment. The longer we deal with 
t, the longer our experience with it, the greater our realization be 
comes that it is not what it purports to be. 

We needed money, and we passed a tax; it was a case, perhaps, of 
any port in a storm, but let us look at the practical side of the ques- 
tion: I say to you gentlemen that in the attempt to obtain revenue 
from the capital-gains tax, we have paid a fearful price in the harm 
that we have done to our economy and the injury that we have in- 
flicted upon the taxpayers. In dealing with securities, for example, 
and it is a legitimate business, and I might say that it constitutes one 
of the important arteries in our economic body, and I have never 
heard of an economic body with an artery of blood clot that was ever 
going to be very healthy, and we have got a blood clot on our economic 
artery beyond any question. 

But what have we done; what have we succeeded in doing for the 
revenue we have collected? We have absolutely killed the trading 
in securities in relationship, not only in securities, but other things 
that we call capital assets. We have killed it, relatively speaking. 

Now, let us see if we have. On pages 4 and 5 of this brief—and 
I am not going to talk about that now—but let me point out what has 
hi appened with the increase in the capital-gains tax to the volume of 
trading in securities. That is important as reflecting the effect of the 
capital-gains tax and the increase, but I have something that to me 
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is far more significant. Let me just read a little statement from a 
paper that I picked up yesterday, from one of the important invest- 
ment papers on finance in this country, which has this to say: 

The national output of goods and services, gross national production, rose to 
the peak dollar value of $348 billion in 1952, 5.5 percent over 1951. More than 
half of the $18 billion rise represents gains of physical products, while the 
balance was accounted for by price increase. National income, which is the 
sum of the earnings from this product, also set a new record of $292 billion 
last year, Commenting on the fact that more goods and services were produced 
in 1952 than any previous year, the Commerce Department said: 

“Unbroken series of annual advances since 1946 has now raised national total 
output nearly one-fourth since the first year following the war.” 

Now, the volume of business on the New York Stock Exchange by 
the end of 1952, and up to the present time in the year 1953 consti- 
tutes a rate of approximately 13 percent of the total listed shares. 
Going back 20 years, and taking the 5-year period from 1930 to 1934, 
inclusive, during which period | production and national income has 
gone up at a fantastic rate, we find the following: 

In 1930, the volume of business on the New York Stock Exchange 
representel 67 percent of the total listed securities. 

In 1931 it was 44 percent; in 1932 it was 32 percent; in 1933, 50 
percent; and in 1934, 25 percent. But the average for the period was 
43 percent of the listed securities. And we have millions more shares 
listed, and those shares represent companies which have had unpar- 
alleled growth. 

The industrial production for the same period was at 74 percent of 
the index 1935 to 1939 as established by the United States Bureau of 
Labor Statistics. And in December 1952 industrial production was 
233 percent of the index. 

Mr. Esrruarrer. Mr. Hyman, you cover about 10 or 12 subjects in 
your brief. 

Mr. Hyman. Yes; I am only talking about capital gains. 

Mr. Esernarrer. That is the only one you are going to discuss? 

Mr. Hyman. Yes; that is all. ‘There are a half dozen others that 
I expect to discuss later when I come before the committee. 

Mr. Eseruarrer. Some of the representatives of very large organi- 
zations will be given only 15 minutes, and you stated that you were 
appearing here in your personal capacity. 

Mr. Hyman. I think, perhaps contrary to what you are thinking, 
it is true, that I appear to be representing nobody, but only as a pro- 
fessional man interested in helping the work of this committee; and 
with that exception, I think I should be given consideration in the 
short time that I am appearing, which will be very short. It will only 
take me 5 or 10 minutes more. 

Mr. Mason. Very well. 

Mr. Hyman. During that period department-store sales, from 1930 
to 1934, represented only 28 percent of the 1947-49 index recently 
established by the Bureau; and on December 31, 1952, it was 115 
percent of that index. 

Now, think of that. Everything has been going up at a fantastic 
rate, except the business of dealing in securities. You must stay to us, 
Why the reason for that?) Why should not the business on the stock 
exchange have increased threefold or fourfold in the last 30 years, 
instead of going steadily downward ? 
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I do not think you have to look very far for the answer. The Con- 
gress has put business in a straitjacket. 

Mr. Mason. When did the stock exchange rate of dealings reach 60 
percent; and at that time what was the capital-gains tax ! 

Mr. Hyman. Let me turn back to the schedule. 

Mr. Mason. Just approximately. 

Mr. Hyman. About 1930. It was very much lower; there is no 
doubt about that. 

Mr. Mason. Yes. Do you recall what the capital-gains tax was? 

Mr. Hyman. Possibly around 12.5 percent; I dare say. 

Now let me give you a graphic illustration: A taxpayer bought, not 
so long ago, 100 shares of the preferred stock of the Rock Island 
Railroad at 40. Itisnow about 90. It isa sound security. It would 
be very nice if he could perhaps take a profit and get into another 
security, but it would cost him a thousand dollars for the privilege, 
and if he wanted to reinvest in another 100 shares of stock, he would 
have to make 10 points before he could afford to do so, and then have 
to take the chance on whether the security he buys is going to be as 
good as the security he sells. 

Yesterday a lady asked whether she should switch out of one stock 
into another. It would cost $400 to make the switch, and I told her no. 

Mr. Mason. Mr. Hyman, do you have a rate you would like to 
recommend ¢ 

Mr. Hyman. Yes. My recommendation is twofold. First, I want 
it to be understood at the outset that I think a capital-gains tax is a 
monstrosity and should not be on the books. I think we can get 
along without it, as other countries do, and if they can, we can. ut 
I do not anticipate at least that that can be accomplished at this par- 
ticular time; therefore, I say if we are to raise revenue, let us adopt a 
means of attaining it that is calculated to bring results. I say to 
abolish the old holding period. I say treat all sales, no matter 
whether the property has been held for a day or not, in the same 
way as property, and lower the tax rate to a flat 10 percent ? 

Mr. Mason. You recommend a 10-percent rate? 

Mr. Hyman. Yes. 

Mr. Mason. And you would do away with the time limit entirely ? 

Mr. Hyman. Yes. And I am satisfied that experience will con- 
vince you that the revenue will mean more at a straight 10-percent 
tax on that basis, it will probably be 3 times the amount of revenue 
that you are now getting. Just taking the two instances I gave you, 
they can be multiplied by millions, and you can see what it will do by 
increasing the volume of trading on the exchange, not only from the 
standpoint of the capital-gains tax, but from the standpoint of the 
documentation, transfer taxes. 

Mr. Mason. Mr. Hyman, do you think you can get that view point 
over to the Treasury, ‘which also has an interest in this, and which is 
insisting that the capital-gains tax should be increased rather than 
decreased? After all, you do not need to argue with us; I am already 
convinced ; I got that cut out some time ago. 

Mr. Hyman. I can only say this, that in my long experience one of 
the most important things to do was to insulate this committee from 
the Treasury Department. 

Mr. Mason. You cannot do it. 

Mr. Hyman. I understand you cannot. 
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Mr. Mason. Under our three-branch system. 

Mr. Hyman. I know. The point of the matter is that I think this 
committee knows better than the Treasury Department, whose only 
interest is in collecting taxes, and I think this committee knows what 
is best for the country asa whole. I think that they have been piling 
up so many errors and errors on the amendments to the code that they 
have just subjected the Government to contempt in their method of 
administration, which has been adverted to here this morning by other 
witnesses. 

I a one alternative suggestion: If the flat rate of tax at 10 per- 
cent, or a limit of 12.5 percent does not receive the approval of this 
denenaitinies then I say go back to the plan we had in effect some years 
ago and let us work out a decent scale of capital-gains taxes. I would 

say let us start with 15 percent during the first year of holding, 12.5 
percent during the second, 10 percent during the third, and 5 percent 
for the fifth and thereafter. ‘That is another method. I do not like 
it as well, but 1 am not much on this holding-period business. But 
I do say that it will give us far more revenue than the system we are 
using now, and it will be much better, a better working arrangement. 

Mr. Mason. Of course, then, the thory would be to hold on until 
they get the lowest rate. 

Mr. Hyman. No; I do not think so. I do not think that the astute 
investor would hold out that way, but they will not sell securities 
at the present tax rate; that has been statistically proven. 

Mr. Mason. We thank you very much for your testimony, Mr. 
Hyman. 

Mr. Hyman. Thank you. 

Mr. Mason. The committee will stand in recess subject to the call 
of the Chair. 

(The following material was submitted for the record on topic 22 :) 

Unitep STates SENATE, 
COMMITTEE ON ARMED SERVICES, 
July 30, 1958. 
Hon. DANIEL A. REED, 


Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. CO. 

Dear Mr. Reep: Enclosed is a letter we have received from Mr. A. R. McMicken, 
attorney at law, Rawlins, Wyo., relative to the provisions of the tax laws dealing 
with the period during which operating losses may be adjusted for tax purposes. 

It will be appreciated very much if Mr. McMicken’s letter can be made a part 
of the hearings being conducted by your committee at the present time. 

Thanking you in advance for your courtesy and with every good wish, believe 
me, I am 

Sincerely yours, 
LESTER C. Hunt, 
United States Senator. 


RAWLINS, Wyo., July 25, 1958. 
Hon. Lester C. HUNT, 
United States Senator for Wyoming, 
Senate Ofice Building, Washington, D. C. 


My Dear Senator: There is one problem that I should like to- discuss with 
you, that I think is or soon will be very serious to the farmers and livestock men, 
and that is the provision in the present income-tax law that particularly affects 
the livestock man—both the grower and the feeder—due to fixed costs, high 
overhead, and the sudden and wide fluctuations in our markets which make the 
income or net profit unpredictable for any one year and highly erratic or fluctuat- 
ing over a period of years. 
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This is the provision that an operating loss may be carried back 1 year and 
forward 3 years for purposes of tax adjustment. 

Under this provision it is still quite possible for a livestock, feeding, or farming 
operation to accumulate large losses and still have paid a sizable income tax. 
And I am sure this will become more apparent by next March 15. 

To get the picture of what I mean let us take a sample case: 


Year Profit Loss lax paid 
1950 $ On $15, 110 
1951 > (nr 2 
1982 $35, 000 | 
1953 ‘ 20, 000 
Total... - oe 5, OOK 55, 000 15, 110 
1] tive 


Net, for 4 years $20,000 operating loss; income tax paid, $15,110. Total out 
of pocket, depletion of capital or loss of credit $35,110. 

lor the 4 years the operation shows a total net loss of $20,000 during which 
time an income tax of $15,110 has been paid, and under the present law the only 
recourse, the only hope, is that 1954 and 1955 will be profitable enough to absorb 
these losses and they can be carried ahead. 

The unfairness of the law is that the Government already has its $15,110, the 
taxpayer has his total “loss” of $35,110 and there is nothing he can do about it 
as of today. 

As to the carry forward of 3 years—this is little consolation to the operator 
who has depleted his capital and credit and cannot continue in business, at least 
on his usual scale, or for reasons of health or age is unable to continue in busi- 
ness, or to his widow and orphans who may be left penniless. 

I could expand and dwell on this subject at considerable length, but I believe 
I have pointed out the implications and unfairness of the present law. Any set 
of figures may be used and with a succession of loss years anyone can see what 
the taxpayer is up against. 

There are two possible remedies, one of which should be enacted immediately 
before too much damage and loss is suffered by our people. 

The first and most commonly suggested remedy is to allow a ecarryback for 
3 years as well as ahead 3 years. This would certainly help especially if retro- 
active. 

The second and most permanently equitable solution would be an optional 
provision in the law giving the taxpayer or certain taxpayers, the option or 
privilege of computing his tax on say a 5-year running average. Each tax 
would be computed on the average of the income for the current year plus the 
4 preceding years. This would largely iron out the extreme peaks and valley 
that are so common to farmers, feeders, and livestock men, and, while he would 
doubtless have some tax to pay on loss years, it would enable him to build up a 
reserve during the best years, and that is hardly possible under the present law. 
Cases such as that described in this letter would be taken care of automatically. 

A more equitable and just tax law would certainly lend stability and encourage- 
ment to such as the farming and livestock industries. 

A tax based on the running average would not curtail the Government’s revenue 
but would tend to stabilize it. 

An amended law providing for 3 years carryback as well as 3 years carry 
ahead would solve the immediate problem and giv? immeasurable relief in the 
future, but it would not iron out the peaks and valleys, would not relieve or 
effect the man who maintains an operation on the profit side but whose margin 
of profit may fluctuate widely from year to year, and would not stabilize the 
Government’s revenue, In fact, under the carryback and carry-ahead provision 
the Government will be paying out refunds during years of smallest income. 

May I urge your sincerest and deepest consideration of this problem? 

Respectfully yours, 
A. R. MoMIcKen. 


37746—53—pt. 2--——-34 
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STATEMENT BY ELLISworTH ©. ALvORD, WASHINGTON 6, D. C., IN Re Topic 22, 
CAPITAL GAINS AND LOSSES 


RATE OF TAX 


The United States is one of the few countries which taxes capital gains as 
income. Economically such a tax is unwise because it distorts the investment 
market, and revenuewise the present high rate of tax on capital gains is unwise 
because it actually reduces the yield instead of increasing it. 

If there is to be a tax on capital gains, cold-blooded consideration of how to 
raise the most revenue by it requires recognition of a basic difference between 
ordinary income and capital gains. By and large, a taxpayer must take his 
ordinary income currently or lose it forever, regardless of the tax rates. But 
normally a taxpayer may choose between realizing a capital gain or deferring 
its realization, possibly until death. When presented with this choice, high tax 
rates will lead to deferral, with no revenue to the Government. Consequently, 
maximization of capital-gain-tax revenues requires a tax rate low enough not 
to discourage realization of gains. Furthermore, a high capital-gain tax oper- 
ates to discourage the making of investments, since taxpayers realize that any 
potential gain through appreciation in value will be reduced by the tax. Thus 
capital-gain-tax revenues are further reduced by the failure of taxpayers to make 
investments which may result in gain. 

It should be emphasized that a low capital-gain-tax rate should remain in 
force permanently. Once a practical capital-gain-tax policy is set, it should be 
followed consistently. Frequently fluctuations in the rate are unfair to tax- 
payers who make investments or who decide to defer realization of gains with the 
expectation that the tax rate will remain unchanged. 

An additional factor in favor of a lower tax rate on capital gains is the in- 
flation in values which has occurred since World War II. To tax the proceeds 
of a sale in the present inflated market as a gain amounts, in many cases, to 
what is virtually a capital levy. 

Recommendation: Reduce the alternative tax on capital gains of corporations 
and individuals to 12% percent. 


EXCHANGE OF INVESTMENT PROPERTY FOR OTHER PROPERTY OF A LIKE KIND 


Section 112 (b) (1) of the Internal Revenue Code provides that gain or loss 
shall not be recognized if property held for productive use in trade or business or 
for investment is exchanged solely for other property of a like kind to be held 
for the same purposes, but “stocks, bonds, notes, choses in action, certificates of 
trust or beneficial interest, or other securities or evidences of indebtedness or 
interest” are excluded from its application. This means that an investor in 
securities which have appreciated in value cannot exchange them for other 
similar securities without being subjected to capital-gain tax. And, since section 
112 (b) (1) is limited to exchanges, the owner of business property is taxable 
on gain from the sale of such property, even though it is replaced by other prop- 
erty of a like kind. 

The exclusion of virtually all securities from section 112 (b) (1) and the 
failure of section 112 (b) (1) to cover sales and replacements as well as ex- 
changes highlight one of the most unfortunate effects of the capital-gain tax. 
Persons holding securities which have appreciated in value cannot make a free 
choice between retaining these securities or replacing them with other similar 
investments. For example, if an investor holds a share of stock with a basis 
of $10 and a present value of $110, he cannot afford to dispose of this share of 
stock and replace it with stock in another corporation which is also selling for 
$110, even though he believes the other stock is a sounder investment. If he 
sells or exchanges his present share of stock he may have to pay a capital-gain 
tax of $26, leaving him with only $84 to reinvest. Consequently, he will not 
change his investment portfolio unless he believes that an investment of $84 
in a new stock is worth more than his present investment of $110 in the old 
stock. The same problem exists with respect to the replacement of business 
property unless the taxpayer is fortunate enough to be able to arrange an 
exchange. This artificial “notch” area created by the capital-gain tax distorts 
the securities market to the point where it no longer serves as an accurate re- 
flection ef current values. And it encourages taxpayers to retain unsafe in- 
vestments. The problem is particularly serious at the present time due to the 
inflation in values which has occurred since World War II. 

Recommendation: Permit taxpayers to elect to defer the recognition of gain 
on sale or exchange of securities or other investment property and of property 
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used in the taxpayer’s trade or business if such properties are replaced within 
12 months by other properties of a like kind. In such a case the basis of the old 
properties would carry over to the new properties. In order to prevent avoidance 
of tax, a decedent’s estate should be taxed on the excess of the fair market value 
of each property acquired under such an election over its basis, but not in excess 
of the gain previously deferred by the acquisition of the property. 


PROPERTY ACQUIRED FOR USE IN TRADE OR BUSINESS 


Strictly construed, section 117 (j) of the Internal Revenue Code applies to 
property “used in a trade or business,” but does not apply to property “acquired 
for use in a trade or business.” This creates unintended inequities where a 
taxpayer has acquired property for the purpose of using it in a trade or business, 
but has not done so because of a change in plans or in business conditions. 

Recommendation: Make section 117 (j) of the Internal Revenue Code applica- 
ble to property acquired for use in a trade or business unless such property has 
been converted into investment property. 





STATEMENT OF JOHN W. ANDERSON, PRESIDENT, NATIONAL PATENT COUNCIL, IN Re 
REVENUE REVISION HEARINGS 


My name is John W. Anderson. My residence is 578 Broadway, Gary, Ind. 

I am president and active administrative head of the Anderson Co., Gary, Ind., 
which I founded in 1918. My company is in its 36th year of uninterrupted re- 
search, product development, and manufacture. Hundreds of millions of prod- 
ucts embodying patented inventions originating and perfected in its labora- 
tories have served and are serving citizens of America and of all other civilized 
countries. 

I am also president of National Patent Council, a nonprofit, nonpartisan edu- 
cational organization controlled exclusively by smaller manufacturers who are 
its associates and who operate in many different industries throughout the 
Nation. 

I present the following statement in my own behalf as a citizen and in behalf 
of National Patent Council. 

Associated with National Patent Council are (1) smaller manufacturers con- 
tributing to the development and distribution of useful products having their 
origin in patented or patentable concepts; (2) inventors and researchers who, 
responsive to incentives provided by our patent system, create ideas usually 
refined into useful products by engineers employing facilities of smaller manu- 
facturers; and (3) members of the patent law profession who, in the Patent 
Office and in the courts, conduct procedures intended to give effect to invention, 
according to constitutional intent as reflected in our patent laws. 

Extraordinary pressures impel me, in behalf of such associates of National 
Patent Council and in the public interest, to choose well the words with which I 
shall attempt here to add some measure of clarity to understanding of the func- 
tion of inventive incentive in the vital crisis that at last has put in early jeopardy 
the very existence of our hard-won freedom in America. 

That two world wars have been won by the tough inventive and productive 
muscle of our citizens, manifested through the unprecedented productive facili- 
ties created by that muscle, offers us now no assurance. 

Today our people are confronted by a ruthless enemy who knows that its drive 
for worldwide dominance can be accomplished only by exceeding, within its bor- 
ders and the borders of its captive nations, our capacity for invention and pro- 
duction. Few informed men, either here or abroad, question that the struggle 
of free men, to subdue the crushing tyranny of communism, will be decided in 
the basements, bedrooms, garrets, and other small workshops of American in- 
ventors—to an even greater extent than in all of America’s vast laboratories 
for basic research. The application of that research, to useful invention, is the 
job of the individual inventor. 

American industry has demonstrated well its capacity for merging the in- 
dividual invention into the mass of that industry’s contributions to public secur- 
ity. However, invention is particularly a function of the individual citizen. 
Its incidence diminishes or disappears when the individual is cushioned by lush 
finances and with fabulous facilities. . 

On the whole, invention results from ambition, on the part of the individual, 
to make secure his own position in our economy by unwavering devotion to crea- 
tive and productive activities. 





1186 GENERAL REVENUE REVISION 


Any influence that minimizes incentive to invent, and thus restrains the am- 
bition of inventors, retards our industrial development, thus strengthening our 
enemies as we deprive ourselves of strength. 

The incentive to labor for invention and production in our country has been 
reduced, during the past 20 years, in many important ways. Among those de- 
pressive influences we find our inconsiderately imposed methods of taxation. 

(a) Most inventors know they are confronted with great uncertainties in their 
efforts to recover their investment in time, money, and effort during the period 
of incubation of the invention. 

(b) Most inventors know that only a small percentage of inventions prove 
timely enough and useful enough to make possible their profitable production and 
distribution. 

(c) Most inventors know that it sometimes requires years after a patent 
issues to get the invention produced and distributed profitably. 

(¢d) Most inventors know that even though once established in the market 
an invention may be superseded, almost overnight, by a superior product em- 
bodying an improvement. 

(ec) Most inventors know that ideological hostility to the incentive-economy 
concept, of which our Patent System is the basic reflection, has so monopolized 
the thinking of influential men at various levels of power in government as to 
have minimized hope of having a patent sustained at all levels of the Federal 
judiciary. 

(f) Most inventors know that chances of finding financial support and manu- 
facturing and distributing facilities for any invention have been minimized by 
the influences above cataloged and know that without that support there is scant 
opportunity to receive any compensation for concentration on an inventive 
problem. 

In spite of the above influences, doubtless convinced that adjustments in Feed- 
eral administration eventually would occur to remove handicaps, some inventors 
have persisted in reaching for the rewards of inventions, but in diminishing 
results at a period when our survival demands increased inventive productivity. 

Inventors are not encouraged to believe their contributions to our health, 
comfort, convenience, and security are fully appreciated when they see investors 
in petroleum production, for example, granted a depletion allowance of 27% 
percent aS against the total income from their petroleum-producing properties. 

Inventors are not inspired to relentless labors when they see owners of other 
types of property granted a capital-gains advantage as that property is disposed 
of—either for a lump sum or with payments deferred. 

It perhaps would not be appropriate to burden your committee with any ex- 
tended comment on various governmental interferences with the normal func- 
tioning of our Patent System, in subversion of its purposes, or with any 
discussion of the frightening disabilities imposed upon industries essential to our 
defense by othose interferences. 

Among those disabling interferences we find outstanding the persistence of 
agencies of Government in pretending to own patents, a pretense in clear con- 
travention of constitutional intent. 

In recent years inventors have been treated to the confusing spectacle of men 
in high places in Government proposing from many platforms, and still pro- 
posing, compulsory licensing of patents—our enemies’ pet device for destroying 
incentive to invent, produce, and distribute new and better products in the 
service of the public. 

Inventors, and those who finance the refinement, production, and distribution 
of their inventions, have witnessed departments of Government divesting in- 
ventors and producers of their patent rights, although presumed to be valid rights, 
through consent decrees of courts in litigation imposed by Government and 
involving other considerations than patents. 

Inventors have seen agencies of Government, through political preference, ar- 
bitrarily inflate old and unrelated sources of production, or establish entirely new 
ones, under license of patent rights obtained as a requirement for orders placed 
by Government, without regard to any moral obligation to place Government 
orders and contracts on products covered by the patents with the already 
established, thoroughly competent manufacturers from whom the patent rights 
were obtained. 

Thoroughly frightened, as they should be, men feeling keenly the dearth of 
new inventions resulting from such destruction of incentive in major defense 
industries, have been advocating persistently, in recent years, adoption of the 
discredited Russian system of arbitrary cash awards for invention. This 
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reflection of panic offers your committee a perhaps not directly pertinent but 
nonetheless important added reason for supporting the action herein sought as 
a means of removing the depressive influence created by tax inequities within the 
purview of your committee’s assignment and herein discussed. 

Action will be taken to bring to the attention of appropriate committees of 
Congress depressive influences upon invention and production not directly related 
to the subject of your present inquiries. 

In the meantime, may we recommend most urgently that your committee take 
steps to cause to be presented to the Congress for enactment a bill providing 
that all income arising from licensing the use of patent property, or from its 
sale, be subject to a reasonable depletion allowance—and thereafter to treatment 
as capital gains, before the application of Federal income tax. 

It is not believed that any exceptions, variations, or deviations should be made, 
as to the identity or status of the recipient of the income, or as to the source or 
amount of the income. 

In establishing a reasonable percentage of depletion allowance, certain condi- 
tions peculiar to patents should be considered : 

(1) The life of the patent is limited to 17 years following the date of its 
issue. Beyond that period it has no value. 

(2) Not one patented invention in seven ever goes into substantial produc- 
tion and use or returns to its inventor or producer any part of the usually 
burdensome cost of discovering, developing, patenting, or producing it. 

(3) Of those patented inventions which go into production and distribu- 
tion, only a small percentage proves profitable and continues on the market 
for a period of years. 

(4) Of the 17 years of the life of a patent on the small minority of inven- 
tions that have any degree of commercial success, it is estimated that the 
average life of profitable production of the invention is less than 7 years. 

(5) At best the inventor, and his assignees who license others, can have 
no sustained royalty income except in sharing in small fraction the excep- 
tional benefits of the invention for which its users are willing to pay. 

(6) Single inventions have spawned vast industries that did not before 
exist. As such new industries grow in the service of the public they increase 
employment and create new sources of tax moneys. 

With the above facts in mind, it is suggested that a reasonable depletion allow- 
ance against income from the licensing or sale of patents should be not less than 
that established for the petroleum industry. 

One of the most potent advantages to be gained by the public from such deple- 
tion allowance with be that the sums allowed would be available, tax free, to 
the inventor, or his assignee, for the financing of further invention and pro- 
duction. Thus would be produced increased incentive—with increased financial 
implementation for continuing contributions. 

As has been said in a statement to a committee of the 82d Congress by William 
H. Barnes, Muncie, Ind., prominent for years in invention and development : 

“The present attitudes of the Bureau of Internal Revenue result in an unneces- 
sary burden upon our courts and, because of the worry, costs, and waste of time 
and energy inflicted upon any reasonably successful inventor, they act as a 
positive deterrent to productive inventive activity by independent enterprisers 
Eventually society itself will be the principal loser; but an important incidental 
loser will be the Treasury Department, whose shortsighted efforts to extract a 
maximum of tax returns from relatively minor sources will in time eliminate 
many major sources with potential tax returns hundreds of times as great.” 

There are submitted herewith, to be treated, please, as merely suggestive, two 
supplements: 

(a) One supplement dealing specifically with the recommendation that 
revenue from patents be treated as capital gains, and 

(0) The other supplement dealing specifically with the establishment of 
a percentage of depletion allowance or patents. 

National Patent Council has full confidence in the competence of your com- 
mittee to give appropriate legislative form to the proposals herein advanced. 
It shall be happy to cooperate with your committee, in any manner which you 
may suggest, in further consideration of these proposals. 

Patent values are speculative. The percentage of failures, even to mediocre 
successes, is at least as high in the field of invention as in drilling for oil. The 
petroleum industry’s depletion allowance is justified by the urgency of our need 
for an ever adequate supply of petroleum derivatives to support our economy 
and our country’s mechanism for defense. 
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Sources of petroleum can be defined. Their limitations are physical and 
fixed. Special tax-remitting incentives to capital to promote petroleum dis- 
covery and production in the public interest have been effective. The Nation 
has benefited, and apparently will continue to benefit, far beyond the value of 
any tax concessions involved in depletion allowances in the petroleum industry. 

The field of invention has limitless horizons. Discoveries in that field are 
limited only by the will to exert the presumably infinite capacities of the human 
mind. 

Responsive to that primal law of nature which moves inexorably toward self- 
preservation, all normal men, according to their lights, seek first those things 
that may make most for their own security. Such men for like reason seek to 
avoid all that which promises unbearable frustration or serious hurt. 

Experience through the ages has taught that the contributions of the in- 
dividual to the welfare of the mass are greatest when only incidental to his 
efforts te gain honest profit directly for himself. 

The sacrificial individual, willing to consecrate his life entirely to the welfare 
of others, without regard to his own profits or penalties, exists most frequently 
in rhetorical excesses—and is not enough the rule. 

Adequate incentives are indispensable to the stimulation of the human animal 
to that extraordinary mental effort required to penetrate that stubborn “super- 
sonic wall” that hides creative concepts helpful to our people. 

It is respectfully submitted that, regardless of the niceties of the obvious 
equities involved, it is good public policy for Government to improve, rather 
than diminish, incentives to inventors to keep striving to penetrate that “super- 
sonic wall’—to bring back from behind it discoveries that can prove infinitely 
more important than the discovery of new pools of petroleum. 

Shrewd men, seeking in America a planned economy, have stated, in argu- 
ment for disabling restrictions upon it, that our patent system is the “nerve 
center” of our free, competitive economy. 

In a statement to the Senate Patents Committee on October 23, 1942, more 
than 10 years ago, I said: “Were it my task, as a supersaboteur, to destroy 
America, I should certainly want to begin by disabling her patent system, thus 
to sterilize her entire economy.” 

Invention is the fountainhead of all useful wealth created by man. 

What dulls incentive to invest dims the flame by which America once lighted 
and led the world. Let us restore and enhance that incentive, that we, as a 
free and productive people, may survive. 

As indicated above, associates of this council are most earnestly and fervently 
desirous of protecting and enhancing the American inventive-incentive 
economy—that it may not be found, in this most crucial period of ideological and 
technological competition for world leadership, less responsive to our needs 
than it has been in meeting and defeating the same satanic philosophy that 
inflicted upon us the scars, distortions, and aberrations that grew out of the 
First and Second World Wars. 





SUPPLEMENT No. 1 TO STATEMENT OF JOHN W. ANDERSON, REVENUE REVISION 
HEARINGS 


CLASSIFICATION OF REVENUE FROM PATENTS AS CAPITAL GAINS 


This supplemental statement is offered for consideration of a subject of the 
statement to your committee under date of August 5, 1953, by John W. Anderson 
individually and for National Patent Council. 

It is well that this committee should hold hearings to develop a permanent 
basis of taxation for the future and it is sincerely hoped that in these hearings 
the committee will give consideration to the tax problems of American inventors. 
The tax problems of the inventors of today are made more complicated by a con- 
flict between the courts and the Bureau of Internal Revenue in the interpretation 
of the existing tax laws dealing with revenue from the sale or license of patents. 

Revenue from the sale or license of patents is classified, under instructions of 
the Internal Revenue Bureau, as earned or ordinary income, while the courts 
have more or less consistently found in favor of the patent-owner taxpayer and 
sustained the capital-gains theory of taxation on patent revenue. This conflict 
alone between a Government agency and the courts in the interpretation of our 
present tax laws should be sufficient to influence the committee to a careful con- 
sideration of our tax laws insofar as they affect patent revenue. 
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There is ample precedent for a full consideration of this issue by the commit 
tee. During the second session of the 8lst Congress, a bill, H. R. 8920, which 
became identified as the revenue bill of 1950 was introduced. This bill contained 
a provision that specifically prohibited an inventor from treating revenue based 
on the sale or license of a patent as a capital gain. The bill passed the House on 
June 29, 1950, with the above-mentioned patent provision therein, but the Senate, 
upon due consideration, deleted this patent provision. The bill, as approved by 
the Senate, subsequently became Public Law 814, thus leaving the tax law, insofar 
as patent revenue is concerned, as it was originally; that is, in a state of con- 
fusion. Today, the courts continue to favor the patent-owner taxpayer and, in 
the majority of cases, they hold in favor of a capital-gains treatment of patent 
revenue as against the Internal Revenue Bureau’s specific instructions of March 
21, 1950, that all patent revenue, whether from the sale or license of a patent, 
shall be taxable as ordinary income. 

At present, section 117 (a) (1) (A) of the Internal Revenue Code defines a 
capital asset as follows: 

“The term ‘capital assets’ means property held by the taxpayer (whether or 
not connected with his trade or business), but does not include 

“(A) stock in trade of the taxpayer or rather property of a kind which 
would properly be included in the inventory of the taxpayer if on hand at the 
close of the taxable year, or property held by the taxpayer primarily for sale 
to customers in the ordinary course of his trade or business ;” 

Also, the Internal Revenue Code defines a “long-term capital gain” as a “gair 
from the sale or exchange of a capital asset held for more than 6 months, if and 
to the extent such gain is taken into account in computing net income.” 

Thus, if an inventor makes more than one invention, the patents thereon are 
considered by the Internal Revenue as “property held by the taxpayer primarily 
for sale to customers in the ordinary course of his trade or business” and there- 
fore not considered a capital asset. 

Moreover, on March 21, 1950, the Bureau of Internal Revenue issued instrue 
tions governing the treatment for income-tax purposes of payments made for the 
use or sale of patents. The exact language of the Bureau’s instructions follows: 

“The Bureau has reached the conclusion that where the owner of a patent 
enters into an agreement whereby, in consideration of the assignment of the 
patent, or the license of the exclusive right to make, use, and sell a patented 
article the assignee or licensee agrees to pay the assignor or licensor an amount 
measured by a fixed percentage of the selling price of the article so manufactured 
and sold or amounts per unit based upon units manufactured or sold, or by any 
other method measured by production, sale, or use either by assignee or licensee, 
or amounts payable periodically over a period generally coterminous with the 
transferee’s use of the patent, such agreements, for income-tax purposes, are to 
be regarded as providing for the payment of royalties taxable as ordinary 
income.” 

This ruling by the Bureau of Internal Revenue, which was indicated as applica- 
ble only to taxable years beginning after June 1, 1950, is in direct conflict with 
the decision of the Tax Court of the United States in Myers v. Commissioner of 
Internal Revenue (68 U. 8. P. Q. 346), decided February 26, 1946, and many other 
Tax Court and Federal court decisions. 

Not only to eliminate the conflict between the Bureau of Internal Revenue and 
the courts in the interpretation of the Internal Revenue Code, but also to en- 
courage inventors by increasing rather than decreasing their rewards, it is 
hereby proposed that section 117 (a) (1) (A) be amended by inserting before the 
semicolon at the end of the foregoing quotation the following: 


“UNLESS SUCH PROPERTY IS A PATENT” 


In support of this proposed amendment to the Internal Revenue Code, the com- 
mittee’s attention is directed to an apparent slowdown in American inventiveness 
and in the granting of United States patents. This decline may indicate that the 
United States is approaching a technological stagnation similar to that of 
England. The answer to this problem would probably also answer the following 
question that is heard so freqently today: “Who will strive to invent things if 
the fruits are to be taken away by the collector of internal revenue? Why 
bother?” 

Attached hereto is a graph entitled “Trend of Inventive Thinking in the United 
States 1900-50.” 

This graph is based upon the annual number of patent applications for each 
10,000 of population in the United States. For example, in 1900, when the 
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population was 76 million, patent applications averaged 5.5 for each 10,000 of 
population. In 1949, with a population of 150 million, and with infinitely more 
technical knowledge available, the average was 4.4. 

The graph depicts a potentially dangerous trend; that is, creative thinking 
in technology is declining at an alarming rate in the United States. 

In the recent hearings before the House subcommittee of the Committee on 
Appropriations, 83d Congress, Ist session (March 10, 1953), the Commissioner 
of Patents introduced into the record a chart (p. 312 of the committee hearings) 
showing the number of new applications for patents received by the Patent 
Office during the years 1949 to 1953. This chart tells the story: 


New applications received : 
Patents (excluding designs): 


1949 ne aoneteasecacn ethan ok vad dicccaimaeteinlamanine eaten 66, 292 
1950 - ele aa easing ete a 
1961...- ee haa cc sian tea coeicaet anaemia dae 63, 237 
1952 pi es ee ee Rh Od Se Ea ee ee ee __.. 60, 386 


This decline in inventing and patenting new inventions parallels very closely 
comments made in recent years about the known cases of business and profes- 
sional men who make a studied effort not to make more than a certain amount a 
year, purely because “there is no point,” as one man said, “in working all winter 
at my age and coming out with no more than I would have by taking it easy from 
October to April.” This is a rather sad commentary on a system supposed to 
promote American initiative, enterprise, and industry. 

Inventors invariably are men who have abjured indulgence in physical and 
mental diversions commonly enticing. Such men, usually in seclusion, give to 
the problems of producing better mousetraps and more useful other things a 
devotion often unsurpassed even in the field of religion. 

There is nothing spectacular in the unpublicized and limitless hours of mental 
and physical concentration which such men have schooled themselves to give to 
such problems. This concentration at times involves almost total social, physical, 
and financial sacrifice in pursuit, over a period of years, of a single invention 
which, when achieved, in itself may appear so simple as to offer no hint, even 
to a mind schooled in judicial procedure, of the grueling labor and heartbreaking 
disappointments that have measured the price of the achievement. 

Thousands of men throughout America form the patient army that, since the 
establishment of our patent system, has battled persistently to provide for all 
our people a greater abundance of the things that have made the lives of Ameri- 
cans more fruitful than those of any other nation known to history. 

Those men have experienced both the disappointments of repeated failures 
and the joys of final achievement. They have relied upon the equities of our 
patent laws, a reliance without which they could not have sustained their efforts. 

The Founding Fathers believed so strongly in the importance of rewarding the 
creator of new things that they put it in the Constitution. Article 1, section 8, 
of the Constitution declares: 

“The Congress shall have the power to promote the Progress of Science and 

useful Arts, by securing for limited times to Authors and Inventors the ex- 
clusive Right to their respective Writings and Discoveries.” 
The Congress of the United States has exercised this power to the great benefit 
of the people of America by setting up a patent system for this purpose. Let us 
not turn our backs upon the philosophy of the Founding Fathers and penalize 
inventors rather than reward them. 

In the name of the individual inventor who forms the base upon which our 
gigantic industrial system has been built, and in the name of small and inde- 
pendent businessmen throughout the Nation, it is respectfully and urgently re- 
quested that this committee recommend and support legislation providing amend- 
ment of the Internal Revenue Code as herein proposed. 

In the greatest industrial nation on earth, inventive thinking seems to be 
on the decline. Since all technological advance is originally founded on creative 
thinking, we can well ask ourselves, how long will we continue to be the greatest 
industrial nation on earth if we permit our inventive genius to dry up? Yet, 
that is exactly what is happening. If we don’t do something to change this 
trend, eventually our country will lose its place as the leading industrial nation. 

When inventions bring returns to their creators, it is only because their 
exploitation has created commercial activity which in itself may yield taxes 
many, many times the inventors’ entire returns. Inventors in general do not 
work for the pleasure of it. When the returns that they can keep, out of many 
years of effort, tend to diminish too far, many of them will turn to other less 
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speculative fields of endeavor, and those vast sources of tax returns will greatly 
diminish. 

The present attitudes of the Bureau of Internal Revenue result in an unnec- 
essary burden upon our courts and because of the worry, costs, and waste 
of time and energy inflicted upon any reasonably successful inventor, they act 
as a positive deterrent to productive inventive activity by independent enter- 
prisers. Eventually, society itself will be the principal loser; but an important 
incidental loser will be the Treasury Department, whose shortsighted efforts to 
extract a maximum of tax returns from relatively minor sources will in time 
eliminate many major sources with potential tax returns hundreds of times as 
great. 

Apparently, unless the Internal Revenue Code itself is reworded in unmis- 
takable terms as herein suggested, the Bureau will continue to disregard the 
mandates of the courts and to place its own conflicting interpretation upon 
the code. The proposed amendment to section 117 of the code is a well-conceived 
correction for this present conflict of authority, and aeserves the fullest support 
of the entire committee. 


TREND OF INVENTIVE THINKING 
IN THE UNITED STATES, 1900-1950 


Ratio-Patent Applications 
to 10,000 Population 
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Distributed by e NATIONAL PATENT COUNCIL » 1434 W. lith Ave., Gary, Indiana 


Source. US Oeperiment of Commerce 


SUPPLEMENT No. 2 TO STATEMENT OF JOHN W. ANDERSON 
PERCENTAGE DEPLETION ALLOWANCE ON PATENTS 


This supplemental statement is offered for consideration of a subject of the 
statement to your committee under date of August 5, 1953, by John W. Anderson 
individually and for National Patent Council. 

Operators of oil wells and mines receive a depletion allowance because it is 
recognized that the country needs the oil and the minerals and wants to en- 
courage these operators to drill wells and to open mines. The depletion allow- 
ance is based on the fact that the supply of oil or minerals in a given area will 
eventually be exhausted. However, not one penny is given to an inventor for 
depletion, although a patent can last only 17 years. The inventor usually has 
much less than 17 years to reap the harvest on his patent because it almost 
always takes from 5 to 10 years to get the patented invention into production 
and on the market. An oil well or a mine might continue to produce for 50, 
75, or 100 years. 
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Therefore, if the operators of oil wells and mines are entitled to a depletion 
allowance, surely the inventor, to whom this country is indebted to a greater 
extent for its industrial growth and strength, is entitled to an even greater 
depletion allowance. 

It is therefore recommended that this committee give serious consideration 
to legislation leading to the amendment of the Internal Revenue Code by amend- 
ing section 23 (m) as follows: Line 1, after “deposits” and before “and,” 
insert the word “Patents.” 

Add the following paragraph to Section 114 (b): Basis for Depreciation and 
Depletion : 

(5) “Percentage depletion for patent property.—In the case of patents, the 
allowance for depletion under section 23 (m) shall be 3314 per centum of the 
gross income from the property during the taxable year, excluding from such 
gross income an amount equal to any royalties paid or incurred by the tax- 
payer in respect of the property. Such allowance shall not exceed 50 per 
centum of the net income of the taxpayer (computed without allowance for 
depletion) from the property, except that in no case shall the depletion allow- 
ance under section 25 (m) be less than it would be if computed without refer- 
ence to this paragraph.” 

Attached hereto is a graph entitled “Trend of Inventive Thinking in the United 
States 1900-50.” 

This graph is based upon the annual number of patent applications for each 
10,000 of population in the United States. For example, in 1900, when the popu- 
lation was 76,000,000, patent applications averaged 5.5 for each 10,000 of popula- 
tion. In 1949, with a population of 150,000,000, and with infinitely more technical 
knowledge available, the average was 4.4. 

The graph depicts a potentially dangerous trend; that is, creative thinking in 
technology is declining at an alarming rate in the United States. 

To show further the continued downward trend of our inventive thinking, the 
committee’s attention is directed to the recent hearings before the House sub- 
committee of the Committee on Appropriations, 83d Congress, 1st session (March 
10, 1953). In those hearings, the Commissioner of Patents introduced into the 
record a chart (p. 312 of the committee hearings) showing the number of new 
applications for patents received by the Patent Office during the years 1949 to 
1953 as follows: 


New applications received: 
Patents (excluding designs) : 
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Since all technological advance is originally founded on creative thinking, we 
can well ask ourselves, how long will we continue to be the greatest industrial 
nation on earth if we permit our inventive genius to dry up? If we don’t do 
something to change this trend, eventually our country will lose its place as the 
leading industrial nation. 

This is a broad statement, but it is true, and we might as well face the facts. 
Something must be done to encourage our inventors to expand their activities. 
This committee has already been asked, in an accompanying statement, to refrain 
from discouraging inventors. The committee is now urged to do something to 
reverse the trend indicated by the graph during the past two decades through 
legislation leading to amendment of the Internal Revenue Code as herein pro- 
posed. 

The question is, what can be done? And the answer is, encourage inventors 
by increasing their rewards. 

Incentive is the reason for percentage depletion, and research and develop- 
mental cost deductions on income-tax returns. These special incentive provisions 
should be adopted in recognition of the American inventor’s contribution to the 
growth and strength of our Nation. Their effectiveness as incentives to inventors 
will be demonstrated within a short time, if the code is amended as suggested. 

Inventors are the unsung heroes in the march of progress and industrial 
growth of this Nation. Others who have contributed to the growth of our country 
have been rewarded through Government subsidy or otherwise for their efforts. 
The inventor has stood alone these many years, and it is apparent from the 
statistics here introduced that he is quite discouraged. 
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Look about your home today—the kitchen, the living room, the bedroom, the 
bathroom. Try to count the timesaving and health-promoting improvements 
unknown to our grandfathers. Look for those little marks on the bathroom 
fixtures, kitchen utensils, alarm clocks, and the many other things to which, in 
your homes, you have become so accustomed as to be scarcely conscious of their 
existence. 

Those little marks are patent numbers, or notices of patent pending, or perhaps 
the patent has expired long since and the mark is omitted, with the invention 
dedicated to the public, without the inventor ever having received a cent for his 
contribution to your comfort. 

Whenever you see such a mark, give a thought, and your thanks, to the man 
or men who perhaps neglected their meals and borrowed or begged, to keep going 
while they sought a way to make a new product for you, or to make an old 
product better. 

The next time you ride in an elevator in a public building please wonder how 
many men have contributed to the improvements which made the modern ele- 
vator, and therefore our modern skyscrapers, possible. And the next time you 
enjoy your television or radio, use your telephone, or ride in an automobile, 
train, boat, or airplane, please lift your hat in tribute to those many patient men 
who, bit by bit, day by day, and night by night, pieced together, perhaps while 
you were at cards or golf, the pattern of the things which serve us all today— 
things which were beyond the reach of kings and potentates throughout cen- 
turies of recorded history. 

To appreciate what this broad service means, let us also remember that the 
perfection of an invention is but the first of three important steps. The inven- 
tion must next be manufactured. It must also be brought to the attention of 
those who may need it, and must be made readily available to them. Those 
steps all take effort, specialized experience, and money. All three steps involve 
financial risk. Reasonable assurances of a fair return, which has not been 
present under our current tax laws, would give the inventors of America the 
courage to venture further into the realm of the unknown. 

Somewhere on the road from the inventive idea to the public market some 
ventures fail. 3ut out of the multitude of such efforts come the many things 
that make for a fuller and finer life for all our people. 

In considering the inventor’s contribution to the growth and progress of our 
Nation, remember that every successful invention you see on the market today 
may have behind it a series of as many as 10 or 15 failures, all of which the 
inventor may have to pay for out of his own pocket and simply charge to 
experience. 

When we stop to think that less than 15 percent of all the inventions patented 
in this country ever appear on the market, and that every successful invention 
may have been preceded by as many as 10 failures on the part of the inventor, 
we quickly appreciate the risk factor in this field and the necessity for a broad 
tax provision to compensate the inventor for his many efforts toward the welfare 
of this country. 

There are those in Government today who fee] that lavishing bounties upon 
inventors in this country will stimulate inventiveness. There is now pending 
in Congress, a bill, H. R. 5889, providing for monetary awards to inventors who 
contribute their inventions for national defense. One thing that seems wrong 
with this bill and with the entire approach of Government to the question of 
creative achievement in science and industry is the apparent belief that money 
lavishly appropriated provides incentive, generates ambition, and inspires dili- 
gence in the individuals subjected to this featherbedding influence. Experience 
teaches the contrary—not only our experience in America but every experience 
of mankind in which Government planners have set out to purchase or compel 
achievement in disregard of the fundamental characteristics of the human 
animal. 

Under the proposed amendment, the Internal Revenue Code will provide, that, 
in computing net income subject to Federal income tax, there shall be allowed 
as a deduction for depletion on every successful patented invention an amount 
not to exceed 3314 percent of the gross income on that invention for each taxable 
year. 

The proposed amendment to our tax laws will affect all inventors in the same 
way. Both large research organizations and individual inventors find it neces- 
sary to spend for inventing and developing new ideas more than the proposed 
amount of depletion. The investment risks are relatively the same. In general, 
the large research organizations take the more expensive risks while the indi- 
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vidual inventors, lacking capital, take the smaller risks. The full amount of 
depletion is necessary for both. 

A depletion allowance, for tax purposes, on all successful patented inventions, 
will result in more money being put back into research and development than is 
now possible. In this way, inventors will have not only the incentive but also a 
substantial financial boost to keep them interested in taking the increasingly 
costly risks involved in inventing and developing new things. Professional 
assistance in the development of new ideas and the cost of equipment for making 
models grow higher every year. 

The proposed percentage depletion represents a fair return to the taxpayer 
of the capital values created through the development, patenting, and promotion 
of a successful invention. It is based upon the principle that, as the life of the 
patent (originally 17 years) dwindles, the inventor or patent owner is entitled 
to a depletion allowance to compensate for the capital value in his patent which 
is currently used up. 

The expenditures for labor, tools, and handmade models in the development of 
an invention represent the cost of an intangible asset. Unlike such costs incurred 
in the building of a physical structure, like a house, a business establishment, or 
the like, which are of a tangible nature, the labor and other intangible costs 
connected with the development and marketing of an invention may not produce a 
salvageable asset. They may result in a discarded or abandoned experiment. 

The depletion allowance herein suggested does not guarantee to any inventor 
that he will make a successful invention. He is merely given the means from 
his own depleted capital, after making one successful invention, to go on further 
and make more successful inventions. 

In view of the foregoing, it is sincerely hoped this committee will give most 
careful consideration to the proposed amendment of our internal-revenue laws to 
aid and encourage the American inventors. 


TREND OF INVENTIVE THINKING 
IN THE UNITED STATES, 1900-1950 


Ratio-Patent Applications 
to 10,000 Population 
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STATEMENT OF INDEPENDENT NATURAL GAS ASSOCIATION OF AMERICA, WASHINGTON 
6, D. C., IN Re Topro 22. CaprraL GAINS AND Losses INCLUDING PROBLEMS 
RELATING TO BASIS 


An inequity that has existed in the Internal Revenue Code deals with the non- 
deductibility by corporations of net long-term capital losses when they are in 
excess of net short-term capital gains for the corporation's current tax year. 
The fact that such excess of capital losses may be carried forward for a period of 
5 years as an offset to net capital gains in those years does not relieve the inequity 
or hardship on corporations. 

Such net losses in the case of a corporate taxpayer are usually the result of 
transactions which are an integral and essential part of the corporation’s opera 
tions. With respect to utility companies, investments may be made in the capita 
stock of local industries with the object of promoting local employment and 
business activity which in turn will increase the utility’s revenues and scope of 
operations. Also, two or more corporations may jointly invest in the stock of a 
bnew corporation at the request of some governmental authority to promote the 
national-defense effort or for the public good in general. For example, a group 
of electric utilities have recently organized a separate corporation to develo) 
electric resources for the Atomic Energy Commission. Additional investments 

n varying proportions of capital requirements have been made in corporations 
engaged in research for developing new products from natural gas and oil. Th 
! 








electric industry is joining chemical companies in research toward the develo] 
ment of generating electricity from nuclear energy. Such necessary exploratory 
und research undertakings are made, in many instances, through separate corpo 


rations with the knowledge that partial or complete failures will obtain in many 
instances. 

In any of the cases mentioned, the corporate-tax payer will in most instances 
own less than 95 percent of each class of the capital stock of the corporation 
invested in and thus will not come within the requirements of sections 23 (g) 
(4) (A) and 23 (k) (5) (A). These code sections provide that if 95 percent 
or more of each class of stock of the affiliated corporation is held by the cor 
porate-tax payer, then such stock will be deemed not to be a capital asset and 
will not therefore come under the capital gains and loss provisions of section 117, 
so that any loss is an ordinary loss. 

We urge that in order to arrive at true corporate net income for any current 
tax year, code section 117 (d) (1) should be amended so that the excess of net 
long-term capital losses over net short-term capital gains, in the se of corpora- 
tions, when incurred as a result of a transaction entered into juSiness pur 
poses, should be allowed as deduction, regardless of the percentage of each class 
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of stock owned as set out in code sections 23 (g) (4) (A) and 23 (k) (5) A(). 








STATEMENT OF WILLIAM F. SULLIVAN, PRESIDENT, NATIONAL ASSOCIATION OF 
Corron MANUFACTURERS, AND NORTHERN TEXTILE ASSOCIATION 


The National Association of Cotton Manufacturers and the Northern Textile 
Association represent textile manufacturers, principally cotton and synthetic 
fiber mills located in the Northeastern States 

The associations endorse the principle of flexible depreciation and urge that 
appropriate legislation be enacted to amend the Internal Revenue Code to permit 
the taxpayer to elect to depreciate productive equipment on the basis of its useful 

fe as determined by the taxpayer. The useful life of buildings, however, shal 
be determined to be not less than 10 years; in the case of machinery, it shall be 
not less than 5 years, except that short-lived personalty such as automobiles, 
trucks, and small tools shall be limited to a useful life of not less than 2 years 
There is no limit on the maximum life. 

Prior to 1934, the provisions of the Internal Revenue Code, which permit a 
reasonable allowance for exhaustion and wear and tear of property used in trade 
or business (including obsolescence) were interpreted in such a way as to give 
considerable leeway and to accord with 1eral business practices. As a result 
of regulations promulgated at that time, however, the depreciable life of ma 
chinery and equipment has been extended. During the same period, important 
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and rapid technological developments have taken place in the textile industry 
and are continuing without abatement. Although this development in this highly 
volatile and competitive industry might not have been foreseen in 1934, the result 
has been to burden many mills with a tax depreciation policy which does not 
accord with the realities of fiber and technological development in the industry. 

We earnestly submit that the following reasons should be persuasive in con- 
sidering the adoption of a flexible depreciation tax policy: 

1. It will encourage the replacement of obsolete facilities and equipment with 
new facilities and equipment. 

2. It will tend to stimulate further technological improvements thereby in- 
creasing productivity and improving the competitive position of American in- 
dustry. 

8. The technological advances and changes which are taking place to meet the 
consumer demand for new types of fabrics and fibers require mills to replace 
present machinery and equipment with new equipment and processes to meet 
this demand. Failure to do this may result in the liquidation of many older mills 
with the consequent losses and hardships. 

4. In the textile industry where labor costs represent a high proportion of the 
total cost of production, the use of new and improved machinery should tend to 
lower production costs. 

5. Increased investment in new machinery and equipment will help maintain 
a high level of employment with a consequent increase in the demand for con- 
sumer goods. This condition will tend to maintain the generally prosperous 
condition in our economy. 

6. In a highly competitive industry, certificates of necessity for the purpose of 
expanding facilities, granted to those mills in position to secure Government 
contracts, constitute an advantage to such mills. A flexible depreciation policy 
applicable to each of the 1,200 units in the textile industry whether or not eligible 
for such certificates would stimulate replacement and investment at times when 
there is less inflationary pressure and fewer shortages of materials. 

7. A policy of encouraging the greater use of improved machinery, processes, 
equipment, and building offers relatively greater incentive to industrial areas 
where buildings and equipment are older as well as to those areas which have 
relatively higher labor costs. Such a policy would therefore tend to stabilize 
older industrial areas, and speed the transition to new production methods and 
products, thus protecting the earnings and skills of workers and managements, 
acquired through years of experience. 





STATEMENT OF THE NATIONAL ASSOCIATION OF MANUFACTURERS ON Topic 22, 
CAPITAL GAINS AND Losses INCLUDING PROBLEMS RELATING TO BASIS 


There is no fundamental justification for the taxation of capital gains. The 
result is to reduce the amount of capital, and hence of investment and produc- 
tion in the economy. The tax is particularly harmful in that its principal im- 
pact is on venture or equity capital. Moreover, revenue derived from the tax 
is relatively small. This illustrates the narrow base of the tax, which in and 
of itself is an indictment of the tax. 

It is recognized, however, that the present inquiry is directed to improve- 
ment of this tax and not its immediate elimination. Pending its ultimate 
elimination, the association recommends that: 

(1) The rate of tax be reduced. 

(2) The excess of capital losses over capital gains be deductible with the 
maximum tax benefit limited to the maximum rate applicable to long-run 
eapital gains. 

There is general agreement that a lower rate of tax would be more productive 
ot revenue. 

Present law permits the allowance of capital losses up to the amount of capital 
gains plus $1,000 with a carry forward of $1.000 per year for a period of 5 years. 
This results in a one-way street with the Government collecting tax on all net 
gains but providing tax benefits for losses only under arbitrary and severe 
limitations. 

Liberalization of the loss offset rule is, therefore, of prime importance as the 
first step toward ultimate elimination of the tax. 

(a) No gain or loss should be recognized on the sale of all the assets of a 
corporation followed by the liquidation of the selling corporation within a 
reasonable period of time, if the sale is a step in the complete liquidation of the 
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At the present time, if the shareholders of a company wish to dispose of the 
business, the form of the transaction, i. e., sale of all the capital stock or sale of 
all of the corporation’s assets followed by liquidation of the corporation, pro- 
duces different tax results. In the case of a sale of the stock, only one tax is 
imposed, whereas a sale of assets results in two taxes, one on any gain realized 
by the corporation, and another on any gain of the shareholders upon liquidation 
of the corporation. From a practical point of view, the net result is the same; 
namely, that the stockholders receive the net proceeds of the sale of the business. 
Hence, it is inequitable to let the mere form of the transaction produce such 
divergent tax results. Accordingly, the forum recommends that in the case of 
the sale of all the assets of a corporation followed by the liquidation of the sell- 
ing corporation within a reasonable period of time, no gain or loss should be 
recognized by the selling corporation if the transaction is part of a plan to Sell 
its assets and liquidate completely. 

Similarly, the corporate purchaser of all the capital stock of a corporation 
which is promptly thereafter liquidated should be allowed to treat the purchase 
price of the stock as the cost basis of the assets thereby acquired. 

(b) In determining the deductibility, under section 23 (g) (4), of a loss 
from worthlessness of stock in a subsidiary, if more than 90 percent of its 
gross receipts for its entire history was from other than investment sources, its 
gross income from the sale of merchandise, stock in trade, or property held 
primarily for sale to customers in the ordinary course of the trade or business, 
should be deemed to mean its “gross receipts” from such sales, 

Broadly speaking, it was the purpose of section 23 (g) (4) to permit an 
ordinary loss deduction for loss from worthlessness of stock in a bona fide 
operating subsidiary having no substantial investment income. This purpose 
is defeated where the subsidiary’s operations are so disastrous that it has a gross 
loss on its sales, and therefore no gross income therefrom, as in such case an 
utterly insignificant amount of investment income would be more than 10 percent 
of the gross income and would remove the case from section 23 (g) (4), thereby 
requiring treatment of the loss as capital loss. This should be remedied by 
defining gross income from sales, for this purpose, as “gross receipts” from sales. 
This amendment should be made applicable retroactively to all open years. 

(c) A transfer of substantially all the assets of a corporation to another 
corporation should not be disqualified as a “reorganization” under section 
112 (g) (1) (c) merely because the voting stock received in exchange is that 
of a parent company of the transferee corporation. 

In Groman v. Commissioner (302 U. 8S. 82) and Helvering v. Bashford (302 
U. S. 454), the Supreme Court held that where all the assets of one corporation 
were transferred to another company for its stock, and such properties were 
then transferred to a subsidiary of the company issuing the stock (or were 
transferred directly to such subsidiary in the first instance), the company issu- 
ing the stock was not a “party to the reorganization” and the receipt of its stock 
by the shareholders of the company whose properties were acquired was a tax- 
able exchange—and not, as in most mergers, an exchange on which gain or 
loss is not recognized. Such transfers should qualify as tax-free reorganiza- 
tions to the same extent as if the stock-issuing company had no subsidiary and 
retained the properties itself—the transfer to such subsidiary being purely an 
internal arrangement of the. stock-issuing company. This condition can be 
remedied by extending the term “party to a reorganization” to include the 
parent corporation owning all of the stock of a corporation to which the properties 
are transferred. 


STATEMENT BY Pau D. SeaHers, Esq., CHAIRMAN, Feperat Tax Le&aisLatTive 
COMMITTEE OF THE FEDERAL TAX ForuM, INC., orf New York Ciry, IN Re Torte 22, 
CAPITAL GAINS AND LOSSES 


(a) No gain or loss should be recognized on the sale of all the assets of a 
corporation followed by the liquidation of the selling corporation within a reason- 
able period of time, if the sale is a step in the complete liquidation of the seller. 

(bv) In determining the deductibility, under section 23 (g) (4) of a loss from 
worthlessness of stock in a subsidiary, if more than 90 percent of its gross 
receipts for its entire history was from other than investment sources, its gross 
income from the sale of merchandise, stock in trade, or property held primarily 
for sale to customers in the ordinary course of the trade or business, should be 
deemed to mean its “gross receipts” from such sales. 





1198 GENERAL REVENUE REVISION 


(c) A transfer of substantially all the assets of a corporation to another cor- 
poration should not be disqualified as a “reorganization” under section 112 (g) 
(1) (C) merely because the voting stock received in exchange is that of a parent 
company of the transferee corporation. 


NEw YorK, N. Y., July 13, 1953. 


Re hearings on Internal Revenue Code revisions. Item 22 in list of topics— 
Capital gains and losses. Section 117 (p), Internal Revenue Code—Certain 
termination payments to employees 


Hon. DANTE. A. REED, 
Chairman, Committee on Ways and Means, House of Representatives, House 
Office Building, Washington, D. C. 


DreAR Mr. Reed: There is submitted herewith a recommendation for amend 
ment of section 117 (p) of the Internal Revenue Code, Taxability to Employee of 
Termination Payments. The subsection now provides, in substance, that amounts 
received from the assignment or release by an employee of his rights to receive 
a percentage of future profits or receipts of his employer may under certain 
conditions be treated as amounts received from the sale or exchange of a capital 
asset held for more than 6 months. The proposed amendment would extend 
the benefit of the subsection, under similar conditions, to certain other persons 
operating under personal service contracts who do not occupy the position of 
common-law employees Where such a person’s contract entitles him to a per- 
centage of future protits or receipts of the person to whom personal services 
are rendered, it seems entirely fair and reasonable that an assignment or re- 
lease of those contract rights should not subject him to more unfavorable tax 
consequences than attach in the case of an employee. The subject is one of deep 
coneern to a substantial number of individuals, and merits the favorable con- 
sideration of your committee. 

It is respectfully requested that this letter and the attached memorandum 
be made a part of the record of the hearings of your committee. 

Very truly yours, 





Sruart McCartTuy, 
ittorney and Counselor at Law. 


MEMORANDUM IN SUPPORT OF RECOMMENDATIONS FOR AMENDMENT OF SECTION 117 
(p), INTERNAL REVENUE CODE, TAXABILITY TO EMPLOYEE OF TERMINATION 
PAYMENTS 


Section 117 (p) of the Internal Revenue Code reads as follows: 

“(p) TAXABILITY TO EMPLOYEE OF TERMINATION PAYMENTS.—Amounts received 
from the assignment or release by an employee, after more than twenty years’ 
employment, of all his rights to receive, after termination of his employment and 
for a period of not less than five years (or for a period ending with his death) 
a percentage of future profits or receipts of his employer shall be considered an 
amount received from the sale or exchange of a capital asset held for more than 
six months, if such rights were included in the terms of the employment of such 
employee for not less than twelve years, and if the total of the amounts received 
for such assignment or release are (is) received in one taxable year and after 
the termination of such employment.” 

No regulations have yet been promulgated under this subsection but proposed 
regulations were published in the Federal Register of November 15, 1952. 

Subsection (p) was added to section 117 of the code by section 329 of the 
Revenue Act of 1951. It originated in an amendment adopted by the Senate 
Committee on Finance, which was approved by the Senate and accepted with 
minor changes by the committee of conference. The Senate committee report 
(No. 781, 82d Cong., Ist sess., p. 50) explained its purpose and effect as follows: 


“TERMINATION PAYMENTS TO EMPLOYEES 


“Some employment contracts provide for payments to the employee after the 
employment period, based on a share of future profits or a percentage of future 
gross receipts. Such payments when received are taxed under present law as 
ordinary income, inasmuch as they are in the nature of payments of additional 
compensation. However, if the employee chooses to receive a lump-sum pay- 
ment in lieu of the contract rights upon termination of his employment, the 
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entire lump sum is included in 1 year’s income. The result may be to place 
the employee in an unusually high surtax bracket. 

“Your committee believes this present treatment of such lump-sum settle- 
ments to be unduly harsh in view of the fact that the employee may not wish to 
leave his retirement income dependent upon the operation of the business subse- 
quent to the severance of his connection with it. 

“As a result, section 328 of the bill provides, with certain restrictions, for 
capital-gain treatment of amounts received by an employee, upon termination of 
his employment, in exchange for his release of all of his rights to receive a per- 
centage of future profits or receipts. This provision is limited to cases where 
the taxpayer has been employed for more than 20 years and has held such rights 
to future profits or receipts for at least 12 years. 

“This provision is effective with respect to taxable years beginning after 
December 31, 1950, 

“The revenue loss from this amendment will be negligible.” 

The foregoing statement of the committee needs no embellishment to demon- 
strate the hardship which the amendment was intended to relieve. However, the 
amendment and, accordingly, the existing provision in the code speak in terms 
of employer and employee, and will presumably be construed as applicable only 
to situations where the common law relationship of employer and employee 
exists. There are numerous personal service relationships, which may not create 
the status of employer-employee, where the contract provides for compensation 
after the termination of the contract in the form of a percentage of profits or 
receipts of the business to which’ services were rendered. An assignment or 
release of these contract rights would present the same problem as in the case 
of an employee and under existing law would entail the same hardship which 
the Congress has sought to relieve in the case of employees. There is no dis- 
cernible reason why the same kind of relief should not be extended to persons, 
otherwise similarly situated, who do not occupy the position of common-law 
employees. 

An example in point is furnished by the case of Jones v. Corbyn (186 Fed. (2d) 
450). That case involved a general agent of a life insurance company who 
apparently operated under substantially the usual and customary terms and 
conditions of that relationship. He was no doubt regarded as an independent 
contractor rather than as an employee. (See, e. g,, Connell v. State Tax Com- 
mission, 267 A. D. 923, 46 N. Y. 8S. (2d) 649; Salmi v. New Era Life Assn., 276 
Mich. 457, 267 N. W. 880.) He was entitled to the customary first year and 
renewal commissions on business written through his agency, such commissions 
being equal to specified percentages of the premiums paid on such business. The 
renewal commissions would continue for some years (usually 10 to 15) after the 
termination of the general agency contract provided premiums on the policies 
continued to be paid. An agreement was made between the general agent and 
the insurance company whereby he surrendered his contract for a lump-sum 
payment, but retained the right to continue to receive renewal commissions. His 
attempt to apply long term capital gain treatment to this lump-sum payment was 
resisted by the Commissioner of Internal Revenue. In Jones v. Corbyn the Court 
of Appeals for the Tenth Circuit, with one judge dissenting, affirmed a district 
court decision for the taxpayer, on the ground that the general agency contract 
constituted a capital asset. However, the Court of Appeals for the Second Cir- 
cuit has recently expressly disagreed with Jones vy. Corbyn (C. I. R. v. Starr 
Brothers, Inc., May 29, 1953, C. C. H. Fed. Tax Ser. PP 9410). Moreover, even 
in Jenes v. Corbyn the fact that the right to renewal commissions was not re- 
leased by the agreement may have played a significant part in the result. 

If the general agent in Jones v. Corbyn had released his right to receive renewal 
commissions after the termination of his agency in consideration of a lump-sum 
payment, there would have been presented the same kind of situation in which 
the Congress, by the enactment of section 117 (p), gave relief to employees. 
The inclusion of such a lump sum payment in ordinary income for 1 year would 
place the taxpayer in an unusually high surtax bracket. The harshness of that 
result, to which the Senate Finance Committee alluded in its report, supra, is no 
less real and serious in the case of an independent contractor than in the case 
of an employee. Moreover, the same considerations motivating such a settle- 
ment between employer and employee would be equally valid as between princi- 
pal and agent in the type of relationship under discussion. 

There are other personal service agency relationships in which the same prob- 
lem may arise and in which similar relief may be desirable (see, e. g., Roscoe 
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Tax Court Memorandum Decision, May 25, 1953, Prentice-Hall Memo Decs. 
Service PP 53181—real estate agency). The very substantial restriction incorpo- 
rated in section 117 (p) assure that relief will be confined to meritorious cases. 
It is provided, among other things, that the employment must have continued 
for more than 20 years and that the right to compensation after termination 
must have been included in the contract for not less than 12 years. In view of 
these provisions and others contained in the subsection, it appears that there 
are abundant safeguards against abuse. 

By way of illustration and without any thought of usurping the prerogative 
of draftsmanship, the following is suggested as a revised wording of section 117 
(p) to carry out the recommendation made herein, the proposed new language 
to be added being indicated by italics: 

“(p) TAXABILITY TO EMPLOYEE OR AGENT OF TERMINATION PAYMENTS.—Amounts 
received from the assignment or release by an employee or agent, after more than 
twenty years’ employment or after more than twenty years’ agency under a con- 
tract requiring the rendition of personal services, of all his rights to receive, 
after termination of his employment, or after termination of such contract, and 
for a period of not less than five years (or for a period ending with his death) a 
percentage of future profits or receipts of his employer or principal shall be con- 
sidered an amount received from the sale or exchange of a capital asset held for 
more than six months, if such rights were included in the terms of the employ- 
ment of such employee, or in the terms of such agent’s contract, for not less than 
twelve years, and if the total of the amounts received for such assignment or 
release are (is) received in one taxable year and after the termination of such 
employment, cr of such contract.” 

Respectfully submitted. 

SruarT McCarrtry. 





STATEMENT OF Roprert C. O'Harr, C. P. A., Cuicago, ILL., RE Topic 22, CAPrraL 
GAINS AND LOSSES 


I propose for your consideration a change in the method of taxing dividends 
and logical and compelling reasons for submitting this proposal. 

The present method of taxing dividends should be abandoned. It would be 
more equitable if dividends were subjected to a ecapital-gains tax. Dividend 
income flows from the productive use of risk capital. Realized profits from the 
sale of risk capital investments held over 6 months are taxed as capital gains 
and dividends arising from the same source should be taxed in the same manner— 
the tail should follow the dog. 

The benefits to be derived from this change are hard to calculate. 

The Congress of another day recognized the risk factor in the finding and 
production of oil and wisely allowed a depletion charge to offset the risks involved 
and for encouragement of the development of our oil industry. Mining com- 
panies are permitted to make a charge for wasting assets, co-op’s and farmers 
are accorded special tax treatment, but the owner of capital stock bought with 
risk capital that produces dividends is taxed on those dividends in his highest 
tax bracket. The owner of stock representing risk capital is denied the enlight- 
ened tax treatment available to other taxpayers where the risk is no greater. 

The opinion has long prevailed that the wealthy were the beneficiary of capital 
gains and dividends. The facts are that in 1947 one-fourth of all capital gains 
were made by those with incomes under $4,500 and one-half by those with incomes 
under $10,000. Only one-quarter of the capital gains were received by those with 
incomes over $50,000. These figures were released by the Treasury Department 
in its Statistics of Income for 1947 issued early in August 1953. 

Applying the capital gains tax to dividends from risk capital would theoretically 
indicate some money loss to the Treasury. The loss could easily be made up by 
reducing our foreign handouts for the purchase of good will abroad and the money 
used for the development of good will at home. 

The capitalistic system developed this country. By applying the capital gains 
tax to dividends your committee will offer a medium through. which the capital- 
istic system can be resold to the American people. It will encourage larger 
dividend distribution by family-owned corporations, encourage risk capital to 
expand business, organize new business, furnish more employment, create a pool 
of risk capital, encourage Management and labor to cooperate in operating our 
industrial plant more economically; creating greater profits to be distributed 
as dividends to other stockholders. It will encourage labor, the white-collar 
worker, and the average American whose annual income is less than $10,000 to 
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join that other group who reported 50 percent of the capital gains in 1947. It 
will give them some tax-free money and the taxable part will be taxed at the 
capital gains rate or less. 

Labor and management can best be served by working together for the stabili- 
zation of profits, distribution of some tax-free money to the owners and everybody, 
including the Government, will benefit from the expansion of our capitalistic 
system 

The United Business Service issue of August 17, 1953, reports: 

“With October 1 as its target date, the New York Stock Exchange is readying 
a plan which will permit installment buying of stocks through member stocks 
The minimum monthly investment would be $40 or $50. Buyers would be credited 
with fractional shares and receive dividends. They would simply make non 
contractual monthly payments as in purchase of United States Savings Bonds, 
and could stop at any time. Thus, the small investor in common stocks will 
have conveniently available the benetits of dollar averaging. This marks a long 
step forward in broadening public interest in common stocks, and the exchange 
is to be commended.” 

I suggest that the application of capital-gains tax rates to dividends will 
do more to widen ownership in American industry and combat communism than 
any single action that can be taken by Congress. We do not destroy that which 
we own. 


STATEMENT OF AMERICAN FEDERATION OF LABOR RE Toptc 22, CaprraL GAINS AND 


LOSSES 


The American Federation of Labor believes the present 26 percent rate on 


capital gains is too low. This low rate has operated as a spur to move more 
and more taxpayers to take advantage of the capital-gains section of the revenue 


law to escape the regular personal-income-tax rate. The law itself has been 
weakened to permit such escape to types of income which should not be given 
the preferential treatment given to capital-gains income. 

At the present time millions of dollars of revenue is being lost to the Govern- 
ment because of low rates and loopholes sanctioned by past sessions of Congress. 
The American Federation of Labor would urge the following courses of action: 

(1) Enactment of legislation to bring tax rates on capital gains much more 
clearly in line with personal-income-tax rates. 

(2) Amendments to law to eliminate all areas in which regular business 
income or short-term gains are accorded preferential capital-gains-rate treatment, 
which should be strickly limited to taxation on appreciation in value of a capital 
amount accruing over a period. If present low-capital-gains rates are continued, 
we favor increasing the required holding period to at least 18 months. 

(3) Taxation of untaxed capital increment at death prior to application of 
estate tax at rates and under conditions that would not operate to depreciate 
value of such increments. 





STATEMENT OF Det R. PAIGE, CHATRMAN, TAXATION COMMITTEE, GEORGIA STATE 
CHAMBER OF COMMERCE, ATLANTA, GA., Re Topic 22, CaprTat GAINS AND LOSSES 


The maximum effective rate of tax on long-term capital gains should be in 
line with the starting rate of individual incomes. Capital gains and losses, 
whether short or long term, should be offset against each other. The deduction 
of capital losses should be allowed on the same basis that capital gains are taxed 








STATEMENT OF THE AMERICAN TAXPAYERS ASSOCIATION, WASHINGTON, D. C., 
Re Topic 22 


TAXATION OF CAPITAL GAINS 


The long-range objective should be to abolish entirely all taxes on capital 
gains. At the present time capital gains are not taxed by any major world 
power except the United States. We have pointed out repeatedly that capital 
gains do not represent income in the true sense, and the so-called income tax on 
capital gains is in reality a capital levy. 

If capital gains are to be treated as income for tax purposes—as they now 
are—then justice deinands that capital losses should be permitted as a deduc- 
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tion from income, of whatever character it may be. In short, capital gains are 
either income or they are not income. 

As an immediate objective we recommend— 

1. The rate of tax on long-term capital gains should be reduced to 10 
percent. 

2. The holding period should be cut to 3 months. 

5. The amount of capital loss which may be deducted each year by an 
individual taxpayer should be inereased to $5,000. 

The last important revision according favorable treatment to capital gains 
was made in 1942. In that year the American Taxpayers Association, Inc., 
sponsored a bill which was introduced in the House by the whip, Representative 
Boland. Under that bill, the holding period would have been abolished, a flat 
rate of 10 percent on capital gains would have been prescribed, and a 3-year 
carryover of losses would have been permitted. 

Early in 1950, an amendment to reduce the holding period from 6 months to 
3 months passed the House and was reported favorably by the Senate Finance 
Committee. Unfortunately, the outbreak of war in Korea prevented further 
consideration by the Senate. Senator George is quoted in an interview as believ- 
ing that the sale of an asset should be designated as a long-term capital gain if 
the asset was held for 3 or perhaps 4 months instead of the present 6 months, 

The 1942 revision of the tax resulted in a sharp increase in the amount of 
revenue collected by the Treasury Department. A statement by the Treasury 
Department shows the estimated taxes from the period 1935 to 1951, inclusive, 


Estimated tazes on capital gains and losses of individuals, 1935-51 


{In millions of dollars] 


Year of liability: Amount | Year of liability—Con. Amount 
PO ate ce ian caok ba 72 sii cena oneinees — 354 
OND Fie Ae ed al 171 sities ects eh tireiintecdtaes: 721 
a ed De 41 TGR a ss dik dts nemenezes 893 
I aie camel 12 NN isi aaa Mania — 644 
aac bach echinacea + RO iabkcdas Ss Abs aaisareain 528 
ST vilon ctieate teanaieepe le binhiual enedidiremiest —7T BG os cctdin cits dite cabins 475 
A le ihe cli ineniantniapeninel —86 Dc iitise ald dunhisn detailed 780 
eae 68 Se iantnikstdenbi tna eeenadene 890 
ei atavintceianbneataivatel jdcvusctabantecnainn 266 


Another study of the Treasury Department submitted to the Senate Finance 
Committee in 1951 estimates that the percentage of total corporate and indi- 
vidual Federal income taxes derived from taxation of capital gains has been 
as follows: 


Percent Percent 
of total tar of total tar 
ee hid skh GAP PEO ccc ccs een 2.9 
i aa ce NN FA 2 accion ciuioks Snes apts ota ensnniaaenbea 2.6 
1A ROOT TT, |” SCE 2.6 
SS ONG ET ENS B20) Gs iene cncanknada nancial 2.9 
a ge eens C6 TIO ie iw occas 2.6 


So that for the past 10 years the capital gains tax has produced an average of 
only 2.46 percent of the total Federal income tax. These figures effectively show 
that the capital gains tax can be modified or even done away without seriously 
impairing the revenue. 

The liability for this tax becomes a matter of voluntary action on the part 
of the taxpayer. That is, he must sell the capital asset. His willingness to 
sell the asset is naturally largely conditioned by the amount of taxes. 

The restraining effect on selling exerted by the holding period provision of the 
law is equally marked. At present, it is extremely unusual for any stockholder 
who is not in the lowest tax bracket to accept a profit until the long-term hold- 
ing period has elapsed. Therefore, the average stockholder at present is pre- 
cluded from incurring a liability to the tax more than twice a year. To shorten 
the holding period would increase the frequency that the tax could be 
collected, and thus increase the yield to the Government from the tax. As a 
consequence, it can be confidently asserted that a sure way for the Government 
to increase the yield from the capital gains tax would be to shorten the holding 


period. 
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Except for the capital gains tax, every tax is inevitable. The taxpayer has 
no options. He must pay. But an investor may have a paper profit and refuse 
to sell because the capital gains tax rate is too high or the holding period too 
long. On capital gains the taxpayer does have an option. He may be coaxed 
but cannot be compelled to realize gains or to pay taxes. Capital gain is 
utterly different from income. 

The great merit of the present capital gains tax law is that it produced 
revenue—over $890 million in 1951 compared with a minus $86 million in 1941. 
Is not this cause and effect? The main defect of the present law is that it 
continues the historic confusion between income and capital gains, 

Bankers from Holland, Belgium, France, and Canada explained to the House 
committee in 1942 why those countries had no capital gains tax. American 
bankers and business leaders presented by this association confirmed their state- 
ments. (See hearings in 1942.) 

The capital gains tax also accentuates booms and busts in the market. If 
owners have considerable gains in securities, they cannot sell without paying 
26 percent tax on the gain after the security has been held 6 months. The result 
is that they are reluctant to sell.. This lack of sellers drives the market higher 
and faster. And the very fact that a security goes up too fast, draws more 
buyers into the market, thus forcing it still higher. When the market starts 
down, there is always a wave of selling that drives the market too low. 

A low rate and a short-holding period will encourage profit taking, increase 
revenue, check too rapid rise, encourage buying at low prices and thus lay the 
basis for subsequent capital gains and thereby stabilize the market. 

Furthermore, frequent realizing of short capital gains would increase ‘Treasury 
receipts from both transfer taxes and income taxes. 


LONG-TERM CAPITAL GAIN TREATMENT FOR CERTAIN SHORT SALES 


Under the present income tax law and regulations, short sales are treated 
differently and less favorably than are purchases on the long side. The short 
seller is frequently denied benefit of the long-term capital gains treatment even 
though he maintained his short position at the risk of the market for more than 
6 months; whereas a purchaser who maintained a long position at the risk of the 
market for more than 6 months is, of course, allowed to treat his gain as a long- 
term capital gain. We believe that no sound reason can be advanced why a seller 
on the short side who maintains his short position at the risk of the market for 
more than 6 months should not be taxed in the same way on his gain or loss as 
the person who maintains a long position at the risk of the market for more 
than 6 months. 

The present income-tax discrimination against short sales has the effect of 
discouraging short sales. This is unfortunate, because legitimate short selling 
acts as a healthy brake on markets that might otherwise suffer from inflationary 
or other unruly tendencies, and should be encouraged rather than discouraged. 
Rules of the Securities and Exchange Commission protect against short sales 
being used to drive down the price of a stock, and insure that only legitimate 
short sales, which are a healthy market factor, can be made. 

As stated above, there is no sound reason for the present tax discrimination 
against such legitimate short sales. 





STATEMENT OF THE AMERICAN INSTITUTE OF ACCOUNTANTS, New York, N. Y., Re 
Topic 22, CAPITAL GAINS AND LossEs, INCLUDING PropLeEMs RELATING TO Basis 


1, For the purpose of section 23 (g) (4), which excludes from the capital loss 
eategory loss from worthlessness of stock in a virtually wholly owned subsidiary 
of a domestic corporation, if more than 90 percent of the subsidiary’s gross 
receipts for its entire history was from other than investment sources, gross 
income from the sale of merchandise, stock in trade, or property held primarily 
for sale to customers in the ordinary course of the trade or business should be 
deemed to mean gross receipts from such sales. 

Broadly speaking, it was the purpose of section 23 (g) (4) to permit an 
ordinary loss deduction for loss from worthlessness of stock in a bona fide oper- 
ating subsidiary, with no substantial investment income. This purpose is 
defeated where the subsidary’s operations are so disastrous that it has a gross 
loss on its sales, and therefore no gross income therefrom, since in such case an 
utterly insignificant amount of investment income would be more than 10 per- 
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cent of the gross income and would remove the case from section 23 (g) (4), 
requiring treatment of the loss as a capital loss. This should be remedied by 
defining gross income from sales for this purpose as gross receipts from sales. 
This amendment should be made applicable retroactively to all open years. 

2. Section 23 (k) of the Internal Revenue Code should be amended to exclude 
from the definition of nonbusiness bad debt those debts which arise in the course 
of a taxpayer's trade or business, or which represent loans or advances to 
business organizations in which the taxpayer has a financial interest either as 
an employee, stockholder, or creditor. 

The present statutory definition of nonbusiness bad debt has been interpreted 
by the Treasury Department to include those debts which arose in the course 
of a trade or business but which at the time of worthlessness are not directly 
connected with a trade or business of the taxpayer suffering the loss. Classifi- 
cation on the basis of circumstances when the debt was incurred would be a 
more equitable test. 

Furthermore, considerable controversy and litigation has ensued as to the 
classification of bad debts incurred by employees and investors on loans and 
advances to business organizations by which they are employed or in which they 
have a financial interest. The present attitude of the Treasury Department puts 
a premium on form rather than on substanee, and inhibits necessary flexibility 
of business dealings. 

The proposed amendment should be effective for all open years. 

3. When loss on the sale of property is disallowed by reason of the relation of 
the parties, the subsequent basis of the property for purpose of determining gain 
should be the transferor’s basis. 

Section 24 (b) of the Internal Revenue Code provides that, in computing net 
income, no deduction shall be allowed in respect of losses from sales or exchanges 
of property directly or indirectly, (@) between members of a family; (b) between 
an individual and a corporation in which he owns (actually or constructively ) 
more than 50 percent of the outstanding stock; (c) between 2 corporations when 
more than 50 percent of the outstanding stock of each is owned by or for the 
same individual; and in the case of trusts, between (d) grantor and fiduciary, 
(e) beneficiary and fiduciary of trusts, or (f) trusts themselves, if created by 
the same grantor. 

Under present law, if the purchaser in such a transaction thereafter sells at 
a price higher than he paid, though less than the transferor’s cost, taxable gain 
results. This offends the general principle, applied in many other sections of 
the code, that transactions resulting in no recognized gain or loss shall not affect 
the tax basis of the property. 

The code should be amended to provide that the rule applicable to gifts be 
applied to such properties and that, for the purpose of determining gain, the 
cost or other basis of the transferor be the basis to the transferee, but for the 
purpose of determining losses the basis be limited to the value at the date of 
transfer. The amendment should also provide that the holding period under 
section 117 of the code, in case of gain, shall include the holding period of 
the transferor. 

4. The code should be amended to provide that the absence of any payments 
in the year of a sale of realty or a casual sale of personalty will not prevent the 
transaction from being an installment sale. 

At present, in order for the installment method to be applied there must be 
at least 2 payments, and 1 of those payments, in cash or property, must be 
made during the year in which the sale occurred. A mere promise to pay, or 
other evidence of indebtedness, during the year of the sale with the actual two 
or more installment payments occurring in later years is not in compliance 
with the statute, and the installment method may not be used in such a case. 

The committee urges amendment of the code to permit use of the installment 
method when all the other requirements have been met even though there is no 
actual payment in the year of the sale. There are many legitimate transac- 
tions which cannot be reported under the installment method merely because 
there was no payment in the year of sale. It is inequitable to make the right 
to the installment method depend on the necessity of the initial payment during 
the year of sale, when a transaction otherwise is in perfect conformity with 
the requirements of the statute. Accordingly, it is recommended that the pro- 
vision in section 44 (b) regarding installment sales should have reference to 
initial payments, if any, so that the absence of any payments in the year of sale 
will not prevent the transaction from being an installment sale. 
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5. The basis of property, acquired by gift but subject to estate tax in the 
estate of the donor, should be the same as in the case of property passing by 
death and not previously made the subject of a gift. 

In many cases all or some portion of property held by the decedent as a joint 
tenant or tenant by the entirety, and property previously transferred by the 
decedent by gift or in trust, is required to be included in the estate of the 
decedent for estate-tax purposes. 

If property is treated, for estate-tax purposes, as though it had passed on 
death, the basis thereof for income-tax purposes should be the same as if it 
had passed on death, namely, the value at which subjected to estate tax. Under 
present law, though subjected to estate tax, the property’s basis for income-tax 
purposes remains the frequently lower cost to the decedent donor, so that upon 
a sale of the property at the estate-tax valuation, there is also an income tax 
to be paid. 

6. Where the holder of a mortgage or other debt forecloses on the security 
or collateral, and himself bids in the mortgaged or pledged property, the fair 
market value of the property thus bid in should be treated as a payment on 
account of the debt, and the deductibility and time of deductibility of the balance 
of the debt should be determined under the usual rules applicable to deduction 
of debts worthless in whole or in part. 

Under present Bureau regulations where a creditor bids in mortgaged or 
pledged property, the transaction is split into two elements: (1) the portion of 
the debt which was applied to the satisfaction of the bid price is compared with 
the fair market value of the property, with resulting gain or loss—sometimes 
claimed to be capital gain or loss (in one case where not only principal, but also 
interest on the debt, was applied toward satisfaction of the bid price, the Supreme 
Court held that interest income resulted); (2) the deductibility of the balance 
of the debt, not applied to the bid price, is determined under the usual rules 
relating to debts worthless in whole or in part, depending upon whether there is 
enforceable personal liability, other collateral, guaranties, ete. Particularly 
where it is claimed that the first element results in capital gain or loss, distorted 
results frequently ensue. 

Actually, all that has happened is that the creditor has received, as against his 
investment in the debt, property having a certain fair market value, leaving 
the balance of the investment in the debt to be recouped. If worthless, this 
balance should be allowed as an ordinary bad-debt deduction and should not be 
split artificially into two parts, according to the accident of the bid price, which, 
usually because of absence of competing bidders, frequently fails entirely to 
reflect true values or the realities of the situation. 

7. Payments required to be made to a corporation by persons subject to section 
16 (b) of the Securities Exchange Act of 1934 should be treated for tax purposes 
as a short-term capital loss, or as an adjustment of the cost of the stock. 

For the purpose of preventing the unfair use of information about the listed 
securities of a corporation by an officer, director, or holder of 10 percent or more 
of its stock, section 16 (b) of the Securities Exchange Act of 1934 provides for 
the repayment to the corporation of any profits made by such person because of 
his close relationship to the corporation. A person required to make payment 
of such profits to a corporation has been denied any tax benefit therefrom on 
the grounds of public policy. The decision in the recent Davis case (17 T. C. 
549), which enunciated that result, is unrealistic and unfair. Most infractions 
under the section are inadvertent. Taxpayers subjected to the terms of section 
16 (b) are sufficiently penalized by being required to repay their profits. Those 
payments should be treated as a short-term capital loss or as an adjustment of 
the cost of the stock. 

8. Sections 117 (a) (1) and 117 (j) (1) should be amended to allow intangible 
personal property or choses in action used in business tax treatment consistent 
with real property and depreciable property used in the business. 

Sections 117 (a) (1) and 117 (j) (1) of the Internal Revenue Code define 
“property used in the trade or business” in a manner that excludes intangible 
personal property or choses in action. The result is that net losses and net gains 
on these classes of property are treated differently for tax purposes than net 
losses and net gains on real property and depreciable property used in the same 
business. This distinction creates many inequities. Moreover, it is in direct 
conflict with the express intent of the Congress, which stated in a report of the 
Senate Committee on Finance (Rept. No. 1683, dated Oct. 2, 1942, p. 119) that 
“it considers it more appropriate to treat all property used in the trade or busi- 
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ness alike and not to distinguish between land and other property used in the 
trade or business.” 

It is recommended that sections 117 (a) (1) and 117 (j) (1) be amended 
so that the distinction between intangible personal property or choses in action 
and real property and depreciable property used in the business be eliminated. 
Such an amendment would have the effect of allowing net losses on these new 
categories of property as ordinary deductions and taxing net gains on sales of 
such property held more than 6 months as capital gains, which is the treatment 
accorded real property and depreciable property. 

9. The principles of section 117 (n) should be extended to dealers in real 
estate. 

The Revenue Act of 1951 added section 117 (n) to the Internal Revenue Code 
in order to grant dealers in securities the right to establish whether a security 
was acquired primarily for sale to customers in the ordinary course of the trade 
or business or whether it was acquired for investment. Gains or losses upon 
disposition of securities are treated as ordinary gains and losses in the case of 
those acquired primarily for sale to customers and as capital gains and losses 
in the case of those acquired for investment. The status of the security must 
be established by clear identification in the taxpayer’s records within 30 days 
after acquisition of the security. 

The reasons which prompted the enactment of section 117 (n) are also appli- 
cable to dealers in real estate. Both dealers in real estate and dealers in secu- 
rities regularly acquire properties for resale to customers within a reasonable 
period of time at an anticipated profit, but both classes of dealers sometimes 
acquire similar properties for long-term investment. If dealers in real estate 
were permitted to establish their intent and the status of the property within 
30 days after acquisition, considerable unnecessary litigation over the tax conse- 
quences may be eliminated. 

Accordingly it is recommended that the principles of section 117 (n) be extended 
to dealers in real estate. 





RESOLUTION ADOPTED BY THE COUNCIL OF STATE CHAMBERS OF COMMERCE WITH 
ReGcaArD To Topic 22, CaprraL GAINS AND Losses, INCLUDING PRoBLEMS RELATED 
To Basis 


“The Federal Finance Committee of the Council of State Chambers of Com- 
merce recommends that, so long as capital gains continue to be taxed at all as 
income, the rates on net long-term capital gains should be adjusted so that the 
maximum effective rate would be kept in line with the starting rate (normal 
tax plus first bracket surtax as to individuals; normal tax as to corporations) 
or less; that capital gains and losses, whether short or long term, should be 
offset against each other; and that the deduction of capital losses, in the inter- 
est of equity, should be allowed on the same basis as that on which capital 
gains are taxed. 

“The attainment of an expanding economy requires an ever-increasing flow 
of venture capital into job-making enterprises. Individuals should be encour- 
aged to invest their savings in productive private enterprises by lowering the 
taxes on their incomes, alleviating the double taxation of dividends, and treat- 
ing capital gains more favorably.” 

The Georgia State Chamber of Commerce endorses the above resolution of 
the Council of State Chambers of Commerce. 

The Pennsylvania State Chamber of Commerce endorses the above resolution 
of the Council of State Chambers of Commerce with the additional recom- 
mendation as follows: 


“(a) Capital gains and losses 


“The deduction of capital losses should be allowed on the same basis that 
capital gains are taxed. Under present law, all capital gains are taxable, re- 
gardiess of the nature of the transaction from which they arise. Numerous 
restrictions are contained in section 117, however, on the allowance of capital 
losses. No sound reason presents itself for this difference in treatment, and 
it is earnestly reconymended that the loss be allowed on the same basis that 
the gain is taxed. 


“(b) Sale of corporate assets followed by dissolution within 1 year 

“The code should be amended to provide that where a corporation sells sub- 
stantially all its assets, and distributes the cash received therefrom and any 
remaining property in complete liquidation and dissolution within 1 year there- 





GENERAL REVENUE REVISION 1207 


after, gain or loss from the sale of such assets shall not be taxable to the cor- 
poration. The need for such an amendment has increased by reason of recent 
court decisions, such as, U. S. v. Cumberland Public Service Co. (338 U. S. 451), 
which, by attempting to draw arbitrary factual distinctions, have left the entire 
matter in a state of confused uncertainty. Such an important rule of tax ad- 
ministration should not be left to the case-by-case development of judicial in- 
terpretation but should be clearly or definitely set forth by a specific provision 
of the code. 
“(c) No gain or loss on purchase at foreclosure sale 

“The code should be amended to provide that no gain or loss will be recog- 
nized to a mortgagee who purchases the property at a foreclosure sale until 
he tinally disposes of such property. The present rule, under which gain may 
be recognized to the mortgagee at the time he purchases the property at the 
foreclosure sale, is inequitable and unsound, since it is not known until the 
property is finally disposed of whether he has realized a gain or sustained a 


loss. a 


“(d) Loss on abandonment of option 

“Under present laws, where a taxpayer acquires an option to purchase property 
and later abandons the option, the loss resulting from the abandonment of the 
option is treated as a capital loss. This is true even though the property involved, 
had it been purchased, would have been subject to the provisions of section 117 
(j). To cure this inequity it is recommended that where a taxpayer acquires an 
option on property of the type specified in section 117 (j), the loss resulting from 
the abandonment of such option should be treated for tax purposes in accordance 
with the provisions of section 117 (j).” 


Los ANGELES CHAMBER OF COMMERCE, Los ANGELES, CALIF., RE CAPITAL GAINS AND 
LOSSES 


(1) That the tax rate on long-term capital gains be reduced and that capital 
losses be fully deductible from gross income, with the limitation the tax reduction 
cannot exceed an amount determined by multiplying the capital loss by the capital 
gain rate. 

(2) That, in the case of transactions between related persons, capital losses 
be allowed as deductions against capital gains and that, in any such transactions 
in which the loss is not recognized, the transferor’s basis of the property be 
carried over to the transferee as the latter’s basis for determining gain. 

(3) That, in the case of any person subject to section 16 (b) of the Securities 
Exchange Act of 1934 who is required to pay over profits to a corporation, the 
payment be treated as an addition to the basis of the stock in such person’s hands 
or as a short-term capital loss. 

(4) That the provision as to the basis of property acquired from a decedent 
be broadened to include all property includible in decedent’s gross estate, includ- 
ing property transferred by the decedent during his lifetime. 


(At 3:20 p. m., a recess was taken, subject to the call of the Chair.) 
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FRIDAY, JULY 31, 1953 


House or REPRESENTATIVES, 
CoMMITTEE ON WAYs AND MEANS, 
Washington, D. C. 
The committee met at 10 a. m., Hon. Daniel A. Reed (chairman) 
presiding. 
The CuarrmMan. The committee will come to order. 


TOPIC 23—INCOME TAXES OF LESSOR PAID BY LESSEE 


The committee will hear testimony this morning on topics 23 aud 
24, topic 23 dealing with income taxes of lessor paid by lessee and 
topic 24 being the net —aes loss question. 

The first witness is Mr. Samuel H. Hellenbrand, representing the 
Associ nen of American Railroads. 

We are very glad to see you here, and if you will give your name 
and the capacity in which you appear, we shall be g lad to hear you. 


STATEMENT OF SAMUEL H. HELLENBRAND, REPRESENTING THE 
ASSOCIATION OF AMERICAN RAILROADS 


Mr. HELLENBRAND. My name is Samuel H. Hellenbrand and I am 
general tax attorney of the New York Central Railroad Co. with 
offices at 466 Lexington Avenue, New York City, and I appear here on 
behalf of the Association of American Railroads. 

We have filed a statement on this matter, and I would appreciate if 
it could be incorporated into the record. 

The CuarrMan. Without objection, it is so ordered. 

(The matter referred to is as follows :) 


STATEMENT oF SAMUEL H. HELLENBRAND, REPRESENTING ASSOCIATION OF 
AMERICAN RAILROADS, IN RE ITEM 23, INcomME TAxeEs or Lessor Patp By LESSEE 


Mr. Chairman and gentlemen, my name is Samuel H. Hellenbrand and I am 
general tax attorney of the New York Central Railroad Co. with offices at 466 
Lexington Avenue, New York, N. Y. 

I am a member of the general tax committee and the subcommittee on Fed- 
eral taxation of the Association of American Railroads, and I appear here on 
behalf of that association. The Association of American Railroads is a voluntary 
nonprofit organization including among its membership practically all of the 
class I railroads of the United States. Its membership comprises railroads hav- 
ing approximately 95 percent of the railroad mileage and approximately the 
same percentage of the gross revenues of all of the rail carriers of the country. 

The railroads urge, in order to eliminate a seriously inequitable situation 
which exists under present law as interpreted by the Commissioner of Internal 
Revenue, that in the case of a long-term railroad lease under which the lessee is 
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obliged to pay the income taxes of the lessor attributable to the rent payable 
under the lease, such income taxes shall be excluded from the gross income of 
the lessor and shall be disallowed as deductions to the lessee. 

The problem with which we are concerned arises out of the method followed 
in many cases in the expanding and development of the country’s railroad sys- 
tems. As these railroad systems were developed, a particular railroad often 
found it necessary or advisable to expand its lines by acquiring the properties of 
another existing railroad company rather than by building competitive lines. 
Many of these acquisitions took the form of long-term leases, rather than mergers 
or consolidations. These leases were entered into for long periods of time, prac- 
tically in perpetuity. The properties of the lessor companies were taken over 
completely by the operating company and were incorporated into its railroad 
system and became an integral part of the operations of the lessee. 

For all practical purposes, the lessor company ceased to exist as a going con- 
cern; it did, however, retain its corporate existence. These leases were entered 
into solely for business reasons, with no consideration being given to Federal 
income-tax effects ; indeed, many of them were entered into prior to the adoption 
of the first income-tax law under the 16th amendment. Under the terms of 
a typical lease, the lessee agreed to pay as rental all the expenses of the lessor, 
including income and excess-profits taxes, and also agreed to pay an amount 
equal to a fixed dividend on the lessor’s capital stock in each year that the lease 
was in effect. 

Under these agreements, the stock of such lessor company resembles a bond; 
each year the stockholder receives a guaranteed, fixed dividend paid by the 
lessee. In many instances the payment is made directly by the lessee to the 
stockholders of the lessor. Nevertheless, these dividends have been held by the 
courts to constitute taxable income of the lessor company, and consequently, 
under the terms of the lease the lessee must pay the income tax thus imposed 
upen the lessor. The Supreme Court in U. 8. v. Boston and Main Ricy. Co., 
(279 U.S. 732), and Old Colony Trust Company v. Commissioner (279 U. S. 716), 
and related cases, has held that the income tax of the lessor, when paid by the 
lessee, constitutes additional income to the lessor, upon which a further tax 
must be paid. From a time prior to the deeisions in those cases until recent 
months, the rule had been consistently followed, by taxpayer and Government 
alike, that only one additional tax was to be imposed with respect to the pay- 
ment of the lessor’s income tax by the lessee. At the time the above cases were 
being argued, the Government expressly disclaimed any intention to impose a 
further tax. In its briefs before the Supreme Court, the Government stated that 
“no attempt has been made by the Treasury to collect further taxes, upon the 
theory that the payment of the additional taxes creates further income.” At 
another point in its brief the Government stated in defense of its position of not 
applying the pyramiding principle: “The Treasury Department is not fairly to 
be censured if it fails to apply its theory literally in order to avoid absurd 
consequences.” At still another point in its briefs the Government stated: “It 
is true that in earlier years there was a lack of uniformity in treatment and 
that in some cases the amount of additional taxes paid by another was in turn 
added to the. taxpayer’s income. Since 1923, however, the practice has been 
settled and the Treasury Department has added only the original tax paid by 
another, and abandoned any attempt to treat the additional tax as additional 
income.” 

Despite the supposedly settled condition of the law in this respect, the Com- 
missioner, on March 12, 1952, issued a ruling known as mimeograph No. 6779, 
in which he reversed his prior position and ruled that in cases of this type each 
payment of tax by the lessee constitutes additional income to the lessor, the 
effect of which is the pyramiding of tax upon a tax until the point of infinity 
is reached. The immediate effects of this ruling are startling. By pyramiding 
the tax to infinity under the present 52 percent rate, the result is that the 
lessor’s actual income-tax rate becomes 10844 percent, or more than twice the 
rate imposed by law. Such a taxing scheme, involving the use of an algebraic 
formula has always been thought to be without authorization under any of the 
existing provisions of the Internal Revenue Code. See Rogan v. Mertens (153 F. 
2d, 737). Indeed, the Government itself in the excerpt quoted above, referred 
to this as an “absurd result.” 

It can easily be demonstrated that there is no equity in favor of the Com- 
missioner’s action in pyramiding these lessor company income taxes to infinity. 
First of all, there is no tax-avoidance scheme involved which must be thwarted 
in the interests of national policy. These leases were entered into solely for 
business reasons, without any consideration of income taxes. Many of them 
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were entered into before the adoption of the sixteenth amendment, at a time 
when the present high rates and the Commissioner’s actiom could not reasonably 
be foreseen. Secondly, there is no one who receives such an economic benefit 
from the payment of the lessor’s taxes by the lessee as would warrant the 
pyramiding of income taxes up to a 108-percent rate. The lessor receives no 
economic benefit, because it has no income which is available for its own 
corporate purposes, Its only income is the so-called dividend rental which is 
paid out directly to its stockholders and which can be considered to be taxable 
income of the lessor only by a very technical interpretation of the income-tax 
laws. The lessor’s stockholders receive no economic benefit since the amount of 
their dividend remains unchanged and they themselves must pay the applicable 
rate of individual income tax upon the receipt of these dividends. 

The inequities resulting from this situation become even more shocking when 
it is realized that the tax in truth and in substance is imposed not upon the 
lessor, but upon the lessee. The moneys from which the dividend rental is paid 
to the lessor stockholders are derived from the operation of the single integrated 
economic unit which constitutes the railroad system of the lessee. The rental 
payments are actually an expense of the entire railroad system and in an eco- 
nomic sense are income only to the stockholders of the lessor, who are unaffected 
by this situation. Even where the operating railroad has no net income, but on 
the contrary has suffered a deficit, it is obliged to increase that deficit by paying 
income taxes on the rentals payable to the lessor company; indeed, it must pay 
pyramided taxes on the taxes of the lessor. It is anomalous that these companies 
should be required to pay income taxes when the economic unit, of which their 
properties form a part, is operated at a deficit. Neither equity nor justice 
require that what is essentially an expense of operation should be artificially 
increased by the imposition of income tax thereon, or that income tax should be 
pyramided upon income tax until an infinite point is reached 

Congress has already given recognition to the special situation of railroad 
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lessor and lessee corporations. In sections 433 (a) (1) (K) and 433 (b) (11) 
of the Excess Profits Tax Act of 1950, Congress provided relief for excess- 
profits-tax purposes identical with the relief which we are here seeking for 
income-tax purposes. Those sections provided that income or excess-profits taxes 
of the lessor paid by the lessee should be excluded from excess-profits-tax 
income of the lessor, and should not be allowed as a deduction to the lessee for 
excess-profits-tax purposes. Consequently, in granting the proposal which we 
are here making Congress would simply be granting relief in the area where it 
is needed most to a situation which it has already recognized to be inequitable 
to the Nation’s railroads. We, therefore, urge that for income-tax purposes, 
income taxes of a lessor railroad corporation paid by the lessee pursuant to the 
terms of the lease, should be eliminated from the gross income of the lessor and 
should not be allowed as deductions to the lessee. 

While we believe that the ahove proposal is the most logical solution to the 
problem, and one which does justice to taxpayers and Government alike, we wish 
te add that the railroads would have no objection to a return to the administra- 
tive practice which was in force before the publication of mimeograph 6779. 
This would involve, as has been expressed previously in this memorandum, the 
inclusion in the lessor’s gross income of the income tax paid upon the basic 
rental only, without the inclusion of any additional taxes. 


LEGISLATIVE PROPOSAL 


1. Add the following new subsection to section 22 (b): 

“(17) TAXES PAID BY LESSEE.—If under a lease for a term of more than twenty 
years entered into prior to January 1, 1952, between two or more railroad cor- 
porations subject to Part I of the Interstate Commerce Act, the lessee is obligated 
to pay any portion of the tax imposed by this chapter upon the lessor with respect 
to the rentals derived by such lessor from such lessee, or is obligated to reimburse 
the lessor for any portion of the tax imposed by this chapter upon the lessor 
with respect to the rentals derived by such lessor from snch lessee, such payment 
or reimbursement of the tax imposed by this chapter shall be excluded by the 
lessor. For the purposes of this subparagraph an agreement for lease of railroad 
properties entered into prior to January 1, 1952, shall be considered to be a lease 
including such term as the total number of years such agreement may, unless 
sooner terminated, be renewed or continued under the terms of the agreement, 
and any such renewal or continuance under such agreement shall be considered 
part of the lease entered into prior to January 1, 1952.” 
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2. Add the following new subsection to section 24: 

“(g) TAXES PAID B¥ LESSEE.—If under a lease for a term of more than twenty 
years entered into prior to January 1, 1952, between two or more railroad corpo- 
rations subject to Part I of the Interstate Commerce Act, the lessee is obligated 
to pay any portion of the tax imposed by this chapter upon the lessor with 
respect to the rentals derived by such lessor from such lessee, or is obligated to 
reimburse the lessor for any portion of the tax imposed by this chapter upon 
the lessor with respect to the rentals derived by such lessor from such lessee, such 
payment or reimbusement of the tax imposed by this chapter shall not be allowed 
as a deduction to the lessee. For the purpose of this subparagraph an agreement 
for lease of railroad properties entered into prior to January 1, 1952, shall be 
considered to be a lease including such term as the total number of years such 
agreement may, unless sooner terminated, be renewed or continued under the 
terms of the agreement, and any such renewal or continuance under such agree- 
ment shall be considered part of the lease entered into prior to January 1, 1952.” 

Mr. HetLenpranp. I would like to make a very brief statement in 
connection with this matter. 

The Cuarrman. You may proceed. 

Mr. Hetiensranp. This is a ver y interesting and very complicated 
matter and, perhaps, one of the most inequitable situations that has 
developed in the income-tax law that is humanly imaginable. 

‘The problem arises in the railroad field, prince ipally because of the 
origin of railroads in America. When railroads originated in this 
country, they grew up by reason of little railroads being constructed 
from village to village or little city to little city and they were then 
put together in various forms. Very often they were put together in 
the form of a lease so that one railroad leased all the assets of a second 
railroad. Many of these leases were made before 1900 without regard 
at all to income tax. 

In these leases the lessee, or tenant, undertook to lease other little 
railroads and undertook to pay the taxes of the little railroads and the 
courts have construed many of those leases to mean that that included 
the income tax of the little railroad, or lessor. 

That went along and there was not very much difficulty about the 
lessee paying the lessor’s income tax until the Boston and Maine case 
got into the Supreme Court. In that case the Court said the taxes 
paid by the lessee was income to the lessor and they had to pay a tax 
on the tax, but only once, and that is where it stopped. 

The Government in their brief, and I would like to quote very, very 
briefly what they say. They said: 

No attempt has been made by the Treasury to collect further taxes, upon the 
theory that the payment of the additional taxes creates further income. 


Then, they said this very interesting thing: 
The Treasury Department is not fairly to be censured if it fails to apply its 
theory literally in order to avoid absurd consequences. 


Unfortunately, on March 12, 1952, the Commissioner of Internal 
Revenue published mimeograph No. 6779 in which the very absurd 
consequence that he said would exist he created because he now says 


that every time the lessee pays the lessor’s taxes, that becomes income , 


to the lessor. 

Mr. Curtis of Nebraska. What kind of tax are you talking about ? 

Mr. Hetitenpranp. Federal income tax. 

Mr. Curtis of Nebraska. Every time you pay the lessor’s taxes, that 
becomes income ¢ 

Mr. Hetienpranp. Yes, sir; and that, in turn, creates an additional 
tax and on we go into infinity. 
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Mr. Curtis of Nebraska. Is that like a contract for a salary or a fee, 
that it is so much after taxes? 

Mr. Hetienprann. No, sir; these leases say we pay a fixed rental and 
the taxes, whatever they were. 

Mr. Stimpson. It is a situation similar to the one where you pay the 
taxes for your maid and they add that tax on and then tax that as 
income to her and you paid tax on that? 

Mr. Herienpranp. Yes, sir. 

Mr. Srmpson. We had that problem involving the housemaid and 
the housekeeper where the employer said “We will pay the tax for the 
maid” and paid 25 cents as tax and then there was tax on that 25 cents 
and it went on and on and on. 

Mr. HEtLenBranD. That is exactly right. 

Mr. Simpson. We took care of that situation. 

Mr. Heittensrann. The mathematics are very interesting. If the 
lessee pays the lessor a dollar in taxes, he pays over a dollar in income 
tax and if he pays a dollar in rent, he pays over a dollar in income tax. 

Mr. Simpson. Mathematically, there is no end to it. 

Mr. Hetitenpranp. As I understand it, the Bureau stopped at the 
end of 1 cent as a matter of convenience. 

Another very interesting thing here is that in the Boston-Maine 
case these statements were made to the Supre me Court of the United 
States involving this very question and the Commissioner of Internal 
Revenue stated to the Court that the matter had been settled since 1923 
and that he did not pyramid taxes. Despite that since 1923 this mat- 
ter has been settled, we find mimeograph No. 6779 

Mr. Curtis of Nebraska. What is the date of the mimeograph ! 

Mr. Hetiensranp. March 12, 1952. With the present 52 percent 
tax rate in normal taxes, you have the | lessee paying on behalf of the 
lessor over 108 percent in taxes. 

Mr. Srpson. Has it reached a point where you feel there is no 
remedy except by legislation in your opinion ? 

Mr. Hetrensranv. Yes, sir. The mimeograph is clearly the result 
of considerable study. We talked about this with the committee staff 
and the committee staff, as I understand, recognizes that this is pyra- 
miding and so far as I know there is nothing that can be done other 
than legislation. This committee corrected this very situation in the 
excess-profits tax law last time. 

Mr. Stupson. We exempted this kind of income. 

Mr. Hetitensranp. That is right and our proposal: Because of the 
nightmare that would have resulted which would have driven every 
lessee into bankruptcy ; it just could not exist. 

Mr. Srmpson. Are you asking for an exemption of income tax in 
this connection, or just to exempt it so far as the pyramiding is 
concerned ? 

Mr. Hetiensranp. Solely to avoid pyramiding. Our proposal is 
that the rent which we pay will be income to the lessor and that tax 
will have to be paid on that income. Our proposal is that that tax 
should not be considered to be income and by the same token the lessee 
who pays that tax will not be entitled to a deduction for it. 

Mr. Dincetx. You want to make it as broad as it is long? 

Mr. HetieNnsranp. That is exactly right. 

Mr. Srupson. I certainly agree with you on that point. 





1214 GENERAL REVENUE REVISION 


Mr. Hetitensrann. I might add one word: If the lessee is in a loss 
situation, the situation is so serious as to in some cases force a company 
into bankruptcy, depending upon the particular amounts involved. 

Now, the Canadian pe ople had the very same problem, but they saw 
fit to correct it within the last year and I honestly do not know of any 
situation which is more inequitable. I certainly hope there will be 
some relief here. 

The CuarrMan. We thank you very much for your presentation. 

Mr. Hetitensranp. Thank you, gentlemen. 

The Cuarrman. The next witness is Mr. Henry B. Fernald, chair- 
man, tax committee of the American Mining Congress. 

Mr. Fernald, if you will come forward and state your name and the 
capacity in which you appear, we shall be glad to hear from you. 


STATEMENT OF HENRY B. FERNALD, CHAIRMAN, TAX COMMITTEE 
OF THE AMERICAN MINING CONGRESS 


Mr. Fernatp. Mr. Chairman and members of the Committee on 
Ways and Means, I am Henry B. Fernald, of Montclair, N. J., chair- 
man of the tax committee of the American Mining Congress. 

My appearance is on behalf of the mining industry to urge that 
section 122 of the code be amended so that it will more fully and fairly 
allow deductions for net operating loss. The income to be taxed 
should be the net of profits less losses, whether profits and losses occur 
in a single year or in different years. The income-tax standards 
should be applie .d to determine losses as well as profits. In determin- 
ing losses, allowances should not be abridged or denied either for the 
year of loss or for the year from which the loss is to be deducted. The 
taxpayer with some years of loss and some of profit should not be 
taxed on more net income than is taxable to one with the same net in- 
come realized in a single year or over several years, each of which 
shows a profit. The present section 122 does not apply these standards, 

The principle of allowing the operating loss for loss years to be 
deducted in determining taxable income ‘of profitable years is one 
which applies to all industry where losses as well as profits are en- 
countered. The allowance is, however, of particular concern to mining 
enterprises because they, by their nature, are generally subject to 
great fluctuations in income, with years of loss as well as years of 
profits. Minerals mined may vary greatly from year to year in grade; 
prices for mineral output may fluctuate widely; operating costs may 
vary with conditions and wage and price scales. These and other 
factors make instability of income, so years of loss as well as years of 
profit are to be expected in mining. 

Moreover, the mining industry is particularly concerned because 
the present formula of section 122 makes special discrimination 
against mining in that the net operating loss deduction is to be com- 
puted with virtual disallowance of percentage depletion both for the 
year of loss and for the year against which the loss deduction is to be 
made. 

Full and fair allowance for net operating loss should be made if 
we are to have continuing investment and reinvestment in mining 
enterprises to give the mineral production we should have for defense 
needs and for industrial requirements. 

Our presentation is made accordingly. 
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Net operating loss deduction: The income tax should apply only 
to the net income of a business enterprise, after fully taking into 
account the losses of loss years as deductions from the profits of years 
of profit. 

When, in 1913, the corporation income tax was only I perce nt, we 
could well say that the 1 percent tax should be imposed 0 on the income 
of a taxable year, regard'ess of losses incurred in other years. At the 
1-percent tax of 1913 or the 2-percent tax of 1916 no one was dealt 
with harshly by such an “annual income” rule. As tax rates were in- 
creased, it was recognized that allowances against years of profit 
should be made for the losses of years of loss, even though this was 
done under a formula then established which limited the amount thus 
to be deducted. When ta‘x rates were only 10 to 15 percent, it was 
not too important that there were certain limitations to the full 
allowance. 

Under high income-tax rates such as now exist, or the best we may 
probably expect for some years to come, gross injustice is done if 
income is taxed without full recognition of losses. 

For example, assume a corporation over a period of years has 
$500,000 of profits in years of profit and $300,000 of losses in years 
of loss—a net income to it of $200,000 before tax. If the income tax 
took 50 percent of the $500,000 profits, without allowance for loss 
deduction, the taxes would take $250,000 of such profits, leaving to 
the taxpayer only $250,000 of profits with which to meet his $300,000 
of losses—with a resulting net deficit of $50,000 because of such taxa- 
tion. Or if the tax rate were only 40 percent, the taxes would take 
the entire net income, leaving nothing to the taxpayer. This would 
be grossly inequitable—particularly when another corporation, real- 
izing the same net income ratably year by year without loss years, 
would be taxed only on the amount of its net. income. 

Moreover, under such a system we could hardly expect that people 
would be willing to invest their funds and give their efforts in risk 
enterprises where years of loss were to be antic ipated as well as years 
of profit. Mining is recognized as a risk enterprise of this kind, where 
years of loss frequently occur. The net return must be measured by 
taking into account the losses as well as the profits. It is bad enough 
to have the profits of profitable years impaired by the losses of poor 
years, but there should not be further impairment by taxation of 
income without full recognition of loss. The tax should be imposed 
only on the net of profits less losses—both determined according to 
the same income-tax standard. 

This is the rule which is applied when profits and losses oceur in 
a single year. If in the first half of the year there is an operating 
profit but in the second half of the year there is an operating loss, the 
tax is imposed only on the net for the year of profits less losses, and 
the income-tax st: undard is applied to determine the net amount to be 
taxed. There is no reason in equity why, when profits occurred in 
1 year but losses in another, the tax should be imposed on any more 
than the net income gains less losses. 

Our income-tax law does give recognition to the principle that 
the operating loss of 1 year should be deductible in computing 
the taxable income of another, but section 122 of the code brings in 
a series of exceptions and limitations which may abridge or even 
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deny the net loss deduction. That section should be amended so it 
will permit full deduction. 

Section 122 as now written is extremely complicated. It is very 
difficult from reading it to determine just what it means in practical 
application. Without attempting even to mention all its details 
to point out how the section might be rewritten so it would give 
the full allowance which should be given, we merely note briefly the 
following particular points: 

(1) U nder present provisions the taxpayer, in computing net oper- 
ating loss deduction, is in effect required to treat excess of percentage 
depletion over cost depletion, both for the year of loss and for the year 
to which the loss would be carried, as if it were fully taxable income. 

The practical effect of this may result in the denial or abridgment 
of either the net loss deduction or of the percentage depletion allow- 
ance—neither of which should be abridged or denied. 

(2) A corporation is also required to treat dividends, both for the 
year of loss and for the year to which the loss would be « varried, as if 
they were fully taxable income (this question as to dividends would 
be corrected by adoption of the recommendation we have presented 
under topic 17 of these hearings that intercompany dividends should 
be excluded from net income of the receiv ing corporation). 

In brief, the needed amendments should be made to place the net 
loss carryover and deduction on the taxable income basis so the net 
income of a taxpayer with a loss in 1 year and profit in another 
would not be placed in a worse situation than the taxpayer having the 
same amount of net income realized in a single taxable year. 

Carryover of net operating losses and unused credits after reorgani- 
zations: The courts have held in a number of cases that where one 
corporation is merged into another under State merger statutes, the 
identity of the merged corporation is preserved in the surviving cor- 
poration. In such a case, the properties of the merged corporation 
pass to the surviving corporation by operation of law and the business 
enterprise is continued without interruption. A conflict of decisions 
has arisen over the right of the surviving corporation to use the un- 
used excess-profits credits and net operating loss deductions of its 
component corporations. In The Stanton Brewery, Inc. v. Commis- 
sioner (156 Fed. 2d) 573), the Court of Appeals for the Second Cir- 
cuit, following the general rule of continuing identity, held that the 
surviving corporation was entitled to the unused excess- profits credit 
of the component corporation. It is believed that this rule is sound 
and in accordance with judicial precedents and should be recognized 
by a specific provision in the Internal Revenue Code. It is also recom- 
mended that this rule be extended to statutory consolidations and to 
complete liquidations under section 112 (b) (6). 

Thank you for the opportunity given to present this matter to you. 

Mr. Jenxrns (acting chairman). We appreciate, again, your very 
fine statement, Mr. Fernald. You have come before us occasionally 
and you always have a highly lucid dissertation and we appreciate it. 
Thank you very much. 

(The following statements were submitted for the record on topic 
23 :) 
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STATEMENT OF WESTERN UNION TELEGRAPH CoO. ON Topic 23, INcOME TAXES OF 
Lessor PAID BY LESSEE 


The Western Union Telegraph Co. is currently operating under valid and en- 
forceable contracts which provide for periodic payments of fixed sums in a net 
amount after taxes to the stockholders of lessor companies. 

The contracts referred to were executed in the 1880's, a period during which 
corporate growth, antedating the workable corporate-merger statutes, was 
largely effected through long-term—99- or 999-year—leases of corporate assets. 

It is well established that, where a lessee pays a lessor a fixed annuai rent and 
also the taxes thereon, such taxes constitute additional rent to the lessor. In this 
connection, the Treasury regulations specifically provide that “Taxes paid by a 
tenant to or for a landlord for business property are additional rent and consti- 
tute a deductible item to the tenant and taxable income to the landlord, * * *” 
(Reg. 111, sec. 29.23 (a)-10). 

The leading case law on this subject fully upholds the Treasury’s position as 
set forth in the foregoing regulation (Old Colony Trust Co. v. Commissioner, 
279 U. S. 716, 729-731 (1929); United States v. Boston & Maine Railroad, 279 
U. S. 732, 734, 736 (1929)). In dealing with the tax liability of an employee 
whose taxes were paid by his employer, Mr. Chief Justice Taft, speaking for 
the Court in the Old Colony case, said that— 

“It is next argued against the payment of this tax that if these payments by 
the employer constitute income to the employee, the employer will be called upon 
to pay the tax imposed upon this additional income, and that the payment of 
the additional tax will create further income which will in turn be subject to 
tax, with the result that there would be a tax upon a tax. This it is urged is the 
result of the Government’s theory, when carried to its logical conclusion, and 
results in an absurdity which Congress could not have contemplated. 

“Tn the first place, no attempt has been made by the Treasury to collect further 
taxes, upon the theory that the payment of the additional taxes creates further 
income, and the question of a tax upon a tax was not before the circuit court 
of appeals and has not been certified to this Court. We can settle questions of 
that sort when an attempt to impose a tax upon a tax is undertaken, but not now 
(United States v. Sullivan, 274 U. S. 259, 264; Yazoo & Mississippi Valley R. R. vy. 
Jackson Vinegar Co., 226 U. S. 217.219). It is not, therefore, necessary to an- 
swer the argument based upon an algebraic formula to reach the amount of 
taxes due. The question in this case is, ‘Did the payment by the employer of 


income to such employee?’ The answer must be ‘Yes’ ”’ (279 U. S. 716 at 730-731). 
A similar view was taken in the companion Boston & Maine Railroad case where 
the Court, as it had in the Old Colony decision, stressed that “ it should be added 
that neither before nor since 1923 has any alegbraic formula been used by the 
Bureau in computing taxes” (279 U. S. 732 at 736). 

This very clear warning against tax pyramiding is now seemingly to be ignored 
(Min. 6779, C. B. 1952-1, 8; I. R.-Min. 51, 1. R. B. 1952, No. 23, p. 3, November 10, 
1952). In the case of accrual-basis lessors, either multiple trial-and-error com- 
putations, or complex mathematical formulas derived from higher mathematics, 
must be invoked to compute the tax. Compare the very recent Canadian tax- 
pyramiding case, New York Central Railroad Company v. M.N. R., 53 D. T. C. 5 
(1953) ), where a net lease arrangement resulted in a tax computed by trial and 
error through no less than 15 separate recomputations.) With respect to cash- 
basis lessors, the pyramiding process is slower, but no less sure. For example, 
assume that under a long-term lease executed many years prior to the adoption 
of the 16th amendment, corporation A, the lessor, is entitled to have $300,000 
per year paid directly to its stockholders, free of all taxes, by corporation B, the 
lessee. Since Min. 6779 is not to be applied retroactively, it would appear that 











1218 GENERAL REVENUE REVISION 


if corporation A is a cash-basis taxpayer, the tax results of this lease might be as 
follows: 


| 
| Rental Income | Total 


19 } 1 , 1 
Year } income tax paid income Potal tax 

by lessee | | 
oe — - . ibennetetanthetn indpeantiiininidinte arettainte = - - 
1952 $300, 000 — | $300, 000 $150, 500 
195 300, 000 $150, 500 | 450, 500 | 228, 760 
1954 300, 000 | 228, 760 528, 760 200, 455 
19 z : - 300. 000 9.59, 455 569, 455 290, 617 
1956 es 300, 000 200, 617 590, 617 | 301, 620 
1957 : E oe 300, 000 | 301, 620 | 601, 620 | 307, 342 

| 
' 


From the foregoing, it clearly follows that it can be only a question of time 
until through the continued pyramiding of this tax corporation L, the lessee, 
is rendered insolvent. Where the corporate lessor, corporation A, is an accrual- 
basis taxpayer, the tax presumably can be calculated either by the crude trial- 
and-error method employed by the Minister of Canadian Revenue or by an 
abstruse algebraic formula 

In any event, the necessity for legislation limiting tax pyramiding to the first 
step—the position approved by the United States Supreme Court—now seems 
abundantly clear. The Dominion Parliament in Canada has just recently en- 
acted the following legislative relief for taxpayers faced with tax pyramiding: 


“Sec. 43 (1), BILt 228, 1953] 


“Sec. 48, Tax on Tax (1) Where under a contract, will or trust, made or 
created before the coming into force of this Part, a person is required to make 
a payment and is required by the terms of the contract, will or trust to pay an 
additional amount measured by reference to tax payable by the payee under 
Part I of The Income Tax Act by reason of the payment, 

“(a) the tax payable by the payee under the said Part I for the taxation 
year in or in respect of which such a payment is paid or payable is the 
amount that the payee’s tax under the said Part I for the year would be if 
no amount under the contract were included in computing his income for 
the year plus 

“(i) the amount by which his tax under the said Part I would be in- 
creased by including the payment in computing his income, and 

“(ii) the amount by which the payee’s tax under Part I for the year 
would be further increased by including, in the computation of his 
income for the year, the amount fixed by subparagraph (i) or the addi- 
tional payment, whichever is the lesser, and 

“(b) if the payer would otherwise be entitled to deduct the amounts 
payable under such a contract, in computing his income for a taxation year, 
he is not entitled to deduct the amount determined under the subparagraph 
(ii) of paragraph (a). 


“TSec. 48 (2), Brix 228, 1953] 


“(2) This section is applicable to the 1953 and subsequent taxation years.” 





STATEMENT OF PHILADELPHIA ELectric Co., Wit Respect To LeEssEE-LESSOR 
TAXES 


In certain situations involving the lease of property by one corporation to 
another, it is desirable to provide the lessor corporation with a fixed return 
after all expenses, including taxes. This arrangement is necessary in order to 
guarantee the lessor corporation sufficient funds to meet its fixed charges. 

For example, when the Conowingo hydroelectric power project on the Sus- 
quehanna River at Conowingo, Md., was started in 1926, it was a highly specu- 
lative venture, and some guaranties had to be provided in order to make 
possible the sale of securities to finance the project. Accordingly, it was pro- 
vided that the Susquehanna Power Co., the owner of the property located in 
Maryland, consisting of the powerhouse and dam and the transmission line 
from the dam to the Maryland-Pennsylvania State line, would lease its property 
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to the Susquehanna Electric Co. at a rental equal to 7 percent of the cost of 
the project plus all the company’s expenses, including taxes. The Susquehanna 
Electric Co., in turn, entered into an agreement to operate the plant and sell 
the entire output of electricity to Philadelphia Electric Co.,, on the consideration 
that Philadelphia Electric Co. would assume its rental obligations to the Susque- 
hanna Power Co. and also all the operating expenses and taxes of the Susque- 
hanna Electric Co. 

Philadelphia Electric Power Co., the owner of that part of the transmission 
line located in Pennsylvania, in turn, leased its property to Philadelphia Elec- 
tric Co. for a fixed rental of 7 percent of the cost of the property plus all its 
expenses including taxes. This arrangement provided Philadelphia Electric 
Power Co. and the Susquehanna Power Co. with sufficient funds to pay bond 
interest and preferred stock dividends, and so guaranteed the salability of 
such securities. 

In situations such as this, the problem arises as to whether the lessor corpo- 
ration has come into the possession of taxable income because of the assumption 
or payment of its Federal income taxes by the lessee, since Federal income 
taxes are not deductible in computing Federal taxable income. 

This question was presented to the United States Supreme Court in 1929 in 
two cases: Old Colony Trust Company v. Comm. (279 U. 8S. 716) and U. 8. vy. 
Boston and Maine R. R. Company (279 U. 8. 732). 

The Old Colony case related to a contract whereby an employer agreed to 
pay an employee's salary free of income tax; while the Boston and Maine case 
concerned the more common situation of a railroad lease under which the 
lessee agreed to assume the taxes of the lessor. The question presented to 
the court was whether the payment of the employee's or lessor’s Federal income 
taxes by the employer or lessee, respectively, constituted taxable income to 
the employee or lessor. In both cases the taxpayer maintained that it did 
not, and further centended that if the first tax paid on account of the agreed 
amount was to be treated as taxable income, it logically followed that the 
inclusion of such first tax in taxable income would produce an additional 
or second tax which would, in turn, constitute taxable income and create a 
third tax, and so on to the point of infinity, which would produce an absurdity 
which Congress could not have contemplated. 

In its brief the Government assured the Supreme Court that since 1923 the 
Bureau practice was to add only the original tax, and it had abandoned any 
attempt to treat the additional tax as income. As evidence that this was 
the established practice of the Treasury Department, there was attached to 
the Government's brief a letter of instructions issued in 1923, to all branches 
of the Bureau by Internal Revenue Commissioner Blair, setting forth the 
method to be followed in computing the taxable income of the lessor, as 
follows: 

“The lessor corporation at the close of its taxable year should without taking 
into account the amount of income and profits taxes paid in its behalf by the 
lessee corporation determine what its gross income and net income are, then com- 
pute the amounts of income and profits taxes properly assessable against a 
similar amount of income, accrue upon its books additional gross income in an 
amount equal to the taxes so computed, and include such amount in its return 
as additional gross income. The amount of income and profits taxes assessable 
against the lessor corporation is to be computed on the amount of net income as 
shown in that return.” 

This was an unequivocal representation by the Government to the Supreme 
Court that it was its consistent practice in instances where a lessee was obli- 
gated to pay the taxes of a lessor to consider as additional income to the lessor 
only the initial tax computed upon the net income of the lessor without taking 
into account the amount of taxes paid by the lessee for the lessor. 

It is to be noted that in these cases, the taxpayers contended that if the first 
tax was income, then in stopping the pyramiding process after one round the 
Bureau was trespassing upon the legislative function of Congress by exempting 
income from taxation. In answer to this argument the Government admitted 
that carried to its logical conclusion so as to completely pyramid the tax, its 
theory would result in an absurdity, but said: 

“We think that in a case where the parties have placed themselves in such a 
position that extreme hardship will follow the literal application of a principle, 
the Treasury Department is not fairly to be censored if it fails to apply its 
theory literally in order to avoid absurd consequences.” 

Since the aforementioned Supreme Court decisions, no instance has been 
found in cases before the courts, Board of Tax Appeals and the Tax Court in 
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which the question of pyramiding the tax beyond the addition to income of the 
first tax has been involved, and it appears that the Bureau has adhered con- 
sistently to this practice as re are to the Supreme Court. (See Terminal 
Realty Corp. v. Comm., 32 B. T. A. 623 (1935); Terre Haute yore Co., 24 
Bb. T. A. 197 (1931), reversed 67 F. 2d 697 (1934), cert. den. 292 U. 8. 624 (1935) ; ; 
Joliet & Chicago R. Co. v. Comm., 3 CCH Tax Court Memo. Dec. 146 (1944) ; 
Philadelphia, Germantown & Norristown R. Co. v. Comm., 6 T. C. T89 (1946) ; 
Joliet & Chicago R. Co., 27 AFTR 1071 (1940), aff’d U.S. v. Joliet € Chicago R. Co., 
815 U. S. 44 (1942).) 

That the Government’s adherence in these cases to the representations made to 
the Supreme Court was deliberate is shown by the following statement made 
in its reply brief in the Terminal Realty Corporation case: 

‘* * * The Commissioner, as will be noted from the deficiency letters, 
computed a tax on the lessor’s income, excluding any amount for tax, and to 
the latter amount has added the figure thus found and computed a tax on the 
resulting sum. There has been no pyramiding of taxes nor use of any algebraic 
formula to arrive at the result (Old Colony Trust Co., 279 U. S. 716, 730, 731; 
U. 8. v. Boston & Maine R. R. Co., 279 U. 8. 732).” 

These decisions clearly show the acceptance by the Board of Tax Appeals 
and the Tax Court of the Bureau’s method of computing the tax as represented 
to the Supreme Court. 

However, on March 12, 1952, the Commissioner issued Com. Mim. Coll. No. 
6779 reversing his long-standing prior position by holding that where a lessor 
received a net return after expenses including all income taxes, “the lessor is 
deemed to have received as rental income not only the stipulated rental but in 
addition thereto all Federal income taxes paid by the lessee to or for the account 
of the lessor.” 

On October 14, 1952, the Commissioner issued IR Mim. 53 modifying Mim. 6779 
so as to make the latter applicable to all types of income payments, and making 
it effective with respect to taxable years beginning on and after January 1, 
1952, only. 

The application of the provisions of this mimeograph would require the impost- 
tion of a tax upon a tax to the point of infinity, and would produce the absurd 
result of which the taxpayers complained in the Old Colony and Boston & Maine 
eases, and which the Treasury Department told the Supreme Court it was trying 
to avoid. In fact, the result would be more absurd at this time due to the 
radical increase in income-tax rates since 1929. 

We believe the issuance of such a ruling at this time is beyond the power of the 
Treasury Department or the Bureau, since its previous position has been fol- 
lowed consistently for a great number of years, during which it has been sus- 
tained and adopted by the courts; and the enactment of various Federal income- 
tax statutes in the interim without change in this regard amounts to an implied 
legislative approval of the executive construction that only the “initial” or “first” 
tax represents additional income to a lessor, and thus has the force of law 
susceptible to change only by legislative enactment. 

In view of present high-income and excess-profits tax rates, the principle of 
complete pyramiding is not only economically unsound but is tantamount to con- 
fisecation. On the basis of the present 52-percent combined normal tax and 
surtax rate (ignoring the $25,000 surtax exemption), a completely pyramided 
tax would amount to 108 percent of taxable income before giving effect to taxes 
thereon. 

Further, we submit that the assumption of its taxes by the lessee at best 
represents theoretical and not real income to the lessor, and that the question 
as to the axation of theoretical income is one which the Congress should decide, 
and not the tax administrator. 

It is understood that the reason advanced by the Bureau at this time for 
reversal of its long-standing practice was that income was escaping taxation 
to the extent that the amount of tax paid by the lessee to or on behalf of the 
lessor (which is deductible by the lessee as a business expense) was in excess 
of the amount reflected as taxable income by the lessor. 

It is significant that this issue was not raised until more than 22 years after 
the Old Colony and Boston & Maine cases were decided. In those cases the 
taxpayers argued that no taxable income should result to the lessor because of 
the assumption of its Federal income taxes by the lessor, whereas the Treasury 
Department argued and had decided in its favor that taxable income did result 
to the lessor equal to the amount of a first tax computed on its income before 
consideration of such tax. Thus, instead of income escaping taxation, as the 
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Bureau now contends, the real situation is that fictitious income is being taxed 
to the lessor. 

It is also significant that the Government in successfully making these repre- 
sentations to the court did not advance them as involving exemption of income 
from tax, but as a determination of what is income and the method of arriving 
at the amount of taxable income in a situation presenting unusual difficulties. 

There is no requirement in the Internal Revenue Code that the precise amount 
of a deduction allowable to one taxpayer must constitute taxable income to 
another. ‘To the contrary, the basic requirement is that the meaning and concept 
of the general term “income” be determined. Taxation is a practical matter, 
and theoretical niceties designed to provide mathematical equality should be 
avoided in favor of sound workable procedures. 

In considering this matter, it is to be noted that there are four possible ways 
in which Federal income taxes paid by a lessee on behalf of a lessor, may be 
treated for income-tax purposes, as follows: 

1. The complete pyramiding basis prescribed by Com. Mim. Coll. No. 6779, 
issued March 12, 1952. 

This basis is objected to because: 

(a) It leads to unrealistic and absurd results. 

(vb) It is unduly harsh and is confiscatory since on the basis of the present 
52 percent corporate income tax rate, the completely pyramided tax would 
amount to 108 percent of taxable income before considering such taxes. 

(c) It increases the compliance cost of the taxpayer because of the numer- 
our computations required to determine the amount of tax. 

(ad) It will result in harm in those instances where the lessee and lessor 
are in different tax brackets. 

2. The lessor could be relieved of the requirement to include any additional 
amount in taxable income, and the lessee could be denied any deduction for the 
payment thereof. 

Although this basis does not have all the inequities attaching to basis 1 above, 
it is undesirable because it denies the lessee the deduction of a legitimate busi- 
ness expense and also because it produces different and inequitable results, 
depending upon the tax bracket of the lessee as compared with that of the 
lessor. For example, a small-business corporation renting a plant from a 
corporation in the 52 percent tax bracket could have its tax rate increased 
from 30 percent to 52 percent by being denied a deduction for the assumed taxes 
on the rental. The reverse is likewise true if the lessee is in the 52-percent 
bracket and the lessor is in a lower bracket. 

8. The lessor could be required to include only the first or tentative tax in 
taxable income, and the lessee could be denied any deduction in excess of that 
amount. 

This basis has the same infirmities as basis 2, and has nothing to recommend 
it except expediency. 

4. The basis in effect for nearly 30 years prior to October 14, 1952, whereby the 
lessor is required to include only the first tax in taxable income and the lessee 
is entitled to deduct the actual amount of tax which it pays or assumes on behalf 
of the lessor. 

This basis has the virtue of simplicity and realism. It has been in existence 
for a great number of years. It has none cf the infirmities attaching to the 
other three above-described. bases. There seems to be no compelling reason to 
depart from this basis except the zeal to collect additional dollars of revenue 
regardless of the difficulties of compliance, or the inequities produced. 

Therefore, it is strongly urged that the Ways and Means Committee give full 
consideration to the amendment of section 22 (a) of the Internal Revenne Code 
so as to make it clear that the consistent practice of the Bureau over a period 
of 30 years reflects the intent of Congress, and that the harsh and inequitable 
results which would arise through the application of Mim. 6779 are to be 
avoided. 





STATEMENT OF AMERICAN FEDERATION OF LABOR, RE Topic 23, INCOME TAXES OF 
Lessor Parp py LESSEE 


The American Federation of Labor would not favor any changes in the present 
law except such as would meet a definite need and would not result in the 
possibility of any tax evasion by any group. 
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TOPIC 24—THE NET OPERATING LOSS 


Mr. Jenkins. The first witness on topic 24 will be Mr. Edward 
M. Fuller who appears on behalf of the American Cotton Manufac- 
turers Institute, Inc. 

Mr. Fuller, if you will come forward and state your name and the 
capacity in which you appear for the record, we shall be glad to hear 
from you. 


STATEMENT OF EDWARD M. FULLER, REPRESENTING THE 
AMERICAN COTTON MANUFACTURERS INSTITUTE, INC. 


Mr. Futier. My name is Edward M. Fuller. I am secretary and 
treasurer of Greenwood Mills, Inc. of New York City. I am a mem- 
ber of the tax committee of the American Cotton Manufacturers In- 
stitute, Inc. whose headquarters are in Charlotte, N. C., and I make 
this statement on behalf of the institute. 

The Revenue Act of 1950 amended section 122 (b) of the Internal 
Revenue Code by changing the provisions for the deduction of net 
operating losses from a 2-year carryback—2-year carryforward to a 
l-year c arryback—i »-year carryforward basis. 

We believe the »srovisions nov in effect do not provide the desired 
relief to businesses such as textiles which are subjec t to radical ¢ ye lical 
changes. In these industries a decline may set in ri apiety and con- 
tinue for 3 or 4 years. ‘This is especially true today, because business 
has reverted to a so-called normal status with cyclical and seasonal 
influences. There is no longer the pent-up demand such as existed 
following the close of World War II. 

Under such circumstances we sincerely doubt that the current tax 
provisions will be adequate to provide the degree of relief that we 
believe Congress intends should be provided to protect many cyclical 
businesses from going bankrupt when depressed conditions occur in 
their industries. We, therefore, suggest the adoption of a 3-year 
carryback—®3-year carryforward provision. 

The me umbe rship of the American Cotton Manufacturers Institute, 
Inc., includes the manufacturers of about 85 percent of the cotton tex- 

tiles produced in the Nation. Every type of cotton fabric or blend 
of cotton with other fibers is produced within the membership. These 
styles vary from staple fabrics to highly styled seasonal goods. The 
whim of the public dictates the popul: irity and acceptance of many 
types of fabrics which can be sold in large quantity today and dwindle 
to almost nothing tomorrow. Fabrics very popular for 2 or 3 years 
can suddenly go out of style for 3 or 4 years, and mills known to spe- 
cialize in such “goods can find themselves in a very precarious position. 

Equally import: int is the position of the customer of our mills, 
Take, for example, the converter who buys greige goods, styles them 
in accordance with his own ideas, and distributes them to the trade. 
The ingenuity behind such operations can result in very profitable sales 
of a given style in one season only to find the healthy position attained 
by such a converter changed overnight by the acceptance of a new 
fabric introduced by a competitor. Manufacturers of garments or of 
domestics have found themselves in much the same position. We, 
therefore, believe that it is sound for the economy in general and 
for the textile industry in particular that the tax relief intended by 
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the Congress in section 122 of the code should extend to businesses 
such as I have mentioned. 

To help a company which has operated profitably and contributed 
substantially to the Federal revenue to remain alive during a period 
of depression in order that it may survive to take advantage of the 
rise in its industry’s fortunes was within the intent of Congress in 
adopting the carryback—carryforward provisions of the code. Fur- 
thermore, the 90-day so-called quick refund applied against an ad- 
justment which permits a business suffering a loss year to reach back 
into profitable years beyond the 1 year now provided in the code might 
well mean the difference between life and death to many a business 
caught in a 2- or 3-year slump. 

The relief we recommend in the long run will without doubt in- 
crease Federal revenues. In support of this, we stress the following 
points. 

First, it will tend to increase and stabilize employment, particularly 
among small businsses who without such relief might be required 
drastically to curtail or to disappear from the industrial scene. Shel- 
tering and nurturing these business geese who lay the golden eggs of 
tax revenue just makes good sense. 

Second, there have been examples in th past, which surely will recur 
in the future, of established companies developing and perfecting new 
products for which public acceptance is slow. Years of time and ef- 
fort in research may be required to bring the costs of such a new de- 
velopment into line. During that interim, net operating losses may 
well occur. The relief suggested here might be the only means of 
continuing that research through which the public may be provided 
with a new or improved article at a lower price and which might other- 
wise never be produced or, at the very least, be delayed for many years. 
This is the keystone of the remarkably high standard of living attained 
by the people of this N: a better commodity at a lower price. 

While this situation is present in our own industry, it is even more 
dramatically illustrated in the field of electronics where research is 
more costly, experiments more numerous, and the results miraculous. 
Protection for this transition period can be found in a longer carry- 
back provision in section 122. 

Third, under the existing 5-year carryforward and only 1-year 
carryback provisions, there is bound to be a tendency for taxpayers 
to force sales and de press their own markets to recoup a carry forward 
loss when the opposite tack could be taken if a longer carryback pro- 
vision were in the law, thus permitting a company to hold valuable 
inventory until market conditions permit its disposition at a profit. 

Fourth, plant construction today is on a high-cost dollar basis. 
Businesses, particularly small businesses, hesitate to invest in new and 
improved equipment since high-cost-dollar plants are depreciated too 
slowly to permit sound economic use of such an investment. However, 
in our competitive free-enterprise system, companies faced with this 
problem can and should invest more freely with the knowledge that 
previous profitable years and tax paid thereon can serve as a buffer 
should their high-cost dollar investment take longer to justify itself 
than anticipated. 

Fifth, from a credit standpoint the ability of a concern facing 
operating loss or economic loss to establish as an asset a quick carry- 
back claim pending the end of its fiscal year, can mean the difference 
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between solvency and insolvency. I am no banker, but from a prac- 
tical business standpoint a quick carryback looks like a good current 
asset to me. 

Sixth, it has been said that a 6 months’ wait can mean the collapse 
of a business. Already there are signs that business failures are in- 
creasing among small enterprises. The figures of a leading national 
credit reporter show an increase in business failures for June 1953 
over June 1952 with liabilities higher for June 1953 than for any 
June since 1934. It is not unreasonable to assume that many of these 
business casualties could have been prevented by the application of a 
carryback adjustment into the second or third prior year, thus allow- 
ing the expiring company to receive that financial “shot in the arm” 
which could put it back upon its feet. 

Seventh, with refunded tax money unavailable promptly for work- 
ing capital, inventories probably will be allowed to run down and 
new purchases to dwindle. Such an effect can be reflected back down 
the production line through the processor of the raw material and 
even, in the case of our industry, to the farmer. 

We understand that others will urge before this committee that the 
same standard of taxability should be applied in determining taxable 
income. As we understand it, carryovers and carrybacks are tax 
devices aimed at averaging out taxable income, and recognize the 
inequity of computing tax liability on the basis of a single year. We 
endorse the position of those who maintain that the same standards 
as to percentage depletion, intercorporate dividends, and exempt in- 
terest should be applied in computing net operating loss deductions 
as are applied in determining taxable income. To do so will avoid 
discriminatory effects. 

Our recommendation for a 3-year carryforward—3-year carryback 
amendment continues a 7-year period in which a taxpayer may aver- 
age out profits and losses. The recommended 3-year carryback 
amendment will, in our opinion, more effectively grant relief to busi- 
nesses subject to radical cyclical changes. 

Our emai an could be made effective by amending section 
122 (b) (1) to provide that net operating loss should be a net 
operating las 4 back for each of the 3 preceding taxable years, and 
that section 122 (b) (2) (B) be amended to provide for a net operat- 
ing loss carryover for each of the 3 succeeding taxable years, and that 
appropriate amendments be made in section 122, perhaps by eliminat- 
ing subsections (d) (1) and (d) (2) to effect a more equitable adjust- 
ment of a true net operating loss as distinguished from the present 
concept of an economic loss. 

Gentlemen, I thank you for this opportunity to be heard. 

Mr. Jenkins. We thank you for coming here, Mr. Fuller. We are 
sorry that we do not have a fuller attendance, but we are in the clos- 
ing days of Congress, and quite a few members of the committee had 
to be away. 

Mr. Futrer. Thank you, Mr. Chairman. 

Mr. Jenxrns. Our next witness is Mr, Alexander Konkle, vice presi- 
dent of the Machinery and Allied Products Institute. 
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STATEMENT OF ALEXANDER KONKLE, VICE PRESIDENT, 
MACHINERY AND ALLIED PRODUCTS INSTITUTE 


Mr. Konxue. Mr. Chairman, I appreciate the opportunity to appeal 
before the Ways and Means Committee. I have a very brief, 3-page 
statement. I think it would be of interest to the committee to know 
that the views of the Machinery Institute are being presented in be- 
half of the capital-goods industries which produce the facilities of 
production, distribution, communication, and commerce, and I think 
you would be interested to know, very briefly, the magnitude of pro- 
duction and employment incident to the production of capital goods. 

Capital goods currently being produced in the United States and 
maintained production is at a rate of $50 billion per year. This rep- 
resents approximately 15 percent of the gross national production in 
the United States of the 360 billion to 375 billion. Employment in 
production and distribution and services for capital goods is now 
giving gainful work to between 9 and 10 million of our citizens. 
Those 9 or 10 million employees represent approximately 15 percent 
of the totally gainful employed of around 62 million. 

‘These views are presented by the Machinery Institute as spokesman 
of the capital-goods industry. 

My statement is only 3 pages long, but I would like to give you at the 
outset a summary of the recommendations, so that you can quickly 
orient yourselves as to our basic conclusion. 

We urge that the averaging period for business losses be increased 
from the present 7 years to 10 years. There should be provided a 
6-year carryover and a 3-year carryback. The Machinery Institute 
believes that the extension of the carryback period to 3 years is most 
important at the present time in view of the impending declines in 
defense spending. By extending the averaging period in this manner, 
more equitable tax treatment will be provided for those industries 
whose earnings are subject to wide fluctuations. Moreover, adequate 
loss offsets, especially when accompanied by a longer carryback period, 
constitute for the Nation an additional countercyclical measure, by 
automatically providing tax relief in periods of declining business 
activity to those who most need such relief, and thereby making sub- 
stantial contribution to business activity and full employment. 

Mr. Chairman and gentlemen of the committee, We are appreciative 
of this opportunity to present again the views of the Machinery and 
Allied Products Institute on the net operating loss deduction. The 
Machinery Institute has long been especially interested in the need 
for the averaging of income. The provision for adequate carryback 
and carry forward of losses is an essential to the proper definition of 
income as are provisions for the deduction of current operating 
expenses. 

Taxation of business profit and loss for a 12-month period has al- 
ways been an artificial and arbitrary makeshift. Especially has this 
been so for enterprises customarily subject to a deferred or cyclical 
demand, notably those producing durable capital goods, the demand 
for which can be deferred by extended maintenance of obsolete facili- 
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ties, and the demand for which is dependent upon confidence in the 
future prospect for profit, rather than upon immediate needs as in the 
case of most consumption goods. Moreover, the inadequacy of the 12- 
month period for measurement of the income of capital ‘goods pro- 
ducers is increasing as the magnitude and complexity of modern 
technological facilities add to the ler igth of the typical cycle of pro- 
duction of capital goods. 

In an original research report of the relative impact of Federal 
taxation upon capital goods and consumption goods companies dur- 
ing the depression of the 1930°s (Capital Goods Industries and Federal 
Income Taxation, 1940), the Machinery Institute found that a period 
of 10 years would be required to accomplish a substantial offset of 
losses. Our study shows that during the 1931-88 period the propor- 
tion of net profit paid by the capital goods companies in Federal in- 
come taxes was almost double (185 percent) the proportion paid by 
the consumption goods companies. As many as 41 oe of the 
capital goods companies experienced a net deficit, yet, lacking loss 
car rybacl k or carryforward for tax purposes, paid taxes on 1 or more 
years of income. In contrast, only 15 percent of the consumption 
goods companies, having more level annual volumes of production and 
net income, were in this category. 

In its study 7 years later ( Business Loss Offsets, October 1947), the 
United States Treasury Department cited this Machinery Institute 
study as authoritative evidence of the need for loss offsets. A copy of 
our study is offered as an attachment to this statement, and additional 
copies are available here for members of the committee wishing to refer 
to this document. 

Present law provides for an averaging period of only 7 years with a 
5-year carryover and a 1-year carryback. The Machinery Institute 
recommends that this period be extended to provide the 10 years neces- 
sary for adequate loss offsets. In previous statements ‘before this 
committee in 1950 and again in 1952, the institute recommended a 6- 
year carryover and a 3-year carryback to accomplish adequate averag- 
ing. At this time we reiterate these recommendations and would like 
to place special emphasis upon the extension of the carryback period. 


THE EQUITY OF ADEQUATE LOSS OFFSETS 


The provision of an averaging period long enough to provide, for 
at least the great majority of enterprises, full offsetting of the losses 
of loss years against the income of other years, is a matter of simple 
justice to the taxpayer. The use of shorter periods is especially in- 
equitable to those business firms whose incomes are subject to sharp 
fluctuations, It is common knowledge that the capital goods indus- 
tries have historically been subject to fluctuations in sales and earn- 
ings sharper than those which characterize the economy as a whole. 
Asa consequence, we repeat, the capital goods industries suffer a dis- 
proportionate part of the burden eel on the taxpayer by an inade- 


quate averaging period. The great majority of capital goods 
companies need an av eraging period of 10 years, if losses are to be 
substantially offset. 
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THE ADVANTAGES OF LENGTHENING THE CARRYBACK PERIOD 


The Revenue Act of 1950, while it extended to carryover period from 
2 years to 5, reduced the carryback period from 2 yearsto1l, Although 
the net result was a 2-year addition to the total averaging period, the 
reduction of the « arrybac ‘k to 1 year was, we believe, unsound in prin- 
ciple and unfortunate in economic effect. 

The timing of the carryback is the key to its effectiveness. The 
benefit of a carryover is always in the future from the time the loss 
is made. However, it is precisely at the time the loss is incurred that 
tax benefits are most nec essary. By enabling the taxpayer to carry- 
back his losses and secure a refund of taxes paid in previous years, 
purchasing power is provided in time of adversity. It is an essentis al 
protection | permitting the individual firm to avoid serious cutbacks in 
employment and to maintain its competitive position in loss years. 

From the viewpoint of national policy, an extension of the ecarry- 
back to 3 years, as previously recommended by MAPI, is a highly 
desirable goal. As the data in the 1947 Treasury study show, the 
provision of an adequate carryback period reduces tax li: ibilities pre- 
cisely when such reductions are most necessary. 

This feature of the carryback, its support of business purchasing 
power when needed, was enhanced by an earlier provision in the Inter- 
nal Revenue Code, inserted in 1945 for reconversion purposes, and 
still nominally applicable, which allowed firms facing a loss in a given 
tax year to c1 redit an estimated oe carryback against its current pay- 
ment of taxes for the previous year. Unfortunately the effect of this 
ae ision has been seriously we: danbd by the current acceleration of 

tax payments under the Mills Act, which telescopes tax payments into 
the first half of the fiscal year 


ADEQUATE LOSS OFFSETS AND BUSINESS INCENTIVES 


Any tax system which takes a relatively high portion of business 
earnings must of necessity dampen, to some extent, business incentives 
to invest. Therefore, it is imperative that that tax structure be chosen 
which impairs incentives least. 

Under the current corporate tax structure a firm which is making 
an investment decision knows that the Government will take over 
one-half of its potential earnings. However, if the averaging period 
is long enough, the firm can be assured that the Government will also 
share to the same extent in its losses. Consquently, the risk of a new 
investment is more attractive the longer is the period of averaging for 
the purpose of loss offsets. 

For a new firm the carryforward is most important since it has no 
previous history of earnings against which to apply the carryback. 
The majority of investments, however, are made by eixsting firms 
with a history of previous earnings. Consequently, the lengthening 
of the averaging period by prov iding a longer carryback reduces the 
risks of investment for such firms, not only by assuring that they 
will not be required to pay taxes on a net deficit for the period, but 
also by providing that the benefits of loss offsetting will come at the 
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time of the loss when such benefits are most needed. Thereby will 
business activity be encouraged and employment sustained. 

That is the conclusion of my statement, Mr. Chairman. 

Mr. Jenkins. Very well, Mr. Konkle. You have prepared a very 
fine statement, and again may I say that we regret we do not have 
more members present. 

Did you want this brief made a part of the record ? 

Mr. Konxue. Yes, 1 would like to request that it become a part of 
your files. 

Mr. Jenxrns. I am not sure that we can print a pamphlet like this. 

Mr. Konxie. You have had it previously, and there are available 
copies to the committee, if it is not desired to print it, and that will be 
agreeable. 

Mr. Jenktns. Very well, thank you very much. 

Mr. Konxie. Thank you. 

Mr. Jenkins. Our next witness is Mr. John M. Hudson of Detroit, 
Mich. 

May I say, Mr. Hudson, that Mr. Dingell requests that I express his 
regrets to you for not being able to be present; he had to answer the 
rolleall, and had intended to be here when you came. 


STATEMENT OF JOHN M. HUDSON, LAWYER, DETROIT, MICH. 


Mr. Hupson. I am sorry that I missed Mr. Dingell. 

Gentlemen of the Committee on Ways and Means, I have previously 
filed a statement covering the points that I wished to bring to the 
attention of the committee, and I would request that it be made a part 
of the record, and I will not here consume unnecessarily the time of 
the committee by reading the statement, but I would like to briefly 
summarize it if I may. 

Mr. Jenkins. You have that permission, and we will be glad to 
have you file your prepared statement for the record. 

(The statement referred to follows:) 


TESTIMONY OF JOHN M, Hupson on “Tre Nev Operatine Loss”, Ivem 24 O8 
Topics LISTED FOR CONSIDERATION 


To the honorable the members of the Committee on Ways and Means, I am n 
lawyer practicing in the city of Detroit, Mich., and for many years have special- 
ized in the law of Federal taxation. Allow me to express my appreciation of this 
opportunity to bring to the attention of the committee, and respectfully request 
the consideration by the commitee of, an apparent discrimination in the applica- 
tion of section 122 of the Internal Revenue Code, which provides for the allow- 
ance of a “net operating loss” deduction, aguinst individual taxpayers and in 
favor of corporate taxpayers It is believed that such discrimination is unwar 
ranted and indeed never was intended by the Congress. 

Section 122 of the code defines the term “net operating loss” as the excess of 
the deductions allowed by the statute over the gross income, subject, however, to 
the exceptions, additions and limitations provided in subsection (d) of section 
122. Subsection (d) provides certain exceptions, additions, and limitations in 
ihe computation of the amount of the “net operating loss,” designed generally to 
limit the deduction authorized therefor to the actual economic loss suffered or 
sustained by the taxpaver. : 

The limitation to which I desire to call your attention is provided in paragraph 
(5) of subsection (d). It is there provided that, in the case of a taxpayer other 
than a corporation, deductions otherwise allowed by law not attributable to the 
operation of a trade or business regularly carried on by the taxpayer shall be 
allowed only to the extent of the amount of the gross income not derived from 
such trade or business. It should be noted that this provision by its terms does 
not apply to corporate taxpayers but only to individuals. 
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Subsection (d) (5) has been construed by the Commissioner of Internal Reve 
hue as excluding from the net operating loss of an individual engaged in a trade 
or business, either as a sole proprietor or in partnership, the loss suffered or sus 
tained by the individual on the sale or exchange of assets or property used in the 
business, such as real estate, fixtures, machinery and equipment, etc. See IT 
3711 (1945 C. B. 162). This construction is based upon the theory or reasoning 
that the taxpayer is not engaged in the business of selling the assets and property 
used in the operation of the business and therefore the loss sustained on the sale 
or exchange of such assets or property is not attributable to the operation of the 
trade or business, but rather is attributable to the liquidation of the business. 
This construction by the Commissioner has been sustained by the courts. See 
Baruch v. Commissioner (178 Fed. 2d 402 (CCA 2d) ); Sic. v. Commissioner (177 
Fed. 2d 649 (CCA Sth)):; Pettit et al. v. Commissioner (175 Fed. 2d 195 (CCA 
fth)) ; Merrill v. Commissioner (173 Fed. 2d 310 (CCA 2d)): Lazier v. U.S. et al 
(170 Fed. 2d 521 (CCA 8th) ). 

It is believed that the interpretation which has been given the statutory lan- 
guage is unnecessarily narrow and restrictive of the congressional intent. It is 
quite common, and often necessary, in the conduct of any business to sell or 
exchange property used in the business in order to replace it with other more 
modern and efficient property. A loss sustained on such a sale or exchange 
would seem clearly attributable to the operation of the business. Even where the 
entire assets of the business are sold or exchanged the loss suffered thereon 
would not have been incurred had it not been for the operation of the business 
and hence such loss is in every true sense attributable to the operation of the 
business. One or two of the courts have recognized the force of these arguments 
of the taxpayers and have said that such contentions are not demonstrably wrong 
The courts, however, have felt they should follow the construction adopted by 
the Commissioner of Internal Revenue and approved by the Tax Court. See the 
Lazier case, supra, and Dehail y. U. S., District Court of California, September 
18, 1949, not officially reported (49-2 U. S. T. C. p. 17,375). 

On the other hand, corporations, to which subsection (d) (5) does not apply, 
are permitted to include in the net operating loss any loss suffered or sustained on 
the sale or exchange of assets or property used in the business. The net operating 
loss deduction is allowed to a corporation even though in the year of loss it may 
be in the process of liquidation and dissolution. See Acampo Winery & Distill 
eries, Inc. (7 T. C. 629 (Acq.) ) ; Justice Motor Corp. v. McGowan (97 Fed. Supp. 
570). 

Thus it is seen that under the statute, as it has been construed and applied, 
an individual engaged in business, either as sole proprietor or in partnership, 
who sells all or a part of the property or assets used by him in the business at a 
loss is denied the right to include such loss in the determination of his net 
operating loss. Yet, a corporation, which may be engaged in precisely the 
same kind of business, which sells the property or assets used in the business 
under precisely similar or the same circumstances, is allowed to include the loss 
on such sale in the determination of its net operating loss. 

No sound reason ever has been expressed or given, and it is difficult to conceive 
of any sound reason, for such discrimination against individual taxpayers and in 
favor of corporate taxpayers. There never has been suggested any logical basis 
for attributing to Congress an intention to deny to individual taxpayers the 
relief from the hardship that might othe®wise result from the strict application 
of the annual theory of taxation, which section 122 is designed to accomplish, 
and at the same time to grant such relief to corporate taxpayers under pre 
cisely identical or similar circumstances. Indeed, it is believed that Congress did 
not intend any such discrimination as between individual taxpayers and cor- 
porate taxpayers as has resulted from the rather narrow interpretation of sec- 
tion 122 (d) (5), and this belief would seem to be supported by the legislative 
history of this provision of the code. 

Section 122 (d) (5) of the code, before the addition of the last sentence by the 
Revenue Act of 1951, is substantially identical with section 206 (a) (1) of the 
Revenue Act of 1924 (43 Stat. 253 and 260), which in turn is the counterpart of 
section 204 (a) (3) of the Revenue Act of 1921 (42 Stat. 227 and 231). Section 
204 (a) of the Revenue Act of 1921 defines the term “net loss” to mean only net 
losses resulting from the operation of a business regularly carried on (including 
losses sustained on the sale of assets used in the business) and provided certain 
limitations upon the determination of the amount of the allowable net | 
Clause (3) of section 204 (a) of the 1921 act provided that “the amount by which 
deductible losses not sustained in such trade or business exceed the taxable gains 
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or profits not derived from such trade or business” should not be included in the 
computation of the net operating loss. 

Section 206 of the 1924 Revenue Act reenacted the net loss provisions sub- 
stantially as they appear in the Revenue Act of 1921, but in altered structural 
form and with some clarifying provisions. Section 206 (a) of the 1924 act cor- 
responded to section 204 (a) (3) of the 1921 act. The 1921 act provision excluded 
from the net loss the excess of nonbusiness losses over nonbusiness income, but 
did not mention other nonbusiness deductions, such as expenses. In rewriting the 
corresponding provision of the 1924 act, Congress omitted the parenthetical clause 
of the 1921 act which included losses sustained on the sale of assets used in the 
business in the net loss and provided for the exclusion from net loss of all non- 
business deductions in excess of nonbusiness income, expenses as well as losses. 
The sole purpose of the rewording of the pertinent provision in the 1924 act was 
to make it plain that all nonbusiness deductions in excess of nonbusiness income, 
expenses as well as losses, should be excluded from the computation of the net 
loss, as explained by the Committee on Ways and Means of the House (Rept. 
179, 68th Cong., Ist sess. p. 18) and the Committee on Finance of the Senate 
(Rept. 398, 68th Cong., Ist sess. p. 20). The 1924 act provision continued sub- 
stantially the same in subsequent revenue acts and in the Internal Revenue 
Code, until amended by the Revenue Act of 1951 as noted above. 

There is nothing in the legislative history of this provision to indicate that 
Congress intended to discriminate against individual taxpayers engaged in bus- 
iness by excluding losses sustained on the sale of assets used in the business 
from the computation of net operating loss, while at the same time allowing 
corporations to include such losses in such computation, unless it can be said 
that the omission from the 1924 act and subsequent revenue laws of the paren- 
thetical clause which appeared in the 1921 act was for the purpose of effecting 
such discrimination. 

The committee reports on the 1924 act, however, show that the sole purpose 
of rephrasing the pertinent section as it had appeared in the 1921 act was to 
make clear that deductible expenses, as well as losses, not attributable to the 
operation of the business should not be allowed in excess of the gross income 
not derived from the business Phere is no suggestion anywhere in the committee 
reports that Congress intended, by omitting the parenthetical clause of the 1921 
act, to discriminate between individual taxpayers and corporate taxpayers by 
allowing corporations to include losses on the sale of assets used in the business 
in the computation of net operating loss and denying to individual taxpayers the 
same right. 

It is believed that Congress will want to remove this discrimination which we 
believe was never intended. It is respectfully suggested that this may be accom- 
plished by an amendment which in substance would provide as follows: 

“Be it enacted by the Congress of the United States that— 

“SecTion 1. Section 122 (d) (5) of the Internal Revenue Code be and hereby 
is amended by inserting immediately after the first sentence thereof the following: 

“For the purpose of the preceding sentence losses sustained and gains realized 
on the sale or exchange or other disposition of assets used in the trade or business, 
whether or not in liquidation of such trade or business, shall be deemed attrib- 
utable to the operation of a trade or business regularly carried on or derived 
from such trade or business, as the case may be; so that said paragraph of this 
subsection shall read as follows: z 

“* “Deductions otherwise allowed by law not attributable to the operation of a 
trade or business regularly carried on by the taxpayer shall (in the case of a 
taxpayer other than a corporation) be allowed only to the extent of the amount 
of the gross income not derived from such trade or business. For the purpose 
of the preceding sentence losses sustained and gains realized on the sale or 
exchange or other disposition of assets used in the trade or business, whether 
or not in liquidation of such trade or business, shall be deemed attributable ro 
the operation of a trade or business regularly carried on or derived from such 
trade or business, as the case may be. For the purposes of this paragraph de- 
ductions and gross income shall be computed with the exceptions, and limitations 
specified in paragraphs (1) to (4) of this subsection. This paragraph shall not 
apply with respect to deductions allowable for losses sustained after December 
31, 1950, in respect of property, if the losses arise from fire, storm, shipwreck 
or other casualty, or from theft.” ’ 

“Sec. 2. This amendment shall be effective for all taxable years beginning 
after December 31, 1941.” 

The suggested amendment in substance is the same as section 134 of H. R. 4775 
introduced in the House of Representatives by the Honorable A. Sidney Camp, 
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of Georgia, on Thursday, July 12, 1951. In the remarks of Congressman Camp 
on his bill the following comment in respect of the proposed amendment appears: 

“The present law permits a corporation, but not an individual to include in the 
computation of a net operating loss carryback or carryover losses arsing from 
the sale of property used in a trade or business. The proposed amendment is 
intended to accord to individuals the same privilege now granted to corporations,” 

An amendment of the nature and substance suggested, in addition to removing 
the discrimination against individual taxpayers and in favor of corporate tax- 
payers for which there is no apparent justification, certainly seems as meritorious 
as the amendment by the Revenue Act of 1951 to section 122 (d) (5), which 
authorizes the inclusion of casualty losses in the computation of the net operating 
loss of an individual. 

It is respectfully submitted that an amendment of the nature and substance 
suggested should be made effective for all taxable years beginning after December 
$1, 1941. The right to carry net losses back as well as forward, which had been 
repealed by the National Industrial Recovery Act of 1933, was first restored 
by the Revenue Act of 1942 effective for taxable years beginning after December 
31, 1941, but limited under the interpretation noted above to corporations. It 
would seem appropriate that the suggested amendment should eliminate the dis- 
crimination as of the date it arose. There is ample congressional precedent 
for such retroactive effective date. For example, see 1951 Revenue Act amend- 
ments of sections 113 (b) (1) (B) and 117 (j). 

The foregoing testimony aud suggestions are respectfully submitted for the 
consideration of this honorable committee. Permit me to express my apprecia- 
tion of the opportunity afforded me of bringing this matter to the attention of 
the committee, and my appreciation of the courteous attention given this 
testimony. 

Respectfully submitted. 

Mr. Hupson. Mr. Chairman, my remarks are directed to a very 
narrow phase of the net operating loss problem, yet it has wide appli- 
cation and importance particularly to individuals engaged in business 
either as sole proprietor or in partnership, and it concerns the limi- 
tation, one of the limitations, spelled out in the code upon the com- 
putation and determination of the amount of net operating loss, and 
that limitation is found in section 112 (d), paragraph 5. 

In substance, its provision is to the effect that the losses not attrib- 
utable to the operation of a trade or business regularly carried on shall 
be allowed only to the extent of gains similarly not attributable to the 
operation of a business regularly varried on. 

The paragraph by its terms is limited to individuals and does not 
apply to corporations or other forms of organization operating as a 
corporation within the definition contained in the code. 

That limitation has been construed by the Commissioners and ap- 
proved by the courts to preclude the deduction of a loss sustained by 
an individual in business on the sale or exchange or other disposal 
of property or assets used in the ay ation of the business, 

That construction was initiated by the Commissioner in an income 
tax ruling in I. T. 1945. The Tax Court has approved that construc- 
tion, and the circuit court of appeals has affirmed the Tax Court, and 
the Supreme Court has refused to entertain a question of certiorari. 
So it has become a fixed interpretation. Notwithstanding that I per- 
sonally have a deep feeling that it is contrary to the true intent of the 
act. The theory of that construction simply is this, that if a man 
sells his machinery and equipment or other property, which he uses 
in the operation of his business, that he is not suffering a loss, sustain- 
ing a loss on such a sale, because it is not attributable to the operation 
of the business, because he is not in the business of selling such assets 
or property. 

87746—53—pt. 2———37 











1232 GENERAL REVENUE REVISION 


On the other hand, since that paragraph on the section is limited 
strictly to the individual, or a corporation, selling any portion of its 
property or assets with which it operates a business, even though the 
corporation may be in the process of liquidation, is permitted to in- 
clude the loss on such a sale in determining and computing the net 
operating loss. 

Now, I do not represent any organized group, but this problem has 
been in my mind in individual cases for some time, and I do not be- 
lieve that Congress ever intended a construction of that paragraph 
which results in such a discrimination as between corporate and 
individual taxpayers. 

And I believe, Mr. Chairman, that the legislative history of the 
net operating loss provision wil] demonstrate that no such discrimina- 
tion was ever intended. 

In 1921 the corresponding division of the act provided similarly 
in the code that the net loss is defined to mean the excess of loss or 
deductions over gross income, but contained a parenthetical clause to 
the effect that it included losses sustained on the sale of assets used 
in the business. 

And when the 1924 act was under consideration, in revamping 
the structural form of individual losses in reenacting this provision 
limiting the deductions, Congress omitted the parenthetical clause to 
which I have referred in the 1921 act. 

The committee’s report on that declared that the sole and only 
purpose of the provision of the pertinent section was to make it clear 
that ordinary expenses that may be incurred is an allowable deduc- 
tion, although noc attributable to the business, shall not be taken into 
account as well as lesses not attributable to the business shall not be 
taken into account. 

There is not one mention anywhere in the committee’s report that 
by omitting the parenthetical clause which expresses alone the in- 
clusion of the loss on sale of assets is in the business, that the Congress 
thereby intended to deny to the individual the use of such losses in 
the computation of net income, or in computing the net operating 
losses. 

The effect of this construction, which has been crystallized by court 
decision, is that the individual who may find it necessary in the opera- 
tion of his business to dispose of some of the property or assets which 
he has used, either for replacement or because of cbsolescence, or be- 
cause of replacement with more modern efficient property and dis- 
posal of such property at a less is not permitted to include that loss in 
the computation of net operating loss. 

On the other hand, a corporation which is doing precisely the same 
thing, is permitted to include such losses. 

Similarly, an individual who operates a business and who falls 
upon hard times and is required or finds it imperative because of 
creditors or otherwise to go out of business and must close out at a 
sacrifice and sustains a loss, will not be permitted to use such losses in 
computing the net operating loss to be carried back to the prior year 
in which he may have been more successful. 

On the other hand, a corporation under precisely the same set of 
circumstances is permitted to include such losses in computing net 
operating loss carried back, and to obtain a refund of taxes at such 
pro tanto which is actually paid during more prosperous years. 
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This situation has really become crystallized, but yet when the Na- 
tional Industrial Recovery Act in 1933 repealed the net operating loss 
provision and the net operating loss deduction was reinstituted in 1939, 
it was done only as a carry forward and it was not until the Revenue 
Act of 1942 that the right or provision of carryback as well as carry- 
forward was reinstituted effectively for the taxable year beginning as 
of December 31, 1941, and the question really, I think, came to atten- 
tion only in 1945 when the Commissioner issued the ruling. 

I think, as mentioned in this memorandum submitted, I might call 
attention to the fact that several of the courts, at least two of the courts, 
have considered the question and gratuitously, by way of dicta said the 
taxpayers’ contentions in this regard are not demonstratively wrong, 
where taxpayers in the litigated cases have been contending that the 
losses sustained on the sale of property which has been used in the 
conduct of its business is just as much a loss sustained in the operation 
of the business, or attributable to the operation of that business, as the 
day-to-day, month-to-month expenses of the business. 

These courts have said that while such contention is not demonstra- 
tively wrong, they felt compelled to follow the administrative con- 
struction subsequently approved by the Tax Court. 

I wish to thank the committee for this opportunity to be heard, and 
for permission to file this memorandum. 

Mr. Sapiax. Mr. Hudson, your summarization and your statement 
indicate that you have done a great deal of work and we appreciate 
the attitude you have shown. Although there are not many members 
of the committee here to hear your pr resentation, I want to point out 
that the staff that works on this matter, and the committee will have 
the full benefit of the statement you have made. 

Mr. Hunson. Thank you. 

Mr. Saptak. The next witness is Charles M. Davison, Jr., general 
solicitor of the Southern Railway System. 

I want to say also at this point, Mr. Davison, as a matter of fact, a 
subcommittee of this committee has been functioning here since 8 
o'clock this morning, and then we met in what might be termed extraor- 
dinary session at 8:30 with the Secretary of the Treasury and Mr. 
Dodge on the question of raising the national debt limit, and neces- 
sarily now most of the members are in the House Rules Committee 
which is considering their action. 

I regret the others are not here, but, speaking for the committee at 
this time, your testimony will be given the fullest sympathy and 
consideration. 

Mr. Davison. Thank you. 

Mr. Sapiak. You may proceed. 


STATEMENT OF CHARLES M. DAVISON, JR., GENERAL SOLICITOR, 
SOUTHERN RAILWAY SYSTEM, WASHINGTON, D. C. 


Mr. Davison. We appreciate the difficulties of the end of the session 
and appreciate the opportunity to be here. 

My name is Charles M. Davison, Jr. I am general solicitor of the 
Southern Railway System with offices in Washington, D. C. For 
some years my work has been exclusively on Federal tax matters. My 
appearance today is on behlaf of the Association of American Rail- 
roads which represents substantially all the railroads of the country, 
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and the appearance is on the committee’s topic 24 “The net operating 
loss.’ 

I request that the written statement which we have submitted be 
incorporated in the record of this hearing. 

Mr. Sapiax. Hearing no objection, it is so ordered. 

Mr. Davison. 1 would like to discuss the problem briefly, if I may. 

Mr. Sapiax. Proceed. 

Mr. Davison. Our problem in the net operating loss field is with 
the impact on the dividends-received credit. We, in effect, do not en- 
joy any operating loss carryover or carryback. The net operating 
loss carryover or carryback is important to the railroads because as 
a service industry our income fluctuates with economic conditions. 

More recently, we have also had the problem of a lag in adjusting 
charges for our services to keep up with inflation. The cost of doing 
business has advanced very ms but since our rates are subject 
to control we are not able to adjust quickly enough to keep up with 
costs. Therefore we sometimes have losses in spite of the fact that 
business is very good in terms of the volume of traffic moving. The 
net operating loss provisions, then, are particularly appropriate in 
the case of the railroads. 

Also important to the railroads is the dividends-received credit. 
The railroad corporations have been built up into large operating 
systems through the years, and it is not possible to consolidate them 
all into one corporation for a variety of reasons. As a result, we 
frequently have a situation where the earnings of an operating railroad 
pass through the hands of another company on the way to the real 
owners, the stockholders. We believe, of course, that these dividends 
should not be taxed at all, and that the only defense of the tax is that 
it raises revenue. 

When you put the net operating loss provisions into play in the 

case of a corporation which has dividend income, we find two rather 
striking things. If I go to the president of my company and say 
“We have had a loss this year,” and he knows about carryover and 

-arryback, he says “Can we offset against other years’ taxes? I hear 
we can.” Iam forced to tell him it is not going to work that way for 
us, although it would work that way for another cor poration that 
did not have dividend income. We find rather strikingly and sur- 
prisingly that we lose the dividends received credit when we average 
the years. It is lost in the year of the loss, because the computation 
of the loss is before the credit is allowed, and it is lost again in the 
income year to which the loss is carried because of specific provisions 
of the code. 

This is a very serious inequity in the case of the railroads and corpo- 

rations generally that do have dividend income. It effectively de- 
feats the purpose of the net loss carryover 

Our suggestion is that the full net oper ating loss be allowed on the 
averaging basis as was intended by the use of the net loss carryover 
provision. This can be accomplished by converting the dividends 
received credit into a deduction. It is called credit and technically 
may be a credit, although it operates as a second set of deductions. 

Historically, the double taxation of dividends was taken care of in 
the early revenue laws by providing for a deduction. In the 1930's, 
when there was an attempt to tax undistributed profits, the dividends 
received deduction was converted into a credit. When we gave up 
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on the undistributed-profits surtax in the late 1930’s and imposed the 
corporate surtax, the dividend deduction remained as a credit. Since 
it is still a credit, you get this rather unusual result, which is a very 
burdensome result. Iam satisfied it is not intended. 

I think this is a problem which has been presented to the committee 
before. Weare very hopeful that the committee, as it did in 1948, will 
do something about this problem. As we point out in our written 
statement, the action taken by the committee in 1948 took care of this 
problem for only 1 year. We would like to have it taken care of for 
both years. 

Mr. SaviaKk. I note from your statement, which I glanced through 
hurriedly, Mr. Davison, you mention that you almost had relief in 
1948 and your visit today actually has been the first opportunity since 
that time to plead your case. Ts that correct? 

Mr. Davison. That is correct. I would like to refer also to a 
rather striking figure that isin that statement. That is, the difference 
between the corporation which has dividend income and one without 
dividend income is $442,000 in taxes on $1 million of dividend income. 
It is not easy to take. 

Mr. Sapitak. Were you here last night when we were in session 
quite late and among the witnesses were some of your colleagues in 
the railroad industry, one group pleading for the removal of the 15 
percent excise tax on passenger traffic and the other the 3 percent on 
transportation traffic Actually that makes up part of your com- 
posite picture which you are talking about. 

Mr. Davison. That is correct. I was here, and we appreciate very 
much the opportunity to present that very real problem to the com- 
mittee. 

Mr. SapiaK. Does that conclude your statement ? 

Mr. Davison. That concludes my statement. 

Mr. Sapiak. Thank you very much. 

(The matter submitted for the record by Mr. Davison is as follows :) 


STATEMENT OF CHARLES M. Davison, JR., REPRESENTING ASSOCIATION OF AMERICAN 
RAILROADS, IN Re Topic 24, Net OPERATING Loss 


My name is Charles M. Davison, Jr. I am general solicitor of the Southern 
Railway system with headquarters at Washington, D. C., and am a member of 
the subcommittee on Federal tax legislation of the Association of American 
Railroads. I ajpear here today on behalf of that association. 

The railroads have a particular problem in the application of the net operating 
loss provisions of the Internal Revenue Code and ure gratified that the committee 
las been able to include this item in the current hearings. Our problem relates 
to the interplay of the dividends received credit and net operating loss deduction 
provisions of the law. 

The net operating loss deduction is designated to produce the same overall tax 
on the same taxable income over a period of years for each of two taxpayers 
which are similarly situated except that one has taxable income in every year 
and the other does not. The dividends received credit is designed to eliminate 
so far as practicable the double taxation of corporate earnings. The credit is 
limited to 85 percent solely for revenue reasons. The interplay of these two 
provisions, as presently provided in the Internal Revenue Code, effectively defeats 
the purposes of both. 

Under existing law the dividends received credit is reduced in a year of 
operating losses in such a manner as to prevent carrying to an income year the 
full operating loss less the usually taxable amount of dividends received. 
Furthermore, the net-loss deduction in the year to which the loss is carried is 
further reduced by any dividends received credit taken in such year. Asa result, 
there is a very substantia! inequity between corporations which have dividend 
income and corporations which do not. 
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Many railroad enterprises consist of a number of separate corporations bound 
together by stock ownership and lease agreements into one operating system of 
railroads. This complexity of corporate arrangement is both historical and 
necessary. For many reasons it is impossible to consolidate the properties under 
1 management into 1 corporation. As a result, many railroads receive substan- 
tial dividend payments from wholly owned subsidiaries which are derived from 
system operation. The dividends received credit is designed to prevent the taxing 
of these earnings twice. This is particularly important in view of the very 
high corporate rates now in effect. 

The railroads are particularly vulnerable to fluctuations of the business cycle. 
The net-loss deduction is designed to level the overall earnings for a 7 year 
period so that a railroad with a given taxable income over the period, but with 
some loss years, will pay no more in Federal income taxes than another railroad, 
or any other corporation, with the same total taxable income for the period, but 
no loss years. 

If the railroads are not allowed the full benefit of the dividends received credit 
in computing both the net loss in the loss year and the net loss deduction in the 
income year to which the loss is carried, the result is to deny to the parent 
company the benefit of the net operating loss deduction, and to subject dividends 
received to double taxation. 

With existing tax rates, a corporation with some loss years will pay $442,000 
more taxes on $1 million of dividend income than would be paid by another 
corporation with income in every year and the same amount of dividend income. 
The railroads strongly urge that this inequity be removed by allowing the full 
dividends received credit in computing both the net operating loss and the net 
operating loss deduction. 

H. R. 6712, 80th Congress, 2d session, which was to be called the Revenue 
Revision Act of 1948, as it passed the House, provided for the partial elimination 
of this inequity, and generally provided that the net operating loss and net 
operating loss deduction should be determined in substantially the same manner 
as tuxnble income. The adjournment of Congress shortly after the bill passed 
the House on June 19, 1948, prevented consideration of the bill by the Senate. 
The statement of the Ways and Means Comnnittee in support of the proposed 
change is found on rage 3 of House Report No. 2087 on this bill. 

The railroad problem would be solved only in part by the enactment into 
law of the change proposed by the Ways and Means Committee and passed by 
the House in 1948. In general, the provisions of that bill removed the inequity 
as to certain other deductions both for the loss year and the income year. 
Because the 85 percent dividends received credit is limited to 85 percent of 
adjusted net income, however, the language of the 1948 bill would take care only 
of the loss of the dividends received credit in the income year. 

The railroad problem can be solved for both years by making 85 percent of 
dividends received from domestic corporations a deduction under section 23 
rather than a credit under section 26. This would remove the limitation on 
the credit and reinstate the statutory scheme under the Revenue Act of 1924 
and prior acts. The deduction for dividends received was converted into a 
credit for dividends received by the 1936 act as a part of the basic change in 
the statutory scheme designed to reach undistributed corporate profits by special 
provisions of that act. When the undistributed profits surtax so imposed in 
the 1936 act was eliminated in the 1939 act and the surtax on corporate incomes 
generally was imposed in its place, the dividends received credit was retained. 

The allowance of a deduction rather than a credit for dividends received will 
produce the same tax results in income years since in effect the credits are 
additional deductions in determining net taxable income. In order to place in 
the same position corporations with earnings in each year, including dividends, 
and other corporations with similar earnings over the years, but with some loss 
years, the deduction must be for the full 85 percent of the dividends received 
and should not be limited to 85 percent of net income. The limitation cannot 
be justified if the objective of the loss carryover and carryback provision is to 
be attained. 

LEGISLATIVE PROPOSAL 


Add to section 23 of the code the following new subsection : 

“(gg) DEDUCTION FOR DIVIDENDS RECEIVED BY A CORPORATION.—In the case of a 
corporation, 85 per centum of the amount received as dividends (other than 
dividends described in section 26 (b) on the preferred stock of a public utility) 
from a domestic corporation which is subject to taxation under this chapter.” 

Section 26 (b) should be amended technically to remove the present subsection 
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(1) which now allows a credit for dividends received from domestic corpora- 
tions. Also section 433 (a) (1) (a) should be amended to allow an adjustment, 
without limitation, for the new dividends received deduction. 

Mr. Sap.iak. The next witness is Mr. C. D. Osterholm, represent- 
ing the. iemdes Natural Gas Association of America. 


STATEMENT OF C. D. OSTERHOLM, TAX DIRECTOR, NORTHERN 
NATURAL GAS CO., OMAHA, NEBR. 


Mr. Osternotm. Mr. Chairman and gentlemen, my name is Car] D, 
Osterholm. My acm is in Omaha, Nebr., where 1 am tax director 
for the Northern Natural Gas Co. I am secretary of the taxation 
committee of the Independent Natural Gas Association of America, 
whose address is 918 16th Street NW., Washington, D.C. We appre- 
ciate the opportunity to appear 

Mr. Sap.ak. I am sure one ue member of this committee, one of 
our very distinguished members, Mr. Carl Curtis of Nebraska, would 
be delighted to be here. However, he is chairman of the Subcom- 
mittee on Social Security that began hearings at 8 o’clock this morn- 
ing. I saw him on the floor a moment ago when 1 answered the 
quorum call, and he was watching for a bill in which he is particularly 
interested, which was to come up immediately following the quorum 
call. For that reason, Mr, Curtis is not here. 

Mr. Ostertiotm. We think very highly of Mr. Curtis. I am sorry 
he is unable to be here this morning. 

The membership of our association includes producers who are also 
engaged in the hazardous business of exploring for additional supplies 
of natural g gas, pipeline companies transporting natural gas, and dis- 
tributing companies selling natural gas to the ultimate consumer. 

A statement has been filed with the clerk of the committee setting 
forth, the recommendations of the association with respect to treat- 
ment of the net operating loss. We would appreciate it if that state- 
ment could be incorporated in the record. 

Mr. Saptax. As I hear no objection, it is so ordered. 

Mr. Ostrernotm. In connection with that statement, there are a 
few comments I should like to offer. 

In the operation of a trade or business, the income tax must be 
computed on an annual basis. Under a strict application of the 
annual theory of taxation, a business with income in some years 
and losses in others would pay more tax on the total earnings of the 
enterprise than would a business with more regular income, some 
of which is received in each year, even though ‘both had the same 
total earnings over the life of the enterprise. 

For illustration, let us assume a business enterprise whose life is 
for 2 years only. It has income in each of the 2 years of $50,000 or 
a total of $100,000 during its life, and this is the amount on which 
it pays income taxes. Now let us assume another business similar 
to the first in that its life is also 2 years and its total income for those 
2 years is also $100,000. The second company, however, has a loss 
of $100,000 in 1 year and an income of $200,000 in the other. Under 
the annual theory of taxation unmodified, it would pay taxes on $209,- 
000 in spite of the fact that its real earnings were only $100, 000. 
Because it was unable to get some earnings in “each year of its life, it 
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would be taxed more than the company which could do so, like the 
company used in the first example. 

The provisions of the Internal Revenue Code, section 122, allowing 
carrybacks and carryovers to other years of a net operating loss deduc- 
tion for losses incurred in the operation of a trade or business, are a 
means of alleviating the hardship that might otherwise result. from 
the annual theory of taxation. L ogically, such provisions should put 
taxpayers with irregular annual income on the same footing as those 
who enjoy more regular income. However, under the present pro- 
visions of section 122 of the Internal Revenue Code, this result is not 
achieved. The benefit of the net operating loss deduction is restricted 
in most cases to so-called economic loss. 

For instance, interest from tax-exempt bonds is not taxed. How- 
ever, if a taxpayer who receives such interest shows a loss for the 
taxable year on his return, he must reduce that loss by the amount of 
net tax-exempt interest he received before he can apply it against 
another year’s income. This is under the theory that the carryover 
should be restricted to the amount of his economic loss. This is incon- 
sistent, as he does not pay tax on his economic income; he pays tax 
on his taxable income. 

Additional adjustments are required which include restoring the 
excess of percentage depletion over cost depletion and the credit for 
intercorporate dividends as well as some other items. 

In addition to reducing the loss which can be carried over, the 
income for the year to which it is carried must be increased by adjust- 
ments for the same items in that year. As a result, more tax is paid 
by a business having transactions of the type requiring adjustment, 
if the hazards of that business create some loss years, than is paid by 
a similar business on the same amount of overall income received 
more regularly. Such a result for similar taxpayers cannot be justi- 
fied under any equitable theory of taxation and, accordingly, we urge 
that section 122 of the Internal Revenue Code be amended to elimi- 
nate the economic-loss concept and to provide that the net operating 
loss reduction be computed in the same manner as income which is 
taxed. 

Mr. Sapiax. Does that complete your statement ? 

Mr. Ostrernotm. That concludes my statement. 

Mr. Sapiax. That will be very helpful to the committee staff. We 
thank you for your appearance. 

Mr. Osternotm. I thank you, Mr. Chairman. 

(The statement submitted for the record by Mr. Osterholm is as 
follows:) 


STATEMENT OF INDEPENDENT NATURAL GAS ASSOCIATION OF AMERICA, WASHINGTON 
6, D, C., IN Re Topic 24, Net OPERATING Loss 


COMPUTATION OF NET OPERATING LOSS OF CORPORATIONS 


Section 122 of the Internal Revenue Code permits a net operating loss of any 
year to be carried back to the immediately preceding taxable year and to the 
extent that the loss is not absorbed by net income of that year, it may be carried 
forward to each of the 5 succeeding taxable years. 

This, on the surface. is fair and equitable. However, before a net operating 
loss carryover may be applied as a deduction from taxable income, the following 
adjustments are required to be made to both the taxable year in which the loss 
occurred and to the net income of each year or years to which the loss may be 
applied: 
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1. The excess of percentage depletion over cost depletion must be restored ; 

2. Wholly tax exempt interest, less any nondeductible interest paid or 
accrued to carry the exempt securities, must be included in gross income; 

3. The net operating loss deduction must be restored ; and 
4. No deduction or credit is given for intercorporate dividends received. 

The above adjustments have the effect of reducing the net operating loss and 
increas ‘ng the taxable net income against which the net operating loss is applied. 
The adjustments purport to be justified on the “economic loss” theory. The re- 
quirement that the adjustments be applied to both loss and income years cannot 
be just fied, and sound principles should limit the carryover provisions to taxable 
income and not economic income concepts. 

We urge that the so-called economic-loss limitations be removed from the 
statute. 


Mr. Sapiak. I have some statements from persons who are unable 
to appear and who desire to have their statements made a part of the 
record. Without objection, each of such statements will be entered 
in the proper place in the record. 

(The statements above referred to are as follows:) 


STATEMENT PRESENTED BY FRANKLIN G. PARDEE, PRESIDENT, LAKE Superror IRON 
OrE ASSOCIATION, CLEVELAND 15, OnI0, IN Re Topic 24, Net OPERATING Loss 


Mr. Chairman and members of the Committee on Ways and Means, I am 
Franklin G. Pardee, of Cleveland, Ohio, president of the Lake Superior Iron Ore 
Association. 

We respectfully present the following recommendation on the net operating 
loss with special reference to the depletion allowance for mining companies. 

Under the present law (sec. 122 (d) (1)), percentage depletion is eliminated 
as a deduction in computing a loss carryover or a loss carryback. This part of 
the law works particular hardship on the mining industry whose income from 
nining operations generally varies greatly from year to year due to fluctuations 
in me‘al and mineral markets and wide variations in grade of ore and operating 
conditions. The effect in many cases is to deny either the allowance for both the 
loss year and for the year to which the loss is carried. This places the mining 
company which has years of loss interspersed with years of profit in a far worse 
position taxwise than another company which earns the same aggregate net 
income over a period of years but has relatively steady earnings. While this 
provision will penalize any mining company facing a loss in one year with profits 
in another, its imprint may be particularly severe for the company having only 
one mine. 

The percentage depletion allowance for minerals was placed in the law by the 
Revenue Act of 1932 after thorough consideration. It was deemed proper then 
and has heen justified in every revision of the law since that time. There is no 
reason why this deduction should be given less favorable treatment than other 
deductions allowed by the Internal Revenue Code by requiring it be eliminated in 
computing the loss carryback or carryforward. 

For example, 1 mine having a 2-year net income of $150,000 before percentage 
depletion, consisting of $300.000 in the first year and a loss of $150,000 in the 
second, would pav on an income of $150.000 under the present law. On the other 
hand, another mine having the same net income for the 2-year period with 
$100,000 coming in the first and $50,000 in the second year, would pay on an 
income of $75,000. (Details of this computation below.) 

This example emphasizes the need for a change in the law for the mining 
industry. Those considering the risks of a mining enterprise will be far more 
likely to undertake them if the present inequity is removed and the losses so 
frequently encountered during the course of mining operations may be charged 
against income in other years. without impairment of the allowance for denletion. 

In the interest of equity and to avoid the denial of percentage depletion, we 
recommend that section 122 (d) (1) be deleted from the code. 

The variation in results brought about by the adjustment for percentage deple- 
tion provided in section 122 (d) (1) can be illustrated as follows: 

Assume company X has a single-mine operation, with a total net income for 
2 years of $150,000, before percentage depletion and income tax, consisting of 
net income in vear (1) of $300,000 and net loss in year (2) of $150,000. Assume 
also that percentage depletion is limited to 50 percent of net income and cost 
depletion is zero. 











1240 GENERAL REVENUE REVISION 











CASE I 
noireengiensintinadbinipiiinesnslidtatiaiiinesid - — 
T tal after 
Year (1) Year (2) _—— *a) fh) 
adjustments 
waiinen ia meguninnidinindane  scbaeeatatetimcctnention 
Net income_...- a Lia alate anil ienatdiebiatadil $300, 000 ($150, 000) $150, 000 
Less percentage depletion. Be Sent ok ck patted aoe 150, 000 0 75, 000 
, Net income after percentage depletion neleitaritieis 150, 000 (150, 000) 75, 000 
Net operating loss carry back 
Loss for year (2) (ORBO GOON i on nnsstidnud TERED Hicdiciccdddice 
Less percentage depletion for year (1 150, 000 
Repeat cnemled Be iasickctttnctninctiemisondiiti aa Dak dtletnttida dtd Oekeddecme 
Net income after applying loss carryback .........-- 150, 000 0 75, 000 
CASE II 


Assume the same set of circumstances for company Y as in example above 
except that the 2-year net income from its mine is divided $100,000 in year 1 and 
$50,000 in year 2, 

















| Total after 
Pas : dd elimir ating 
Year (1) Year (2) | .e¢, 122 (d) (1) 
adjustments 
—_ —— sie cesta ————_ ee 
ae a a a a $100, 000 $50, 000 $150, 000 
Less: Percentage depletion....................... RACAENY A PP 50, 000 25, 000 75, 000 
Net income after percentage depletion................-. 50, 000 | 25, 000 | 75, 000 


| Taxable income 

Sli he hia 5 aatthilad 
Net income | IC | Eliminating 
Pres- sec, 122 (d) (1) 


ent statute 





adjustments 

pierre Sar ah 
Case I_. eater sre tee on aE Pe . | $150, 000 | $150. 000 | 75, 000 
Case II ; 150, 000 75, 000 | 75, 000 


If full allowance, for years of loss is granted, the taxable income for the 2-year 
period would be the same in each of the illustrated cases regardless of the dif- 
ferent circumstances. This would merely be curing an inequity existing under 
present law, since in each instance only $150,000 net income has actually been 
realized. 


STATEMENT ON BEHALF OF COMMERCE AND INDUSTRY ASSOCIATION OF New YORK, 
Inc., New York, N. Y., IN Re Toric 24, Nev Operstine Loss 


PRESENTED RY SAMUFY. H. HELLENBRAND, MEMBER OF THE NEW YORK BAR AND 
MEMBER OF THE ASSOCIATION’S COMMITTEE ON TAXATION AND PUBLIC REVENUE 


The allowance of a net operating loss deduction for losses incurred in the 
operation of a trade or business is one of the measures of relief from the hard- 
ship that migh otherwise result from the annual theory of taxation. The Internal 
Revenue Code alleviates this hardship by permitting a net operating loss for any 
taxable year to be carried back and applied to reduce taxable net income of a pre- 
ceding taxable year or years, and then, to the extent the net operating loss is not 
absorbed by such carryback, to be carried forward and applied to reduce taxable 
net income of succeeding taxable years. 

On the whole, business has benefited substantially from the existence of the net 
operating loss deduction provisions in our tax structure. New business ventures, 
faced with the possibility of incurring operating losses in introducing new prod- 
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ucts or competing against established firms, have been benefited by being per- 
mitted to offset such losses against prior and future taxable income. In many 
cases the net operating loss deduction, by permitting the business losses of one 
year to be offset against the profits of another year, has enable faltering com- 
panies to continue in operation and companies with wide fluctuations in income 
to achieve some measure of cyclical stability. 

The net operating loss deduction was designed to equalize the tax treatment 
of businesses with relative stability of income and those which operate at a 
profit in some years and at a loss in others. Unfortunately, however, in the 
operation of section 122 of the Internal Revenue Code, the code provision relating 
to the deduction, losses must be charged against wholly or partially tax-exempt 
interest, the excess of percentage depletion over cost depletion, and the divi- 
dends received credit, both in the year in which the loss was incurred and the 
profit year to which it is permitted to be carried, leaving only the remainder to 
be deducted against the taxable net income of the profit vear. 

The effect of these adjustments is to deprive taxpayers with profit and loss 
years of certain tax benefits available to taxpayers whose businesses operate 
at relatively stable levels of profitable operation. For example, assume a situa- 
tion where two corporations, A and B, each have $5,000 per year of tax-exempt 
interest and for a given 2-vear period each company has, in addition, an aggre- 
gate of $100.000 of taxable net income. In the case of A company this aggregate 
is made up of taxable net income of $125.000 in the first vear and a net loss of 

25,000 in the second year. In the case of B company this aggregate consists of 
$60,000 of taxable net income in the first year and taxable net income of $40,000 in 
the second year. 

It might reasonably be supposed that since each company has the same total 
taxable net income for the 2-year period ($100,000) that each would be taxed 
similarly. However, such a supposition would be erroneous, for due to the fact 
that in computing the net operating loss deduction losses must be reduced by 
tax-exempt interest both in the vear in which the loss was incurred and in the 
year to which the loss is carried, A company will be taxed on $110,000 of net 
income while B company will be taxed on only $100,000 of net income. In effect 
A. the company with the fluctuating income, has been denied the benefits of tax- 
exempt interest which were available to B, the company with the relatively 
steady level of profits. 

Another situation in which the net operating loss deduction provisions of the 
code may have a discriminatory effect is in the case of corporations having divi- 
dend income. Where two corporations, one with wide fluctuations in income and 
the other with stable income, each receive the same amount of dividends from 
domestic corporations, the corporation with the fluctuating income is taxed on 
100 percent of the dividends whereas the corporation with the stable income 
is taxed on only 15 percent of the dividends. Under existing tax rates, it is not 
unlikely that a corporation with some loss years will pay about $44,000 more 
in taxes on $100,000 of dividend income than would be paid by another cornora- 
tion with income in every vear and the same amount of dividend income. Thus, 
not only is the corporation with the profit and loss years interspersed subject 
to discrimination but the purpose of the dividends received credit, to eliminate 
as far as practicable the double taxation of dividends, is defeated. 

The adiustments now called for by the formula of section 122 have been 
justified on the ground that a net loss carryover should be permitted only if and 
to the extent it represented a so-called economic loss. However, we have never 
tried to use the principle of economie loss as the standard for determining 
taxable income. As we have pointed out, the standard for determining the net 
operating loss deduction shonld be such that the business with profits in some 
years and losses in others would be broucht to substantially the same taxable 
standard as the business with the same net income arising ratably from year 
to year. The same standard of taxability should he applied in determining the 
net of profits and losses as is generally applied in income-tax determinations. 
There is no occasion to bring in a different standard of so-called economic in- 
come. The same standards as to percentage depletion, intercorporate dividends 
and exempt interest should be apnlied in computing net operating loss deductions 
as are applied in determining taxable income. Otherwise. the resulting in- 
equities between taxpayers are patently unfair, as illustrated above. 

The discriminatory effects of the net onerating loss deduction in the case of 
tax-exempt interest and percentage depletion may he corrected by amending the 
code so as to eliminate therefrom subsections (d) (1) and (d) (2) of section 122. 
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The discriminatory effect in the case of dividend income may be eliminated by 
making 85 percent of the amount of dividends received from domestic corpora- 
tions a deduction, without any limitation such as now is imposed in the dividend 
received credit, from the gross income of the corporate recipient rather than a 
credit against its normal-tax net income and surtax net income as is presently 
the case, thereby reinstating the statutory scheme as it existed prior to the 
Revenue Act of 1936. 


LOSS ON SALE OF BUSINESS ASSETS BY TAXPAYERS OTHER THAN CORPORATIONS 






There is a further discrimination in the code provisions relating to the net 
operating loss deduction which should be eliminated. A corporate taxpayer 
which sustains a loss on the sale of real or depreciable business property is 
permitted to treat the loss as part of its net operating loss carryback or carry- 
over. However, section 122 (d) (5) specifies in the case of a taxpayer other 
than a corporation that deductions must be attributable “to the operation of a 
trade or business regularly carried on” before they may be carried back or over. 
The Bureau of Internal Revenue and the courts have interpreted this provision 
to preclude an unincorporated taxpayer from deducting, as net operating losses, 
lesses on the sale of real or depreciable business property on the ground thit 
the taxpayer was not in the business of selling such property. There is no sound 
reason why the carryback or carryover of losses of this type should be denied 
unincorporated businesses and it is recommended that the code be amended to 
remedy this situation. 


STATEMENT ON BEHALF OF THE AMERICAN BAR ASSOCIATION, IN Re Toptc 24, 
Net OPeraTino Loss 


Inasmuch as a representative of the American Bar Association will not appear 
in person on the above topic it is requested that this statement be received and 
filed. 

The present law permits a corporation, but not an individual, to include 
in the computation of a net operating loss deduction losses arising from the 
sale of property used in a trade or business. It has been held that in the case 
of an individual such losses do not arise from the operation of a trade or busi- 
ness. In the case of a corporation, it is assumed that all gains and losses arise 
from the operation of a trade or business and that a corporation has only busi- 
ness income. The proposed amendment is intended to accord to individuals the 
same privilege now granted to corporations. 

Also, under existing law, a net operating loss of a corporation which transfers 
its assets to another corporation in a tax-free reorganization or liquidation 
cannot be used as a carryover or carryback by the successor corporation, except 
perhaps in the case of a merger involving no termination of the corporate entity 
under State law. See New Colonial Ice Co., Inc. v. Helvering (CCA 2d, 1934, 
232 U. S. 435) ; ef. Stanton Brewery, Inc. v. Helvering (CCA 2d, 1949, 176 F. 2d 
573). The bill provides for a carryover, but not a carryback, in cases of tax- 
free reorganization or liquidation, provided 50 percent or more of the con- 
trolling stock of the transferee is owned after the transfer by persons who 
owned a substantial interest (10 percent or more) in the transferor in the 
year in which the loss was incurred. The requirement that control be retained 
in such persons is deemed advisable in order to prevent abuse through acquisitions 
of loss corporations by new interests in situations where section 129 may not be 
sufficient to bar the way. It has been deemed wiser not to attempt to encompass 
earrybacks within the purview of the present bill, not only because of technical 
complexities, but because the carryover provides the more important element 
of relief in this area, and particularly because the carryover is applicable to 5 
years while the carryback may be applied to only 1 year. 

Provisions to make these recommendations effective are contained in the Reed- 
Camp bill, as follows: 


“Sec. 134. Net Operatine Loss DepucTION—SALE oF BUSINESS ASSETS. 


“Section 122 (d) (5) (relating to net operating loss deduction) is hereby 
amended by striking out the period at the end thereof and inserting in lieu 
thereof a comma and the following: ‘and losses from sales, exchanges, or other 
dispositions of property used in the taxpayer's trade or business shall be deemed 
to be losses attributable to the operation of the trade or business in which 
such property was used.’ 
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“Sec. 160. Net OPERATING Loss DEDUCTIONS BY TRANSFEREE CORPORATIONS, 


“(a) Section 122 (relating to net operating loss deduction) is hereby amended 
by adding at the end thereof the following new subsection ; 


“(f) CARRYOVERS TO TRANSFEREE CoRPORATIONS.—If a corporation transfers 
all of its properties to another corporation in a transaction described in section 
112 (b), (c). (d) or (e), and if immediately after the transfer 50 per centum 
or more of each class of stock of the transferee is owned by a person or persons 
who owned 10 per centum or more of each class of stock of the transferor 
throughout a taxable year of the transferor in which a net operating loss oc- 
curred, then if such net operating loss occurs in the taxable year of the transferor 
in which the transfer occurs or in its five preceding taxable years, excluding 
taxuble vears beginning before Jannary 1, 1950, such net operating loss shall 
be allowed as a net operating loss carryover for the purpose of subsections (b) 
and (c) for each of the six taxuble years of the transferor and transferee cor- 
poratious next succeeding the taxable year of the transferor in which such net 
operating loss occurred. For the purpose of this subsection— 

“*(1) In determining succeeding taxable years there shall be included only 
taxable years of the transferor commencing prior to the transfer and taxable 
years of the transferee ending after the transfer. The taxable year of the 
transferee in which the transfer occurred shall be considered as the taxable 
year succeeding the taxable year of the transferor in which the transfer 
occurred, 

““*(2) The carryover to the transferee in the case of all taxable years 
following the first sueceeding taxable year shall be the excess if any, of the 
amount of such net operating loss of the transferor over the net income of 
the intervening succeeding taxable years of the transferor and transferee 
computed (A) with the exceptions, additions, and limitations provided in 
paragraphs (1), (2), (4), and (6) of subsection (d), and (B) by deter- 
mining the net operating loss deduction for such intervening succeeding 
taxable year or years without regard to such net operating loss and without 
regard to any net operating loss carryback. 

“*(3) The net operating loss of the transferor shall be reduced to the 
extent provided in the second sentence of subsection (b) (2) (B). 

“*(4) If the number of months from the beginning of the taxable year 
of the transferor in which the transfer occurred to the close of the taxable 
year of the transferee in which the transfer occurred exceeds twelve, then in 
determining any net operating loss carryover to a sixth succeeding taxable 
year the amount of the net operating loss shall be reduced by an amount 
equal to that portion of such loss which the number of such excess months 
bears to twelve. 

“*(5) If a corporation transfers all of its properties to two or more 
corporations, the net operating loss carryover which would have been avail- 
able if all its properties had been transferred to a single corporation shall 
be divided between the transferee corporations in proportion to the value 
of the net assets acquired by each, or in such other manner as may be agreed 
upon between such corporations and the Commissioner. 

“*(6) The term ‘stock’ dves not include stock which is limited and pre- 
ferred as to dividends.’ 

“(b) Errective Dare.—The amendment made by subsection (a) shall not be 
applicable in computing the net operating loss deduction for taxable years 
beginning before December 31, 1949, and shall be applicable in computing such 
deductiou for taxable years beginning thereafter.” 





STATEMENT OF LOvetL H. PARKER, CHAIRMAN, SpectaAr TAx COMMITTEE OF THE 
NATIONAL COAL ASSOCIATION, IN RE Topic 24, Net OPERATING Loss DEepuUcTION 


Mr. Chairman and members of the committee, my name is Lovell H. Parker, 
of Washington, D.C. Iam chairman of the special tax committee of the National 
Coal Association. The National Coal Association is the trade association of the 
bituminous coal mine operators, and has in its membership the producers of 
approximately two-thirds of the Nation's commercial tonnage of bituminous coal. 

Section 122 of the Internal Revenue Code grants to the taxpayer the privilege 
of carrying forward for 5 years and carrying back for 1 year a net operating 
loss, as therein defined. The purpose of this section is to avoid discrimination 
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against businesses with fluctuating annual incomes as compared with businesses 
showing consistent annual profits. 

However, in determining the amount of the net operating loss, the taxpayer is 
required to make adjustments for the “exceptions, additions, and limitations” set 
forth in section 122 (d). 

Section 122 (d) (1) provides that “The deduction for depletion shall not 
exceed the amount which would be allowable if computed without reference to 
discovery value or to percentage depletion under section 114 (b) (2) (3), or 
(4) 5” 

This provision has been construed to result in a loss of percentage depletion 
not only in the year in which the net operating loss is incurred but also in the 
year to Which the net operating loss is carried. If an operator has no basis for 
unit or cost depletion, he will receive no deduction for depletion either in the 
year of loss or in the year to which the loss is curried. In the vear of loss such 
operator has no allowable depletion deduction because of the 50 percent limita- 
tion on net income, but he will still be forced to reduce the net operating loss 
by the amount of the percentage depletion deduction in the year to which he 
carries the loss, 

If the operator has a remaining basis for unit or cost depletion he is restricted 
to such basis both in the year of loss and in the year to which the loss is carried, 

The coal industry bas a peculiar stake in the net operating loss deduction, 
Published statistics of the Bureau of Internal Revenue show that over half of 
the Federal tax returns filed by corporations engaged in bituminous coal mining 
since the inception of the corporate tax through 1950 (latest year for which 
figures are available) showed no net income before Federal taxes. The basis 
fur cost or unit depletion is reduced by the amount of depletion “allowable” even 
in loss years, when there is no tax benefit and therefore no recovery of the capital 
thus required to be written off. Thus from an industry standpoint over half 
of the industry's capital investment has been written off in loss years, with no 
recovery of capital and no tax benefit. For the coal industry, with its constant 
fluctuation between profit and loss years, section 122 (d) (1) in effect requires 
the taxpayer to abandon either percentage depletion or the net operating loss 
deduction in those situations where the net operating loss provision is applicable. 

Section 122, as previously stated, was intended to remove inequities against 
taxpayers with fluctuating annual income. However, section 122 (d) (1) in- 
creases such inequit’es. The industry damaged the most frequently by section 
122 (d) (1) is the industry which fluctuates most often between profit and loss 
years—the coal industry. 

The bituminous coal mining industry urges that section 122 (d) (1) be 
eliminated entirely. It is our belief that such amendment would not entail 
serious loss of revenue to the Federal Government, since the principal bene- 
ficiaries would be taxpayers who frequently find themselves in loss years. It 
would bave no effect upon the revenue derived from taxpayers with a constant 
profit experience. 





STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES, IN Re Toptc 24, 
Net OPERATING Loss 


Chamber position.—“There should be proper provision for carryback and 
earryforward of operating losses, preferably a 2-year carryback and a 5-year 
earryforward. If eventually the carryback should be discontinued the carrg- 
forward period should be extended to 7 years. Meanwhile, there should be 
removal of the unnecessarily difficult adjustments in computations affecting such 
items as Government bond interest, dividends and depletion, and the carryfor- 
ward should be such as would make the net income of the combined loss period 
and the period to which the loss is carried over taxable to the same extent as 
though the two periods represented a single taxable year. The loss deducti 
would thus approach more closely the principle of averaging, free from the ar 
bitrary ‘economic loss’ limitations it now contains.” 

With the continued imposition of high taxes, it is important that carryforwar’ 
and carryback provisions produce reasonable relief. Taxpayers with operatin2 
losses should not he penalized with the “economic loss” approach of the Interna!’ 
Revenue Code. All years involved in carryforward or carryback computation 
should be treated as one taxable period without the present onerous adjust- 
ments required by the code. 

Taxpayers engaged in business are required to determine their taxable income 
by years. Yet under our economic structure some businesses encounter periods 








GENERAL REVENUE REVISION 1245 


where losses are incurred. In other cases, tax law requires that losses be recog- 
nized when they are determined, and in some situations extraneous or abnormal 
losses create net losses for a taxable year. In addition, the determination of 
income for a period as short as a year involves judginent and estimates with 
respect to numerous items. Because of these factors, loss years should be com- 
bined with the other years affected and the taxable income determined in the 
same manner as if it was one taxable year. 

Substantial questions arise under section 122 (d) (5), Internal Revenue Code, 
with respect to individuals because of the limitation that deductions “not at- 
tributable to the operation of a trade or business regularly carried on by the 
taxpayer” are allowable only to the extent of nonbusiness income. For example, 
the courts have held that losses on the disposition of property used in a trade 
or business do not result from the operation of a trade or business and conse- 
quently must be adjusted in the computation of a loss carryforward or carry- 
back. Likewise it has been held that State income-tax payments do not result 
from the operation of a trade or business. 





STATEMENT BY ELLSWorRTH C. ALvorD, WASHINGTON, D. C., IN Re Topic 24, 
NET OPERATING Loss 


ADJUSTMENTS 


The net operating loss deduction is designed to permit averaging of business 
income and losses over a period of 7 years. However, the present treatment 
of percentage depletion and intercorporate dividends has the effect of prevent- 
ing such averaging in many cases, 

Section 122 (d) (1) of the Internal Revenue Code requires a taxpayer to 
reduce the amount of a net operating loss deduction otherwise allowable by the 
excess of percentage depletion over cost depletion. In effect, this means that 
the Government gives the taxpayer percentage depletion with one hand but 
takes it away with the other if the taxpayer is so unfortunate as to have fluctu- 
ating income from year to year so that he must rely on the net operating loss 
deduction, A taxpayer with steady income from year to year, of course, loses 
none of the benefits of percentage depletion by reason of section 122 (d) (1). 

The fact that the allowance for corporate taxes previously paid with respect 
to dividends received takes the form of a credit against net income results in 
the inclusion of intercorporate dividends in full in the computation of the net 
operating loss for a loss year, and it also reduces the net operating loss carryover 
by the full amount of dividends received in the year before the loss and in any 
intervening years. And section 122 (c) of the Internal Revenue Code has the 
effect of reducing the net operating loss deduction by the amount of the divi- 
dends received credit for the year in which the deduction is allowed. 

Recommendations: (1) Substitute a deduction equal to 85 percent of the divi- 
dends received in place of the present 85 percent dividends received credit, and 
allow this deduction without limitation. This recommendation not only affects 
the computation of net operating loss deductions, but also changes the tax 
treatment fur the year in which net income is less than the amount of dividends 
received, Thus there would be consistent application of the principle that no 
further corporate tax is required with respect to 85 percent of the dividends 
received. 

(2) Eliminate the adjustment required by section 122 (d) (1) of the Internal 
Revenue Code. 


NET OPERATING LOSS DEDUCTION FOR 1954 


The Revenue Act of 1950 introduced the principle of a 5-year carryforward 
of business losses as a deduction against taxable income (instead of the 2-year 
carryforward allowed under preexisting law), and a 1-year carryback (instead 
of a 2-year carryback). But it did not make this principle fully effective in 
computing the deduction of loss carryforwards for any year prior to 1955—only 
a 2-year carryfourward was allowed in computing the deduction for 1950, 1951, 
and 1952, a 3-year carryforward in computing the deduction for 1953, and a 
4-year carryforward in computing the deduction for 1954. The new 1-year carry- 
back was in effect for all these years. 

In its consideration of the revenue bill of 1951, the Congress recognized the 
anomaly of postponing until 1955 the operation of a principle approved in 1950. 
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But at that time it limited its corrective action to the allowance of one additional 
loss carryforward into 1951 and 1952. 

It is severe enough that a firm which had losses even more than 5 years ago 
during the period immediately following World War II, when many firms were 
reconverting and others were first starting in business, cannot fully recoup such 
losses before reporting net income for tax purposes. Until such losses are re- 
couped, the owners of the firm certainly cannot take any money out of it for 
themselves. But at least where the Congress has declared in principle that 
losses may be recouped if incurred within 5 years preceding the taxable year, it 
should not be necessary to wait more than 4 years after this decision was reached 
in order to begin doing so. 

Recommendation: Provide that in computing the net operating loss deduction 
for 1954, taxpayers may utilize losses incurred in 1949 (the fifth preceding year), 
as well as those incurred in 1950-53 and 1955. In computing the 1954 deduction, 
the 1949 loss should of course not be reduced by 1955 income, unless the Congress 
should decide to permit this loss to be utilized in computing the 1953 deduction 
also. 

TREATMENT OF LOSS ON SALE OF BUSINESS PROPERTY 


The courts have held that a loss upon the sale of property used in the taxpay- 
er’s business is not attributable to the operation of the trade or business and 
therefore the loss cannot produce or add to a net operating loss. For example, 
assume an individual operates a farm in 1952 at a loss of $2,000, sells the farm in 
December at a loss of $5,000, and during the year has nonbusiness income of 
$1,000 in the form of dividends. In computing the net operating loss for the 
year, the $5,000 loss can be used only to offset the $1,000 of nonbusiness income, 
which leaves the taxpayer with a net operating loss of only $2,000 for the tax- 
able year. To the extent that the $5,000 loss is not used as an offset against 
nonbusiness income, the deduction is wasted and is treated less favorably than a 
capital loss which can be carried forward for 5 years under the provisions of 
section 117 (e) of the Internal Revenue Code. 

Recommendations: (1) Amend section 122 (da) (5) of the Internal Revenue 
Code so as to provide that any loss upon the sale of property used in a trade or 
business shall be considered as attributable to the operation of the trade or 
business unless the loss is treated under section 117 (j) of the Internal Revenue 
Code as a capital loss. With such an amendment the taxpayer in the foregoing 
example would have a net operating loss for 1952 of $6,000 instead of $2,000. 

2) If the foregoing recommendation should not be adopted, then as an 
alternative recommendation it is urged that the statute be amended to provide 
that such a loss from the sale of business property shall be treated as a capital 
loss to the extent that the taxpayer so elects. Under such an amendiweut 
the taxpayer in the above example would treat $1,000 of the $5,000 loss as an 
ordinary loss to offset his nonbusiness income of $1,000, and he would elect to 
treat the balance of $4,000 as a capital loss to be carried forward to subsequent 
years under the provisions of section 117 (e) of the Internal Revenue Cude. 





STATEMENT SUBMITTED BY THE NATIONAL ASSOCIATION OF WooL MANUFACTURERS, 
New York City, IN Re Topic 24, Net OPeratTion Loss 


The association recommends amendment of the code to permit 3-year carry- 
back and 3-year carryforward of net operating losses. This formula gives more 
equitable results to industries where the earnings record shifts sharply and 
abruptly. 





STATEMENT OF PAu D. SeEGHERS, EsQ., CHAIRMAN, FEDERAL Tax LEGISLATIVE 
COMMITTEF OF THE FEDERAL Tax ForumM oF New York Crry, In Re Topic 24, 
Net OPERATING Loss 


(a) One full year’s carryback and 5 full years’ carryforward of the net oper- 
ating loss deduction should be allowed and a predecessor or successor of the 
taxpayer in a tax-free merger, consolidation or liquidation should be deemed 
identical with or part of the taxpayer for this purpose. 

The tax purpose of carrybacks and carryforwards is to spread an operating 
loss or an unused excess-protits credit over a 7-year business cycle, i. e., 1 year 
back and 5 years forward, or an aggregate taxable period of 84 months. Under 
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existing law, where taxpayers have fiscal periods of less than 12 months each 
within such period of 7 taxable yeurs, they do not benefit from a full 84-month 
spread. This discrimination is inequitable. 

Furthermore, the concept of the carryover of operating losses and unused 
excess-pro.ts credits is an economic one, and therefore should not be destroyed 
because of a mere formal change of legal vehicle. Accordingly, all taxpayers 
should be entitled to spread their operating losses and carrybacks and carry- 
forwards over a period of 84 months, without being deprived of such right because 
of any intervening merger, consolidation, or other form of tax-free reorganiza- 
tion. 

(b) In computing the net operating loss deduction, no so-called economic 
adjustments or inclusion of exempt income should be required. 

The , urpose of carrybacks and carryovers of the net operating loss is, in the 
usual situation, to spread a loss over a period of 7 years. There is no justifica- 
tion for muking adjustments to the carrybacks and carryovers from a loss year 
when the same adjustments are not required to be made in determining the 
amount of taxable income or loss of the year in which realized. The taxpayer 
sustaining a loss should not be treated more harshly, with respect to exempt 
income or allowable deductions, than the taxpayers realizing a net income every 
year. 





ASSOCIATION OF AMERICAN SHtp OWNERS, 
New York, N. Y., July 28, 1958. 
Re H. R. 473 
Hon. Dantiet A. REED, 
Chai: man, Committee on Ways and Means, 
House of Representatives, Washington 25, D. C. 

My Dear Mr. CHarnrMAN: Mr, Train has kindly advised us that your com- 
mittee is scheduled to hear testimony this Friday, July 31, on Topic 24—"The 
net operating loss’—and that this topic will include Mr. Rivers’ proposal, H. R. 
4734, for extending from 1 to 5 years the net operating loss carryback. We do 
not Wish to testify at the hearings but we would appreciate your including this 
statement in the record of the hearings. 

This association is composed of a number of old and established companies 
who own and operate American-flag vessels both in the foreign and domestic 
trades. None has had the benefit of any Government operating-differential or 
eon: truction-diffsrential subsidy under the Merchant Marine Act, 1926. 

The shipping business has historically been one of extreme fluctuations. It is 
also by nature one in which capital is, to the extent of 80 percent or YO percent 
invested in vessels that are required to be depreciated over a long period of 
years. In such circumstances, a tax system based on an annual accounting 
period impores an unfair tax burden. 

The tax laws have been modified in a number of respects in recent years to 
allow for “income spreading” in situations where an annual accounting system 
operates on a taxpayer unfairly. As a matter of fact, such a modification bas 
been granted to shipowners who are beneficiaries of operating-differential sub- 
sidy cont:acts. These companies are allowed, under section 607 of the Merchant 
Marine Act, 1936 to deposit their excess earnings without payment of taxes in a 
“special reserve fund’ and they may later withdraw these earnings without 
puyment of tax to make up for subsequent operating losses. This privilege is in 
effect tantamount to a long-term operating loss carryback with the additional 
advantage of tax deferment in the intervening years, 

The following are additional examples of the extension of the principle of 
“income spreading” in special situations to alleviate the inequitable hardship of 
an annual accounting system: 


(a) Payment of compensation in @ lump sum for services rendered over a long 
period 

Where an individual works on a literary, musical, or artistic composition or 
an invention, for a period of 36 months or more, or performs personal services for 
a period of 36 months or more, and in either case receives his compensation all 
at one time, the Internal Revenue Code (sec. 107) permits him to spread such 
compensation back over a period of 36 months instead of requiring him to include 
it all in the year in which he received it. This “spreading back” will usually 
have the effect of making such compensation subject to lower tax rates. 
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(b) Back pay 

A similar “spreading back” policy is provided in the Internal Revenue Code 
(sec. 107) with respect to back pay. Where back pay is received in 1 year in 
an amount greater than 15 percent of the employee's gross income for that year, 
the employee is permitted to compute the tax on the back pay as if the back pay 
nad actually been received in the year or years in which it was earned. 


(c) Accrued income of deccdents 


The general tax pattern has required that when an individual dies, all of the 
income (including his right to receive income) accrued up to the date of his 
death shall be included for income-tax purposes in his last taxable year. The 
Internal Revenue Code since 1942 has provided, however (sec. 126) that this 
accrued income may, in lieu of being put into the decedent's last taxable year, 
be taken up and reported as income by the legatees or other persons entitled to 
it upon the decedent's death. 


(d) Recovery of unconstitutional tares 


If a taxpayer has paid a tax on account of which he has been allowed a 
deduction in computing his income tax, and the tax so paid has later been held 
unconstitutional, the recovery of that tax, under the general tax pattern, would 
be income to the taxpayer in the year of recovery. The Internal Revenue Code 
since 1942 has permitted taxpayers to exclude the recovery from income if they 
will consent to revoke the deduction for the tax that they took in the earlier 
year, and pay the resulting deficiency. 


(e) Long-term contracts 

The income-tax regulations specifically provide (sec. 29.42-4, reg. 111) that 
amounts received under long-term building, construction, or installment con- 
tracts covering a period of more than a year, may be reported either in the year 
in which the contract is completed, or may be spread out ratably over the taxuble 
years in which the work was performed. 

Taxpayers who had taken advantage of this provision of the regulatiens and 
were reporting income from long-term contracts on the “completed contract” 
basis were given the option, when the excess-profits tax was enacted, to go back 
to the “percentage of completion” basis so that all of the profit from a long-term 
contract would not have to be reported in a single excess-profits-taux year (sec. 
736). 

(f) Eacess-profits-tag relief 

The excess-profits tax contains a number of provisions designed to soften the 
effect of the annual accounting-period method of reporting income for tax 
purposes, 

It seems to us that the remedy proposed in Mr. Rivers’ bill is direct and fair. 
The present 1-year carryback provision recognizes the frequently arbitrary 
nature and often unfai: application of a tax system based upon an annual 
accounting period. It authorizes what amounts to a refund on a prior over- 
payment of taxes. But experience shows that when applied to unsubsidized 
shipping, during long periods of depression, such refund will be insufficient to 
prevent taxation of capital. We, therefore, favor extension of the net loss 
ecarryback as proposed in H. R. 4734. 

Very sincerely yours, 
Georce W. Moraan, President. 





STATEMENT OF AMERICAN GAS ASSOCIATION, NEw York, N. Y., IN RE CoMPUTATION 
oF NET OPERATING Loss 


Section 122 of the Internal Revenue Code permits a net operating loss of any 
year to be carried back to the immediately preceding taxable year and to the 
extent that the loss is not absorbed by net income of that year, it may be carried 
forward to each of the 5 succeeding taxable years. ; 

This, on the surface, is fair and equitable. However, before a net operating 
loss carryover may be applied as a deduction from taxable income, the following 
adjustments are required to be made to both the taxable year in which the loss 
occurred and to the net income of each year or years to which the loss may be 
applied : 

1. The excess of percentage depletion over cost depletion must be restored ; 
2. Wholly tax-exempt interest, less any nondeductible interest paid or ac- 
crued to carry the exempt securities, must be included in gross income; 
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3. The net operating loss deduction must be restored; and 
4. No deduction or credit is given for intercorporate dividends received. 
The above adjustments have the effect of reducing the net operating loss and 
increasing the taxable net income against which the net operating loss is applied, 
The adjustments purport to be justified on the “economic loss” theory. The re- 
quirement that the adjustments be applied to both loss and income years cannot 
be justified, and sound principles of taxation should limit the carryover provi- 
sious to taxable income and not economic income concepts. 


STATEMENT OF AMERICAN FEDERATION OF LABOR Re Topic 24, Net Operatine Loss 


The American Federation of Labor would oppose any change in laws govern- 
ing allowable deductions for operating loss that would permit tax evasion that 
would result in revenue loss to the Treasury. We believe that any operating 
loss should be a real loss. For example, we believe all attempts to extend 
writeoffs for percentage depletion into a future year as an operating loss should 
be opposed. 





STATEMENT BY ADDISON B. CLonosry, Fs8Q., ON BEHALF OF RESEARCH INSTITUTE 
or AMERICA, New York, N. Y., Re Topic 24 


It would seem, therefore, that one who makes a killing this year, after taking 
a large risk, and after providing society with new conveniences, and loses 
his shirt net year, should, next year, be returned part of the large taxes which 
he paid this year. 

Operating losses should be carried forward until extinguished by operating 
profits. 

Net operating loss—if an individual has excess deductions over income, this 
excess should be able to be carried forward for 5 years as an unused deduction, 


STATEMENT OF Det R. Paice, CHAIRMAN, TAXATION CoMMITTEE, GEORGIA STATB 
CHAMBER OF COMMERCE, ATLANTA, GA., Ri ‘Topic 24, Net OperatTine Loss 


The averaging of net income by allowing for net operating losses should be 
continued. A net loss carryback of at least 1 year is necessary and the net 
loss carryforward should be at least 5 years. In addition, deductions for losses 
from disposal of assets used in trade or business should be allowed individuals 
in determining the net operating loss. 





STATEMENT OF THE AMERICAN INSTITUTE OF ACCOUNTANTS, New York, N. Y., 
Re Toric 24, Net OpreratTina Loss 


1. Where a corporation is formed or availed of to acquire the assets and 
become the successor, in a tax-free reorganization, of a predecessor corporation, 
which, in pursuance of the plan, is liquidated and dissolved, the successor 
corporation should step into the “tax shoes” of the predecessor corporation. 

Under sections 112 and 113 of the code, property acquired by a corporation 
in certain types of corporate reorganization has the same basis for tax purposes 
as in the hands of the predecessor company. The underlying theory is that the 
successor steps into the “tax shoes” of the predecessor company. This theory, 
however, has not been extended beyond the basis of property except with respect 
to the status of life insurance as provided in section 110 of the Revenue Act 
of 1942. Thus, the Commissioner has not conceded that net operating losses 
of the predecessor can be carried forward against income of the successor, or 
vice versa. Interest paid on additional taxes asserted against the predecessor 
can be deducted by the successor only to the extent accrued since the date of 
the reorganization, except possibly in the case of statutory mergers or con- 
solidations. The tax benefit rules provided in sections 22 (b) (12) and 127 
of the code with respect to recoveries on bad debts or taxes or losses or other 
items previously claimed or allowable to the predecessor is not extended to the 
successor. Other items of expenses paid by the successor on account of the 
predecessor, which would have been deductible by the predecessor had it con- 
tinued in existence, are not allowed as deductions to the successor. 
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In addition, the successor is not now permitted to step into the “tax shoes” 
of the predecessor company regarding pension contribution and credit carryovers, 
capital loss carryovers, the unused excess-profits credit carrybacks and carry- 
overs under the Excess Profits Tax Act of 1950, inventory replacement in the 
case of involuntary liquidation, and amortization of emergency facilities. 

This should be corrected by providing that the successor in such cases succeeds 
to the tax status of the predecessor for the purpose above mentioned with 
appropriate safeguards where necessary in the case of carrybacks. 

The principle asserted above should be made applicable to all transactions 
recognized as tax free under section 112 of the Internal Revenue Code, including 
comp'ete liquidations of corporations under subsection 112 (b) (6). The cor- 
rective amendment should be made applicable retroactively to all taxable years 
not barred by limitation or closing agreement. 

2. Section 122 (d) (5) provides (for taxpayers other than corporations) for 
allowance of losses in the computation of net operating loss deduction only if 
they are attributable to the operation of a trade or business regularly carried 
on by the taxpayer. The section should be amended to provide for recognition 
in the computation of net operating loss deduction of losses on disposal of assets 
used in a trade or business by a noncorporate taxpayer. 

In I. T. 3711 the Treasury Department ruled on the matter of computation of 
net operating loss deduction of an individual taxpayer who sold at a loss several 
parcels of real estate operated by her as a source of income, The Department 
held that such losses were deductible in full by the taxpayer as ordinary losses 
since the assets constituted property used in trade or business. However, it 
held that the losses were not includible in computation of net operating loss 
deduction (except to the extent of nonbusiness gross income) on the grounds that 
while the taxpayer was in the business of operating real estate, she was not in the 
business of selling real estate. The courts have tuken the same position ou 
several occasions. 

It seems reasonable to maintain that operating a business comprehends pur- 
chasing and selling the related assets, and that losses on sale of such assets are 
business losses, even if all of the assets are old and the taxpayer ceases to con- 
duct business, Such losses are presently allowable in determining net operating 
loss for corporate taxpayers. Section 122 (d) (5) should be amended by strik- 
ing out the words “the operation of” so that the section would not apply to any 
deduction attributable to a trade or business regularly carried on by the tax- 
payer. 

The amendment should be effective retroactively for all open years. 

In support of the asserted position, it should be noted that the report of the 
Committee on Ways and Means in amplification of the nonhusiness bad debt 
provision of the 1942 act, stated that ‘a loss incurred in liquidating a business 
is a proximate incident to the conduct of a business.” 

3. Section 122 of the code should be amended to allow taxpayers to deduct 
net operating loss carrybacks and carryforwards from taxable income without 
first offsetting them against the dividends received credit. 

Section 122 of the Internal Revenue Code now provides for a 1-year carryback 
and a 5-year carryforward of net operating losses. This section is designed to 
enable businesses with fluctuating incomes to pay taxes only on the aggregate 
income over a period of years, as would be the case of those taxpayers with 
more stable incomes. However, since the operation of the section requires 
losses first to be charged against the dividends received credit both in the year 
in which the loss arose and in the year to which it is carried, leaving only the 
remainder to be deducted from taxable income, its benefits are frequently illu- 
sory, and results in taxing 100 percent of the dividends received by a corpora- 
tion instead of only 15 percent of the dividends received as contemplated by 
the provisions taxing intercorporate dividends. 

The intercorporate dividend tax produces double taxation of corporate profits 
and is an unjust burden by itself which should be eliminated. (See Recom- 
mendation of the American Institute of Accountants under Agenda No. 17.) It 
is not equitable to compound the hardship by requiring net. operating loss 
carrybacks or carryforwards to be first offset against the dividends received 
credit. 

It is recommended that net operating loss carrybacks and carryforwards be 
deductible from taxable income without first offsetting them against the divi- 
dends received credit. 
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RESOLUTION ADOPTED BY THE COUNCIL oF STATE CHAMBERS OF COMMERCE WITH 
REGARD TO ToPic 24, THE NET OPERATING Loss 


“The Federal Finance Committee of the Council of State Chambers of Com- 
merce recommends that the principle of the present provisions of the Internal 
Revenue Code with reference to the carryover and the carryback of net operat- 
ing losses should be continued. The averaging of net income by allowing for 
net operating losses is sound in principle. It is available for both corporate 
and unincorporated enterprises and should be continued. Notwithstanding its 
complications, business, and especially new and growing concerns, finds it 
equitable and advantageous.” 

The Georgia State Chamber of Commerce endorses the above resolution of 
the Council of State Chambers of Commerce, with the additional recommenda- 
tion that the net operating loss deduction provisions should be amended to 
allow, in the computation of the net operating loss deduction of an individual, 
loss on disposal of assets used in trade or business, as is now permitted in the 
case of corporate taxpayers. 

The Pennsylvania State Chamber of Commerce endorses the above resolution 
of the Council of State Chambers of Commerce, with the additional recom- 
mendation as follows: 

“The net operating loss provisions should be revised and liberalized to elim- 
inate the discrimination against (1) corporations receiving dividends from 
domestic corporations, and (2) taxpayers having deductions for depletion. Such 
taxpayers, althouxh they may have sustained a net loss for a particular taxable 
year, are in many instances denied the use of the net operating loss deduction, 
since under existing procedure the loss deduction must be reduced by the 
amount of the dividends-received credit, and the full depletion allowance is not 
permitted. The effect of these provisions is that such taxpayers having loss 
years are required to pay taxes on income which would not be subject to the 
tax is no loss years were involved. Such provisions are not only inequitable 
and discriminatory but are contrary to the principle of the net operating loss 
provisions, which are designed to level the overall earnings for a 7-year period, 
so that a taxpayer with a given taxable income over the period, but with some 
loss years, will pay no more in Federal income taxes than another taxpayer 
with the same total taxable income for the period but no loss years.” 


Los Angeles Chamber of Commerce, Los Angeles, Calif., re net 
operating loss: 


That the net operating loss deduction for individuals be broadened to cover 
losses resulting from the sale of property used in a trade or business. 


TOPIC 25—CANCELLATION OF INDEBTEDNESS 


(There were no requests for personal appearances on this topic. 
The following material was submitted for the record on topic 25:) 


STATEMENT OF ASSOCIATION OF AMERICAN RAILROADS IN SUPPORT OF SECTIONS 
22 (b) (9) AND 22 (b) (10), IvemM 25, CANCELLATION oF INDEBTEDNESS 


Section 22 (b) (9) of the Internal Revenue Code provides for excluding from 
taxable income the gain realized by a corporation upon the purchase of its bonds 
ot a price less than par, provided the corporation agrees to a reduction in the 
basis of its assets for depreciation and other income tax purposes by the amount 
of the gain so excluded from taxable income. 

Section 22 (b) (10) of the code provides for excluding from taxable income 
so-called gain attributable to the modification or cancellation of any indebtedness 
of a railroad corporation in a judicial reorganization. As now written, this 
provision will expire on December 31, 1954. 

The Association of American Railroads was among the early sponsors of this 
remedial legislation and is vitally interested in its continuation. Since the two 
provisions are different in character, they will be separately discussed. 
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Rection 22 (b) (9) 


Section 22 (b) (9) was first added to the Internal Revenue Code by section 215 
(a) of the Revenue Act of 1939, and was substantially amended by section 114 (a) 
of the Revenue Act of 1942. The time limitation was removed by section 304 of 
the Revenue Act of 1951. 

It will not be overlooked that the effect of the section is merely to spread 
theoretical income over a period of time through reduced allowances for depreci- 
ation, including obsolescence, and for losses when the property is disposed of, 
Nevertheless, while only tax postponement is afforded by the provisions of section 
22 (bb) (9), it doves encourage strengthening the financial position of a corporation, 

While the section applies to corporations generally, its enactment was brought 
about largely as a result of representations made to Congress on behalf of the 
railroads. During the depression of the 1930's, railroad securities were selling 
at distress prices, and an opportunity was thus afforded to bring capital struc- 
tures in line with reality through purchases in the open market and without 
resort to bankruptcy. But the railronds which were in a position to do so were 
precluded from carrying out such a plan for fear of the application to the trans- 
action of the principle announced in United States v. Kirby Lumber Co. (284 
U. S. 1), with the probable result that the discount involved in reduction of debt 
would be treated as taxable income. When the current low level of railroad 
earnings is taken into consideration, it is manifest that section 22 (b) (9) is as 
important today, in the interest of a sound transportation system, as it was when 
originally enacted. Detailed statements of the need for this legislation may be 
found at pages 232 throngh 248 of the hearings before the Ways and Means 
Committee of the House of Representatives on the Revenue Act of 1939, beginning 
at page 1800 of the hearings before the Ways and Means Committee of the House 
of Representatives on the Revenne Act of 1942, and beginning at page S834 of 
the hearings before the Committee on Finance of the Senate on the Revenue Act 
of 1942. 

Certainly it is desirable, from the standpoint of the Government, that corpo- 
rations generally, and railroad corporations in particular, continue as solvent 
taxpayers. To this end, it is necessary that the fixed charges of such corpora- 
tions be kept within limits that can be met in periods of low earnings as well as 
in periods of prosperity. ‘The necessity in the case of railroads for a restriction 
of debt to manageable proportions has been emphasized by the Interstate Com- 
merce Commission on many occasions. Section 22 (b) (9), by removing the 
impediment of the Kirby decision to debt reduction through purchases in the open 
nuirket, clearly promotes the objective of the Commission. 

As a railroad company reduces its outstanding indebtedness, it improves its 
financial position and enhances the probability of continuing solvency. More- 
over, reduction of outstanding debt is frequently prerequisite to refunding and 
refinancing operations involving the issuance of new securities at reduced interest 
rates and consequent reduction of fixed charges, increase in taxable net income, 
and improved financial position. Section 22 (h) (9) distinctly encourages such 
preparatory reduction of indebtedness. It is thus seen that the operation of the 
statute resnits in benefits to the tax revenue which, if not precisely ascertain- 
able, are nevertheless substantial. 

It seems clear that section 22 (b) (9) should be continued as a permanent 
part of the Internal Revenue Code. If any changes are to be made, the section 
should be liberalized in order to more effectively promote the obviously sound 
underlying business purpose. To that end, we advocate the elimination of the 
requirement that the hasis be reduced by the amount of the theoretical gain 
realized upon acquisition by a corporation of its own bonds at a discount. 
Generally speaking, only those corporations in need of heln will be in a position 
to invoke section 22 (b) (9). It is only where the bonds can be acquired at 
less than par that the theoretical income arises. Since this is not true income 
in the first place, and since it is advantageous to the national economy to encour- 
age the strencthening of the financial position of ailing corporations, we ask 
that the requirement of a reduction of basis be eliminated. By so doing, this 
provision weuld be placed on a parity with section 22 (b) (10) ‘which calls for 
no such rednetion. It shonld be remembered that such retirement of indebted- 
ness reduces the interest deductions and to that extent increases the revenue. 


Section 22 (b) (10) 

Section 22 (b) (10) of the code, as previously stated, provides for excluding 
from taxable income so-called gain attributable to the medification or eancel- 
lation of indebtedness of a railroad corporation in a judicial reorganization. 
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It was enacted for application primarily to reorganizations effected through 
continuance of the original corporation. 

Section 22 (b) (10) was originally enacted as a part of the Revenue Act of 
1942. At the same time, sections 112 (b) (9) and 113 (a) (20) were added to 
the code. Under these latter provisions, applicable to reorganizations effected 
by transfer of the properties to a new corporation, no loss is recognized on the 
transfer of the properties and the reorganized railroad corporation is permitted 
to use the same busis of its properties for depreciation and other purposes as 
the basis of the property in the hands of the predecessor corporation. 

These several provisions are correlated and have the effect of placing on a 
uniform basis taxwise railroad reorganizations whether accomplished through 
the medium of a new corporation or through continuance of the orignal corpo- 
ration. However, in spite of this correlation, section 22 (b) (10) is subject 
to a time limitation and will now expire according to its terms on December 31, 
1954, while the provisions relative to reorganizations through the medium of 
a new corporation were enacted without time limitation. 

In the case of a reorganization effected through the medium of a new corpo- 
ration section 1183 (a) (20) prevents the scaling down of the basis of the 
property to a value equal to the market value of the new securities issued, 
thus avoiding discrimination against the reorganized corporation as compared 
with corporations which escape the necessity of reorganization. In the case 
of a reorganization effected through the medium of the old corporation section 
22 (b) (10), by providing for nonrecognition of gain «nd for preservation of 
basis, prevents the same undesirable result. (See hearings before the Committee 
on Finance, United States Senate, on H. R. 7378, 77th Cong., 2d sess., vol. 1, 
pp. 885, 862, and 869.) 

As already stated, section 22 (b) (10) was enacted with a time limitation, 
which has now been extended to December 31, 1954, whereas section 113 (a) (20) 
was enacted without such limitation. We know of no logical reason for the dif- 
ference in treatment, as the two sections were intended to produce the same 
result, the one applicable in case the reorganization was effected thronzh the 
medium of the same corporation and the other applicable in case the reorganiza- 
tion was effected through the medium of a new corporation. Expiration of sec- 
tion 22 (hb) (10) would renew the possibility of discrimination, and produce the 
saine confusion, which existed prior to 1942. 

We should here point out that we do not believe that any taxable gain would 
be realized under the general provisions of law, even in the absence of section 
22 (b) (10). In our opinion, there is no justification for holding that an insolv- 
ent railroad company whose indebtedness is scaled down solely because of its 
inability to meet its obligations realizes income from such a transaction. Con- 
gress presumably enacted section 22 (b) (10) to clarify the situation, and its 
retention is necessary for the same purpose. 

It should be borne in mind that delays in the formulation and completion of 
reorganization plans are not to be attributed to the debtor corporation, but ordi- 
narily arise as a result of a complex corporate structure and the multitude of 
conflicting interests to be reconciled, The Interstate Commerce Commission and 
the courts are careful to protect these conflicting interests and afford full oppor- 
tunity for the presentation of the contentions of all interested parties at each step 
of the proceeding. The time consumed is in some cases great and cannot be 
avoided by any action of the taxpayer corporation. There is certainly no sound 
reason why those railroads still in the process of reorganization, or other rail- 
roads which may in the future be forced to resort to reorganization, should be 
deprived of the benefit of section 22 (b) (10), which was accorded to those roads 
whose reorganization has been completed. In other words, the same reasons 
which called for the enactment of section 22 (b) (10) in 1942 call for its 
permanent retention. 





STATEMENT ON BEHALF OF THE AMERICAN Bar ASSOCIATION IN Re Topic 25, 
CANCELLATION OF INDEBTEDNESS 


Inasmuch as a representative of the American Bar Association wil! not appear 
in person on the above topic it is requested that this statement be received and 
filed. 

This section of the bill was proposed prior to the amendment of section 22 
(b) (9) of the Internal Revenue Code by section 304 (a) of the Revenue Act of 
1951 which dealt with the time at which the taxpayer might file its consent to 
the reduction in the basis of its property and which made the section permanent. 
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Consequently, the association now recommends the adoption of this section only 
insofar as it extends its provisions to noncorporate taxpayers and eliminates the 
requirement that the debt be evidenced by a security. 

Section 22 (b) (9) of the code permits a corporation in certain situations to 
elect to exclude from gross income the income which would otherwise be taxable 
to it upon the cancellation of indebtedness, on condition that the basis of its 
property under section 113 be correspondingly reduced. This provision, in situa- 
tions to which it applies, relieves hardship by deferring an additional tax 
burden upon a taxpayer already embarrassed financially. However, the pro- 
vision does not apply to noncorporate taxpayers and it does not apply unless the 
canceled debt was evidenced by a security as therein defined. 

This amendment, the language of which is being filed with this statement, 
would make the provision applicable to all taxpayers and would eliminate the 
requirement that the debt be evidenced by a security. 

“Sec. 108. CANCELLATION OF INDEBTEDNESS. 

“*(a) Section 22 (b) (9) (relating to income from discharge of indebtedness) 
is hereby amended to read as follows: 

“(9) INCOME FROM DISCHARGE OF INDERTEDNESS.—To the extent not otherwise 
excluded from gross income, the amount of any income of the taxpayer attribu- 
table to the discharge, within the taxable year, of any indebtedness of the tax- 
payer or for which the taxpayer is liable and which indebtedness is attributable 
to the taxpayer's business or to a transaction entered into by the tavpayer for 
profit, if the taxpayer makes and files within the period of limitations for filing 
a claim for such year, in such manner as the Commissioner, with the approval 
of the Secretury, by reculations prescribes, his consent to the regulations pre- 
scribed under section 113 (b) (3) then in effect. In such case the amount of any 
income of the taxpayer attributable to any unamortized premium (computed as 
of the first day of the taxable year in which such discharge occurred) with re- 
spect to such indebtedness shall not be included in gross income and the amount 
of the deduction attributable to any unamortized discount (computed as of the 
first day of the taxable vear in which such discharge occurred) with respect to 
such indebtedness shall net be allowed as a deduction.’ 

“(b) Section 113 (b) (3) (relating to adjusted basis in the case of discharge 
of indebtedness) is hereby amended by striking out the words ‘in the case of a 
corporation’ from the first sentence thereof.” 





STATEMENT OF AMERICAN FEDERATION OF LABOR RE Topic 25, CANCELLATION OF 
INDEBTEDNESS 


The American Federation of Labor would not favor any changes in the present 
law except such as would meet a definite need or correct a demonstrated inequity 
and would not result in the possibility of any tax evasion by any particular group 
of taxpayers. 





STATEMENT oF Puivtp A. HERSHEY, CERTIFIED PUBLIC ACCOUNTANT, SAN FRANCISCO, 
Ca.ir., RE Topic 25, CANCELLATION OF INDEBTEDNESS 


This topic 25 should be clearly defined by Congress because the courts have 
made a mess of their interpretation. They have made it possible for creditors 
to seize the operations of a company, cancel certain indebtedness, and by so 
doing create fictitious income and leave the company with a large tax bill and 
no cash to pay the same. 

Under topic 30 I shall only refer to dividends received from foreign sources 
where taxes have already been deducted by the foreign government. It would 
seem to me that we should only tax upon the net amount of dollars in our pockets. 
For example, if a Canadian corporation should declare a dividend of $100 and 
first deduct $15 and then thereafter remit $85 to a United States taxpayer, that he 
should include in his income only $85 and be taxed on that amount. Otherwise, 
we might conceivably eliminate by taxation all of the earnings that a holder of the 
Canadian securities might receive by virtue of his original ownership of a share 
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of those profits. This procedure would eliminate the necessity of filing collateral 
information with the income tax returns of the individual. It would he easy to 
check, as such individual could attach to his returns the notices that he receives 
from foreign corporations of the deductions for income taxes already made from 
the dividends when the net amounts are transmitted to the stockholder. 


STATEMENT OF THE AMERICAN INSTITUTE OF ACCOUNTANTS, NEw York, N. Y., 
Re Toric 25, CANCELLATION OF INDEBTEDNESS 


1. Where the holder of a mortgage or other debt forecloses on the security or 
collaterial, and himself bids in the mortgaged or pledged property, the fair 
market value of the property thus bid in should be treated as a payment on 
account of the debt, and the deductibility and time of deductibility of the balance 
of the debt should be determined under the usual rules applicable to deducation 
of debts worthless in whole or in part 

Under present Bureau regulations where a creditor bids in mortgaged or 
pledged property, the transaction is split into two elements: (1) The portion 
of the debt which was applied to the satisfaction of the bid price is compared 
with the fair market value of the property, with resulting gain or loss—some- 
times claimed to be capital gain or loss (in one case where not only principal, 
but also interest on the debt, was applied toward satisfaction of the bid price, 
the Supreme Court held that interest income resulted); (2) the deductibility 
of the balance of the debt, not applied to the bid price, is determined under the 
usual rules relating to debts worthless in whole or in part, depending upon 
whether there is enforceable personal liability, other collateral, guaranties, 
etc. Particularly where it is claimed that the first element results in capital 
gain or loss, distorted results frequently ensue. 

Actually, all that has happened is that the creditor has received, as against 
his investment in the debt, property having a certain fair market value, leaving the 
balance of the investment in the debt to be recouped. If worthless, this balance 
should be allowed as an ordinary bad-debt deducation and should not be split 
artificially into two parts, according to the accident of the bid price, which, 
usually beenuse of absence of competing bidders, frequently fails entirely to 
reflect true values or the realities of the situation. 

2. The election now available to corporations which realize income on the 
cancellation of indebtedness evidenced by a security, permitting them to ex- 
clude such income from taxable income if they reduce the basis of certain 
properties, should be granted also to noncorporate taxpayers and to debts not 
evidenced by securities. 

Section 22 (b) (9) of the Internal Revenue Code provides that a corpora- 
tion which realizes income on the cancellation of indebtedness evidenced by a 
security need not pay tax on such income if it agrees to reduce the basis of 
certain of its properties. No comparable treatment is provided for unincor- 
porated taxpayers or for indebtedness not evidenced by seecurities. It is be- 
lieved that the method of doing business as an incorporated or unincorporated 
entity or the form of a debt evidenced or not by securities should not determine 
the tax consequences. To the extent that it does, substance is sacrificed for 
form, which creates inequities. 

It is recommended that the election now enjoyed by corporations regarding 
the nontaxability of income realized by the cancellation of indebtedness be 
made available to noncorporate taxpayers. It is further recommended that 
the election be extended to debts whether or not they are evidenced by securities, 


RESOLUTION ADOPTED BY THE COUNCIL OF STATE CHAMBERS OF COMMERCE WITH 
Reaarp To Topic 25, CONSOLIDATED RETURNS AND INTERCORPORATE D1vipENDS 


‘Little revenue results from including 15 percent of intercorporate dividends 
in taxable corporate income and imposing a penalty tax of 2 percent on con- 
solidated returns. The Federal finance committee of the Council of State Cham- 
bers of Commerce recommends that these discriminatory devices be abandoned. 
Corporations should have the option of filing consolidated returns without pay- 
ing a tax penalty. Such returns usually present the most accurate statement of 
the income of a corporate group.” 
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The Georgia State Chamber of Commerce endorses the above resolution of 
the Council of State Chambers of Commerce. 


Los Angeles Chamber of Commerce, Los Angeles, Calif., re cancel- 
lation of indebtedness: 


“That the elective provision excluding debt cancellation income from gross 
income and requiring a basis adjustment in the taxpayer’s property be extended 
to cover noncorporate taxpayers and that the requirement that the indebteduess 
be represented by a ‘security’ be removed.” 


Mr. Sapiax. The committee will now adjourn to the next regular 
scheduled hearing time, which I believe from the notice I have is 10 
o’clock Monday morning. 

(The committee thereupon adjourned until Monday, August 3, 

953, at 10 a. m.) 
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MONDAY, AUGUST 3, 1953 


Houser or REPRESENTATIVES, 
ComMitTrre oN Ways anv MEANs, 
Washington, D. C. 
The committee met at 10 a. m., Hon. Daniel A. Reed (chairman) 
presiding. 
The Carman. The committee continues today the hearings on 
general revenue revision. 


TOPIC 26—CONSOLIDATED RETURNS AND INTERCORPORATE 
DIVIDENDS 


Our first witness is Mr. Robert Hornby, executive vice president of 
the Pacific Lighting Corp., of San Francisco, Calif.; and following 
him will be Mr. Charles H. Mann, treasurer, Columbia Gas System 
Service Corporation of New York. 

The committee will recess at 11:30 in order to attend the funeral 
services of Senator Taft. We will hear as many witnesses as we can, 
within the time allowed this morning, and will continue this afternoon 
at 2 o’clock. 

Again I am going to ask the indulgence of those who appear to be 
as brief as they consistently can in their presentation to conserve the 
time as much as possible on account of the funeral, and yet I do not 
want to limit those who are appearing any more than can be helped. 
Perhaps you can just speak a little faster, or submit a brief, if you 
have one, to the stenographer, and I am sure that it will be thoroughly 
examined by the experts of the committee and by us. 

Mr. Mason. Where they have a 10- or 15-minute brief, I suggest 
the statement could be filed and the witness give us a résumé in 2 or 3 
minutes, calling attention to the important points in the statement. 

The Cuarmman. We will appreciate your cooperation very much, 

Mr. Hornby, we are glad to see you here as we are the other business- 
men and professional men who appear before the committee. 

Mr. Urr. I would like to say, Mr. Chairman, that Mr. Hornby is 
one of the outstanding citizens in California. He has a little gas com- 
pany which serves some 1,800,000 meters. 

The Crrarrman. Thank you very much. And may I say to you, Mr. 
Hornby, that you are very ‘fortunate in having a very wonderful Rep- 
resentative in “Mr. Utt. 

Will you give your name and the capacity in which you appear for 
the record? 
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STATEMENT OF ROBERT A. HORNBY, EXECUTIVE VICE PRESIDENT, 
PACIFIC LIGHTING CORP. 


Mr. Horney. Mr. Chairman, my name is Robert A. res of San 
Francisco, Calif. I am executive vice president of the Pacific Light- 
ing Corp., which, through its subsidiary companies, serves gas to 
southern California. 

I appreciate the opportunity to appear before the committee, and 
I shall be just as brief as possible. 

The Cuarrman. Thank you. 

Mr. Hornsy. The Pacific Lighting System presently serves over 
1,800,000 gas meters, the largest number of customers served by any 
gas system in the United States. 

I am also chairman of the executive committee on taxation made up 
from the membership of the American Gas Association, and today I 
am speaking as chairman of that committee. Member companies of 
the association serve over 93 percent of the gas customers in the United 
States. 

We appreciate the privilege you have afforded to present our recom- 
mendations on those items in the current hearings which are of par- 
ticular interest to the gas industry. Wecompliment the committee for 
undertaking a general revision of the Internal Revenue Code with the 
object of elimin: ating inequities and providing simplification wherever 
possible. Your plan of subdividing the hearings by specific topics 
permits an orderly approach to an extensive revision. 

The gas industry is a major factor in this country’s economy. To 
furnish its essential service to our customers s, about $4.7 billion was 
spent for construction during the 4 years 1949-52, and almost $4 
billion more is scheduled for construction of new facilities and ex- 
pansion of plant during the 4 years from 1953 through 1956, all of 
which will be privately raised capital. 

Committees made up from the membership of the American Gas 
Asnociation have made recommendations on topics No. 4, 12, 13, 17, 
18, 22, 24, 26, and 35. Realizing the volume of work facing your 
committee, we requested only one hearing. We have filed statements, 
however, on the other topics for insertion in the official record of 
these hearings. All of our recommendations have been reviewed with 
Mr. Stam and members of his staff. 

And I believe that your committee would be interested in the 
thoroughness with which we consider recommendations before they 
are submitted to you. In our association, all tax matters such as those 
before us today are studied, reviewed, and discussed by the taxa- 
tion accounting committee, composed of 40 members from gas utili- 
ties, gas pipeline or gas service companies. Out of an industry total 
of 25.8! 50,000 meters, this committee represents 11,550,000, and the 
14 pipeline companies deliver all but a minor portion of the natural 

gas from that source. A subcommittee of this group studies pro- 
— sab and introduced Federal tax legislation and makes its recom- 
mendations to the full committee. 

In addition to these two groups, we have an executive committee 
on taxation, made up of senior executives of a representative num- 
ber of companies. This committee reviews the principles recom- 
mended by our tax technicians and is responsible for matters of tax 


policy. 
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Thus, when our recommendations are submitted to your committee, 
they have been studied at three different levels. 

Accompanying me today are Mr. Charles H. Mann, treasurer, Co- 
lumbia Gas System Service Corp., New York, and vice chairman 
of our executive committee on taxation of the American Gas Asso- 
ciation, who has had experience on all three of our tax committees, 
and Mr. Joseph R. Weger, head of the tax department of Consolidated 
Gas Electric Light & Power Co. of Baltimore, whose position is 
chairman of our subcommittee studying these proposals. 

Mr. Mann will present our recommendations with regard to topic 
No. 26, Consolidated returns and intercorporate dividends. If there 
are questions, we will be glad to attempt to answer them. 


STATEMENT OF CHARLES H. MANN, TREASURER, COLUMBIA GAS 
SYSTEM SERVICE CORP. OF NEW YORK 


The CHarrman. The committee will be very glad to hear you, 
Mr. Mann. 

Mr. Mann. Mr. Chairman, and members of the committee, this 
statement is in two sections, the first part dealing with the 2-percent 
tax on filing of consolidated returns, and the second part covers tax 
on dividends from one corporation to another. Those items are in 
the nature of a penalty. Both were enacted during turbulent times, 
as a matter of expediency, rather than as an approach to a sound sys- 
tem of taxation. 


I, CONSOLIDATED RETURNS 


(A) ELIMINATION OF 2-PERCENT PENALTY TAX 


With respect to the present 2-percent penalty on the filing of con- 
solidated returns, the following conclusions were reached by two 
congressional committees: 

First: 


* * * Your committee recommends that this additional tax be eliminated. It 
sees no justification for it. The provisions for consolidated returns under the 
present law and regulations recognize sound accounting practices and require 
tax liubilities to be determined on the basis of the true net income of the enter- 
prise as a whole. No improper benefits are obtained from the privilege. Your 
comiittee believes that it is highly desirable, both from the point of view of 
the administration of our tax laws and the convenience of the taxpayer, that 
the filing of consolidated returns by affiilated groups of corporations be continued, 
particularly in view of the changes made in the Revenue Act of 1928 and in 
the regulatious promulgated by the Secretary of the Treasury thereunder. It is 
difficult to justify the exaction of a price for the use of this form of return, * * * 


Second: 


* * * Your committee considered at length the question of abolishing the con- 
solidated return. Our subcommittee originally recommended this action. The 
Treasury believed this policy undesirable. The Treasury pointed out that the 
one way to secure a correct statement of income from affiliated corporations 
is to require a consolidated return, with all intercompany transactions elimi- 
nated. Otherwise, profits and losses may be shifted from one wholly owned 
subsidiary to another, and their separate statements of income do not present 
an accurate picture of the earnings of the group as a whole. For all practical 
purposes the various subsidiaries, though technically distinct entities, are actu- 
ally branches or departments of one enterprise. For these reasons consolidated 
statements of income have been the rule for ordinary business purposes, and 
for 16 years the income-tax law has provided for consolidated returns, The 
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administration of the income-tax law is simpler with the consolidated return, 
since it conforms to ordinary business practice; enables the Treasury to deal 
with a single taxpayer instead of many subsidiaries; and eliminates the neces- 
sity of examining the bona fides of thousands of intercompany transactions. 

Consequently, after careful consideration of the question, the ‘committee de- 
cided that it would be undesirable to abolish the consolidated return at this 
time. It appeared in the hearings that such action would be especially burden- 
some to many corporations, such as the railroads, which are frequently obliged 
to maintain separate corporate structures in the several States in which they 
operate. although for all ordinary business and accounting purposes the sub- 
sidiaries form a single operating system. * * * 

The foregoing statements were not written by the utility industry 
in 1953—the first statement was made by the Senate Finance Com- 
mittee in May 1932, the second by the Committee on Ways and Means 
in February 1934. Both were correct when made, both very nearly 
cover the situation today. 

As pointed out in our statement entitled “Tax on Dividends from 
one Domestic Corporation to Another,” (marked “section 2” hereof), 
many public-utility systems are required to operate through the me- 
dium of subsidiaries because of State laws, franchise requirements, 
and so forth. Thus we feel that it is improper to require the payment 
of a Federal tax penalty because of the requirements of State or local 
law or other conditions over which the utility has no control. 

At the time the penalty tax was first imposed by the Revenue Act 
of 1932, one of the arguments in support thereof was that the filing 
of a consolidated return was of great benefit because the loss of one 
corporation could be used to reduce the net income of another. With 
the present 1-year carryback and 5-year carryforward provisions, 
separate corporations are permitted to take advantage of net losses 
within a 7-year period. Hence, the consolidated group does not have 
the advantage over the separate corporation as existed when no such 
carryover provisions were included in the code and this argument can 
no longer be used to support a penalty tax. 

Thus there remains no justification for the 2-percent penalty when 
consolidated returns are filed. We strongly urge that this penalty 


be eliminated. | 
(B) ANNUAL ELECTION 


Tt is further recommended that section 141 (a) include an annual 
election to file either a separate or a consolidated return. 

Under present law, the corporation electing to file a consolidated 
return for any one year is bound by that election for all subsequent 
years unless and until certain things occur, particularly legislative 
changes. Thus a corporation is required to accurately predict the 
future or be placed in the position of paying a heavy penalty for a 
bad guess. It is much like the old capital-stock tax which Congress 
so wisely repealed in 1946. 


2. TAX ON DIVIDENDS FROM ONE DOMESTIC CORPORATION TO ANOTHER 


Historically, payments of istercorporate dividends have been 
treated for Federal income-tax purposes as nontaxable transfers of 
funds from one corporation to another. Prior to the Revenue Act 
of 1936, a corporation receiving dividends was allowed a deduction 
in the amount of 100 percent of such dividends and thus incurred no 
tax thereon. This deduction was allowed upon the theory that a 
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corporate tax had aready been paid upon the earnings which were 
distributed as dividends. 

Beginning with the enactment of the Revenue Act of 1936, 15 per- 
cent of intercompany dividends have been subject to tax. This is 
accomplished by including the entire amount of dividends in gross 
income and allowing a credit against net income for 85 percent of 
the amount of dividends received, such credit being limited to an 
amount not in excess of 85 percent of adjusted net income. 

In 1936, with a corporate income-tax rate of only 15 percent, the 
effective tax rate on intercompany dividends was only 2.25 percent. 
Under the present 52-percent tax rate, the effective rate on intercom- 
pany dividends is 7.8 percent. Thus the burden of this economically 
unsound tax has become much more serious than when first imposed, 

The only reason for and the only possible justification for taxing 
intercorporate dividends is contained in a message to Congress by the 
President of the United States dated June 19, 1935, in which the Pres- 
ident recommended the substitution of a corporation income tax grad- 
uated according to the size of corporation income in place of the then 
uniform rate of 1334 percent. The President followed this recom- 
mendation with the following: 

Provision should, of course, be made to prevent evasion of such graduated tax 
on corporate incomes through the device of numerous subsidiaries or affiliates, 
each of which might technically qualify as a small concern even though all were 
in fact operated as a single organization. The most effective method of pre- 
venting such evasions would be a tax on dividends received by corporations. 

This reason, however, should not be controlling as regards the tax- 
ation of a public utility system. In many instances, a regulated 
public utility is required to furnish part of its services through the 
medium of subsidiaries. For example, some States require that a 
utility operating within their geographical limits shall be incorporated 
within the particular State, even though the separate corporation is a 
part of an integrated utility system operating in several States. The 
result is that a separate utility corporation must be set up within 
the limiting State. In other cases, the use of a subsidiary to supply 
part of the service, or some of the facilities through which the service 
is supplied, is required because of joint ownership of property, fran- 
chise requirements, or similar causes over which the regulated public 
utility has no control. 

The situations outlined above have prevented many utility com- 
panies from merging into one single corporation. In these cases, the 
utility must, under the present provisions of the Internal Revenue 
Code, either file a consolidated return, and pay a penalty tax of 
2 percent, or pay tax at the rate of 7.8 percent on dividends received 
from its subsidiaries. There is no real justification for either the 
penalty or dividend tax, since the utility is forced to pay a Federal tax 
penalty because of the requirements of State or local law, or other 
conditions over which the utility has no control. 

The following example will illustrate the imposition of tax as cor- 
porate earnings pass through the hands of other corporations before 
distribution to the beneficial owners. 

Corporation P (parent company) owns 90 percent of the voting 
stock of Corporation S which, in turn, owns 90 percent of the voting 
stock of Corporation A. Because of the lack of 95 percent stock 
ownership, none of the corporations can be included in a consolidated 
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return. Thus, the full impact of the tax on intercompany dividends 
must be borne under the present law. Here is what happens: 


Corporation A with a net income before tax of $1,000,000 pays a 
test Ol.....cudecs. Gitte a detck pads si lit hth i el RA Sa eens $520, 000 
And out of its net income after tax pays $432,000 ($480,000 0.90) in 
dividends to Corporation 8. 
Corporation S pays a tax of 7.8 percent of its dividends from Corpora- 
on 'A, ora tax wl OST M0O MOCO ino oe eh dd ne ei 33, 696 
And pays a dividend of $358,474 to Corporation P ($398,304x0.90). 
Corporation I? pays a tax of 7.5 percent on its dividends from Corpora- 


i i Oi A ec eae eceeniddale 27, 961 
Ties the Sota? Chit Oa te a lee ea Se 581, 657 


In the above example, an effective tax rate of more than 58 percent 
has been paid. If the system had been operated as a single corpora- 
tion, the effective rate would not have exceeded 52 percent. Yet the 
difference between an affiliated group of utilities and a utility which 
has been able to consolidate all of its operations into a single corpora- 
tion is only a matter of form. 

This obvious inequity should be corrected by eliminating the present 
tax on dividends from one domestic corporation to another. 

The Cuarmman. Thank you very much for your statement. Are 
there any questions? ‘The Chair hears none. We thank you for your 
appearance, and the information you have given to us will be very val- 
unble, I am sure. 

Mr. Mann. Thank you for this opportunity to appear, Mr. 
Chairman. 


STATEMENT OF ROBERT W. PURCELL, PRESIDENT, INVESTORS 
DIVERSIFIED SERVICES, INC., MINNEAPOLIS, MINN. 


The Cuamman. The next witness is Mr. Robert W. Purcell, presi- 
dent, Investors Diversified Services, Inc., Minneapolis. Mr. Purcell, 
the committee is glad to have you with us and will be glad to hear you 
at this time. 

How long do you think it will take you to complete your statement? 

Mr. Purce.t.. Not more than 10 minutes. 

My name is Robert W. Purcell. Iam president of a company with 
headquarters in Minneapolis, by the name of Investors Diversified 
Services, Inc., and of some of its subsidiary corporations. Investors 
Diversified Services, Inc., which I will refer to as IDS, is registered 
with the Securities and Exchange Commission under the Investment 
Company Act of 1940, as a face amount certificate company. Its his- 
toric business has been the issuance and sale to the public of face 
amount certificates which are, in essence, obligations of the issuer to 
pay to the holder a definite sum upon completion of payments to be 
made by the holder, usually on an installment basis. At the time of 
enactment of the 1940 act, the company had outstanding approxi- 
mately $990 million face amount of these savings certificates issued to 
approximately 390,000 customers, With the enactment of the 1940 
act, IDS ceased issuing certificates because that act imposed certain 
restrictions on issuers of face amount certificates which were incon- 
sistent with the provisions of the outstanding certificates and which 
it was impracticable for IDS to meet. At that time IDS organized a 
wholly owned subsidiary, known as Investors Syndicate of America, 
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Inc., and which I will refer to as ISA, to issue face amount certifi- 
cates which would comply with the statutory standards. Today, 
ISA has outstanding approximately $1,175 million face amount of its 
certificates, among approximately 225,000 customers in 43 States of 
the Union. 

Prior to 1940, IDS had its own sales organization throughout the 
country for the distribution of securities and its own investment or- 
ganization for the management of the funds received from the public. 
Since the organization of ISA in 1940, IDS through its existing or- 
ganization has acted as underwriter and distributor of the ISA certifi- 
cates under an underwriting contract which was approved by the SEC, 
and also has acted as investment manager for the investment port- 
folio of ISA under a similarly approved contract. Additionally, 
IDS, through its nationwide mortgage organization, originates mort- 
gages which are sold to ISA to meet the latter’s portfolio requirements. 
Again, these transactions are governed by an order of the Securities 
and Exchange Commission, entered after due consideration of the 
interests of the thousands of security holders of both companies. 

IDS has two other subsidiary companies similar to ISA—an im- 
portant face amount certificate company in Canada and another in 
New York State—and has numerous other subsidiaries, a few of which 
have been organized for the sake of business convenience and perhaps 
could be dissolved, but others of which have been created to comply 
with State or Federal laws or regulations. 

Additionally, IDS has sponsored and manages 3 open-end invest- 
ment trusts in this country having total assets of approximately $520 
million which are owned by approximately 175,000 stockholders, as 
well as an investment trust in Canada. These open-end companies, not 
being subsidiaries, are not involved in the tax question before this 
committee today; but they and their stockholders do have an interest 
in the welfare of IDS which has sponsored them and manages their 
funds. 

Except for the open-end investment trusts which by their nature 
must be separate corporations, all of the companies in the Investors 
group could be maintained as one corporation, were it not for various 
legal necessities keeping them separate. The domestic companies are 
for the most part actually operated as one organization as it is. 

We have filed tax returns on a consolidated basis for IDS and its 
domestic subsidiaries since we were granted that privilege in 1942, 
For that privilege we have been required to pay a penalty of 2 percent 
which in 1952 amounted to more than $100,000. The amount of the 
penalty in the last 3 years is as follows: 1950, $140,000; 1951, $65,000; 
1952, $105,000. 

I firmly believe that the 2 percent penalty imposed for the privi- 
lege of filing consolidated returns is discriminatory and unfair and, 
accordingly, should be repealed. 

Most corporations who wish to avoid this 2 percent penalty may do 
so by rearranging the business affairs of their corporate families so 
that separate returns may be filed without the loss of credits or deduc- 
tions which are inherent in the corporate family business. Thus, 
subsidiaries may be merged into parents or may be eliminated entirely 
by dissolution and their businesses operated as divisions of the parent. 
Alternatively, it is normally a simple matter for a business corporation 

37746—53—pt. 2——39 
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to divert profits into a member of a family group which has credits 
which would otherwise be unused. I have no statistics on this, but I 
would be very much surprised if very many unregulated businesses 
having comple te control of their own cor porate affairs pay the 2 per- 
cent penalty for filing consolidated returns, as it is such a simple mat- 
ter to readjust their business methods and avoid the fm, even 
though some corporate inconvenience be incurred. 

In our case, however, our intercompany affairs are so interrelated 
and subject to statutory provisions and rules, regulations, and orders 
of the SEC and State regulatory author ities—all set up to insure fair 
treatment of the security holders of the various corporations—that 
it would be exceedingly difficult, if not almost impossible, to escape 
the tax by modifying our method of doing business. Therein, to my 
mind lies the unfair discrimination. 

While I do not believe it fair to assess a family of corporations filing 
a consolidated return at 2 percent higher tax rate than a single cor- 
poration which engages in the same business, I think it doubly unfair 
when so many family groups can simply escape the penalty by rear- 
ranging their business methods, thus leaving the regulated businesses 
such as ours, where a great public interest is involved, with no way 
to have the net income of the corporate group taxed as a unit, one 
by paying a higher rate. To my mind, there is something definitely 
wrong with a tax which can be avoided by the simple act of doing 
away “with subsidiaries and which hits only those corporate families 
which for legal or business reasons cannot avail themselves of this 
escape route. 

While I intend to confine my remarks primarily to this aspect of 
item 26 on your calendar, the matter of intercorporate dividends, 
which is part of that item, is closely related to this question. Perhaps 
some of you gentlemen feel that the 2-percent penalty is a reasonable 
price to pay for the privilege of tax-free intercompany dividends. 
My answer to this suggestion is simply that the arguments which I 
had made apply with equal strength to the tax on reagan. iny divi- 
dends, when applied to companies in an organization such as ours. 
HIad we the right to merge into one entity, that tax would not be a 
problem tous. Certainly, we should not be penalized because we can- 
not do so. Nor should we bear a 2-percent penalty as a price for 
avoiding a tax which in itself is unfair. 

I might say that while I agree with the remarks which the preceding 
witness made about the tax on corporate dividends paid to another 
corporation, it is doubly true that there should be no tax when the 
corporations are within the same corporation or wholly owned sub- 
sidiary, where they pay dividends to a parent corporation should not 
be taxed. 

Of course I am not urging the repeal of those provisions of the code 
which prohibit one corporation from acquiring another and through 
consolidated returns or otherwise using the other corporation’s losses 
when such is the primary purpose of the transaction, but that is not 
our case. 

All of the corporations, I am happy to say, in my family group are 
profitable. However, by the nature of the business, our subsidiary, 
ISA, has an excess of dividend income for which the full dividends 
received credit allowable under section 26 (b) of the code can only be 
received if a consolidated return is filed. Also if we were to file 
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separate returns, premiums on mortgages sold by the parent, IDS, to 
the subsidiary, ISA, pursuant to the order of the SEC, must be taken 
as income to IDS in the year sold, but would have to be amortized over 
the anticipated life of the mortgages by the subsidiary, ISA, in its 
expense deductions. It is problems of this character—normal corpo- 
rate transactions entered into for the benefit of all security holders 
under the rules and regulations of a Federal body—that result in the 
imposition upon us of a 54-percent tax rate while other corporations 
pay but 52 percent. 4 

After January 1, 1954, every corporation subject to normal and 
surtaxes will be paying a maximum rate of 52 percent except those 

roups of corporations such as ours which, unless relief is granted, will 
& required to pay a maximum tax of 54 percent. This I earnestly 
submit to the committee is an inequity which I believe the Congress 
should correct. 

The Cuarrman. Our next witness is Mr. William H. Harrar, Esq., 
of New York. Mr. Harrar, how long do you think you will need? 


STATEMENT OF WILLIAM H. HARRAR, NEW YORK CITY 


Mr. Harrar. Not more than 15 minutes. 

The Cuatrman. I hope you will not take more than 10 or 15 minutes, 
as we are trying to hear as many of the witnesses as possible before 
11: 30. 

Mr. Harrar. Thank you, Mr. Chairman. I shall try to do that. 

Mr. Chairman and members of the Ways and Means Committee, my 
name is William H. Harrar. I reside in Westport, Conn., and have 
a law office at 11 West 42d Street, New York, N. Y. I represent Ken- 
tucky Farm & Cattle Co. and a number of corporations which for many 
years have filed consolidated returns of income and excess-profits taxes. 

Without express warrant in either the Internal Revenue Code or the 
Treasury Regulations, the Bureau of Internal Revenue for many years 
has taken the position that any member of an affiliated group of cor- 
porations filing consolidated returns may be singled out and taxed 
separately as a personal holding company with no protection what- 
soever from the so-called intercompany transactions rules set forth 
in the Consolidated Returns Regulations. The substance of the latter 
rules is that— 


in the computation of the dividends received, there shall be excluded all dividends 
received from other members of the affiliated group— 


and— 


capital gains and losses * * * shall be determined without regard to gains or 
losses arising in intercompany transactions, 

The Bureau rulings which embody this policy, although well-known 
to revenue agents, have never been published. The consequences, 
which accordingly may come as a shock to certain unwary affiliates, 
are these: 

1. Where more than 50 percent in value of the stock of the common 
parent during any part of the last half of the taxable year is owned 
directly or indirectly by or for not more than five individuals, and if 
the common parent or any affiliate derives more than 80 percent of its 
gross income from intercompany dividends, interest or royalties—and 
in some cases, rents—such corporation must pay the high personal 
holding company surtax on its net income, unless it passes the inter- 
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company items on to its immediate stockholders by a dividend declara- 
tion of its own. 

2. Assuming again that the stock ownership test has been met, if the 
common parent or any affiliate has sold stock or securities to the 
vendor, and the selling company has no other income of an operating 
nature or offsetting deductions, the profits on the sale must be distrib- 
uted to stockholders to avoid the alternative tax on capital gains. 

The above results may surprise even the most careful reader of the 
code and regulations. By section 141 (b) of the code, Congress has 
delegated rulemaking authority for consolidated returns to the Secre- 
tary. This authority has been exercised in regulations 129, which 
provide, in their opening sentence, that— 
the determination, computation, assessment, collection "nd adjustment of income- 
and excess-profits tax liabilities of the affiliated group and each member thereof 
both during and after the period of affiliation shall be made under the applicable 
provisions of such regulations, 

Take the case of an affiliate which has received intercompany divi- 
dends and has in turn contributed such dividends to a subsidiary be- 
low it in the chain of corporate ownership. The tax adviser of such 
an affiliate, if he reads regulation 129, particularly in the light of its 
announced scope, would be pardoned for supposing that the affiliate 
would be entitled to exclude “all dividends received from other mem- 
bers of the affiliate group” for all tax reporting purposes. His view 
seemingly would be reinforced by additional provisions in code sec- 
tron 141 (e) allowing a personal holding company to consent to be 
ineluded in a consolidated return. Surely one would suppose that 
one of the results of such a consent would be the securing of the pro- 
tection of the intercompany-transactions rule. Such, however, is not 
what the Bureau conceives to be the law. The affiliate, having re- 
ceived income composed exclusively of dividends and having disposed 
of such income in a nondeductible fashion by making a downstream 
contribution to capital would become liable for an 85 percent surtax 
under the Bureau’s view of what the law is. 

Curiously enough, this Bureau viewpoint has not been tested by lit- 
igation. Many of the larger affiliated enterprises in the Nation, such 
as Electric Bond and Share, Allegheny Corp., and the like, are pub- 
licly owned, do not meet the stock ownership test of section 501 and, 
hence, do not have the problem. But a number of family or other 
closely held businesses also file consolidated returns, and any of these 
which have concentrated their security-holding or licensing functions 
under the corporate roof of one affiliate or that wish to move money 
around or through the group to take care of the financial needs of 
ene or more particular member companies, are open to attack under 
section 500. 

For reasons of corporate convenience, limitation of legal liability, 
etc., an affiliated enterprise may concentrate its patents or copyrights 
in one member of the group or may have one affiliate house and handle 
all transactions in marketable securities. If license fees are received 
by the patent-holding affiliate in furtherance of its functions from 
other members of the group, or if the security holder sells some of its 
assets to another affiliate having excess cash in order to obtain funds 
to contribute to still another affiliate for working capital, “personal 
holding company income” as defined in section 502 has been received 
and a wholly unlooked-for surtax may result. By the same token 
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indiscriminate payments of intercompany dividends must be carefully 
watched, lest what management considers to be safe intercorporate 
financing turn into a taxable debacle. 

It would seem that the Bureau’s unpublished rulings on these points 
are based principally on inference from code and regulations silence. 
It is true, of course, that some attention was given this question by this 
committee and the Senate Finance Committee when the revenue bill 
of 1942 was up for consideration. The committee reports on that 
statute state: 

The consolidated return privilege is not extended for the purposes of the surtax 
on personal holding companies imposed by section 500. 

Although both the Treasury Departinent and the taxpayer may val- 
idly use committee reports to explain statutory ambiguities, it is some- 
what more doubtful whether such reports may be used to fill out com- 
piete gaps in the code or in the regulation and thereby to reach the 
conclusion that since the committees said they wanted to impose the 
tax, the Internal Revenue Code may, therefore, be presumed to do so. 

Of course, it might be said that section 141 was designed to deal 
with the tax on the consolidated group as a whole and that its range 
does not extend to inhibit other additional income taxes on errant 
affiliates. But if this is the congressional intent or if it is the Secre- 
tary’s construction of his delegated powers, then either Congress by 
statute or the Secretary by regulation should come out in the open 
with it. Particularly is this true where we are dealing with the im- 
position of a tax, and a heavy penalty tax at that, rather than with 
the negativing of an implied deduction. It is not wise fiscal adminis- 
tration to impose taxes on the basis of inference alone. 

Furthermore, the theory that section 141 refers only to the tax on 
the group as a whole and does not inhibit other taxes can be pushed 
to a dangerous extreme. If that is its meaning, then what is to pre- 
vent the Commissioner from exacting the section 117 (c) alternative 
tax from every affiliate that has intercompany capital gains, regard- 
less of its personal holding company status, or indeed from imposing 
the normal tax and surtax of sections 13 and 15 on each member having 
intercompany income? ‘This would kill the institution of consoli- 
dated filing. 

Personal holding companies have been anathema to Congress and 
the Treasury for almost 20 years and in their pure form, where a capi- 
talist seeks to decrease his surtaxes by having his lawyer shuffle a few 
pieces of paper into an alter ego corporation, can be a serious detri- 
ment to the revenue if allowed to go unchecked. Subchapter A is 
so stringently worded, however, that in the past it has frequently been 
necessary for Congress to reexamine, and in some cases soften, its 
harsh provisions. It is well known, for instance, that personal finance 
companies, small loan companies, investment corporations, and dis- 
count houses, deriving the bulk of their gross income from interest, 
were caught under the original wording and had to be expressly ex- 
cepted by remedial legislation. I submit that it is now appropriate 
for Congress to decide whether it wishes to apply this scourge to a 
component of an affiliated group which, in the course of discharging 
some purely business function, such as licensing patents to other mem- 
bers or acting as group banker, receives intercompany items of gross 
income and disposes of them in some nondeductible fashion. If the 
decision is to tax, the intent expressed in 1942 should be carried into 
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the code or at least into the regulations, and should not be left to lurk 
as an unpublished Bureau deadfall. 

The fairest legislative remedy would be to provide that intercom- 
pany items received by a corporation in a consolidated return do not 
constitute personal holding company income; this would allow neces- 
sary intercorporate financing to be done without hindrance. To avoid 
consolidated filing by a group of mere corporate pocketbooks, a con- 
solidated personal holding company surtax could be levied, as is now 
done in the case of railroad corporations. Affiliates which meet the 
subchapter A tests because of dividend, interest or royalty receipts 
from outside sources could be separately taxed as personal holding 
companies. Such a program would be just both to the revenue and to 
closely held affiliated enterprises and would have the additional merit 
of being known to the taxpaying public at large. 

The Cuarrman. Mr. Eberharter has a question, Mr. Harrar. 

Mr. Harrar. Yes, Mr. Eberharter. 

Mr. Evernartrer. Do you know whether or not the Bureau’s ruling 
is intentionally not issued ¢ 

Mr. Harrar. No, I do not. 

Mr. Esernarrer. But you have never been given any notice to that 
effect ? 

Mr. Harrar. No, I have not; I have just heard about it from others; 
they are not rulings; they are policies that are declared that have 
never been embodied in any published form. 

Mr. Eseruarrer. Have you ever asked whether or not you could 
get a copy of these rulings, whether they would furnish you with a 
copy if you asked for them ? 

Mr. Harrar. I asked for one recently, and they said they were not 
allowed to give rulings on individual taxpayers, but you could get a 
ruling, I presume, by applying in the usual way. 

The Cuarrman. I thought all the regulations were published in the 
register. 

Mr. Harrar. Regulations, but not individual rulings. 

The Cuatrman. Thank you very much, Mr. Harrar. You have 
made a very fine statement, and we appreciate your appearance. 

Mr. Harrar. Thank you. 


STATEMENT OF HAROLD W. SMITH, SECRETARY AND COMP- 
TROLLER, CONE MILLS CORP., GREENSBORO, N. C. 


The Cnatrman. Our next witness is Mr. Harold W. Smith, repre- 
senting the American Cotton Manufacturers Institute. 

The committee will be very glad to hear you, Mr. Smith. 

Please give your name and the capacity in which you appear. 

Mr. Smirn. Thank you, Mr. Chairman. 

My name is Harold W. Smith. I am secretary and comptroller 
of Cone Mills Corp. of Greensboro, N. C. I am a member of the 
tax committee of the American Cotton Manufacturers Institute, Inc., 
and appear here on behalf of that organization. Item 26 of your 
schedule of topics concerns consolidated returns and intercorporate 
dividends. 

We want to propose to you the elimination of the 2 percent tax now 
being levied for filing consolidated returns, and the allowance of a 


| 
i 
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100 percent credit to the recipient corporation on intercorporate divi- 
dends instead of the present allowance of 85 percent. 

A review of the reports of the House Ways and Means C ommittee, 
dated July 14 and October 2, 1942, both referring to H. R. 7378, clearly 
indicate that the 2 percent tax was not considered a revenue measure 
but was intended as a penalty tax on surtax net income for the privilege 
of filing a consolidated return. The words, “for this privilege” are 
the exact words used in the W ays and Means Committee report, dated 
July 14, 1942. The whole purpose of the tax is to impose a penalty 
for the privilege of filing a consolidated return. Yet, the provisions 
of the code relating to consolidated returns contradict this, because 
they are based on the 1 ecognition of the fact that although members of 
a group of corporations hav ing substantially common ownership are 
separate legal entities, they really represent one and the same busi- 
ness, oper: ated as a unit. 

This premise is best set forth in the Senate Finance Committee’s 
report in connection with the 1928 act, which states: 

The permission to file consolidated returns by affiliated corporations merely 
recognizes the business entity as distinguished from the legal corporate entity 
of the business enterprise. Unless the affiliated group as a whole in the conduct 
of its business enterprise shows net profits, the individuals conducting the busi- 
ness have realized no gain. Failure to recognize the entire business enterprise 
means drawing technical legal distinctions, as contrasted with the recognition 
of actual facts. * * * To refuse to recognize this situation and to require for 
tax purposes the breaking up of a single business into its constituent parts, is 
just as unreasonable as to require a single corporation to report separately for 
tax purposes the gains from its sales department, from its manufacturing activi- 
ties, from its investments, and from each and every one of its agencies, It would 
be just as unreasonable to demand that an individual engaged in two or more 
businesses treat each business separately for tax purposes. 

The imposition of this 2 percent penalty tax has been ineffective 
as a revenue measure. Our proposal for the elimination of this pen- 
alty tax will not, in our opinion, reduce revenue, but on the contrary 
may actually increase it. 

It has been suggested that, if the 2 percent penalty tax for the 
privilege of consolidation is eliminated, it should be accompanied by 
the requirement for compusory filing of consolidated returns in cases 
where common ownership is over 95 percent. In our opinion, there 
is no fundamental objection to such compulsory filing, except in the 
event of the reenactment of an excess-profits-tax law. Any provision 
requiring compulsory filing of consolidated returns should afford tax- 
payers new elections in the event of such reenactment of an excess- 
profits-tax law. The administrative difficulties arising out of the 
problems relating to the excess-profits-tax laws of World War I, which 
found their way into the courts, provide adequate testimony in this 
regard. Aside from this consideration, however, it is our considered 
opinion that the elimination of the 2 percent penalty tax for the filing 
of consolidated returns accompanied by compulsory filing in the case 
of 95 percent ownership with such qualifications as we have just 

ointed out, would effect a substantial simplification of procedures, 
both within the Bureau and on the part of the taxpayers who are 
required to file returns. 

Turning now to our proposal that a 100 percent credit be allowed 
on intercorporate dividends, under the present revenue laws, a corpo- 
ration which receives a dividend is required to include 15 percent of 
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the amount received in its taxable income. This taxes the same in- 
come three times: First, by the corporation out of whose earnings the 
dividend is paid; second, by the receiving corporation; and, third, by 
the individual stockholder who receives a part of it as a dividend from 
the receiving corporation. 

Congress has recognized that such dividends should not thereafter 
be taxed twice, once as a dividend to the receiving corporation and 
again as a dividend to the individual stockholder. It has partially 
corrected this tax duplication by allowing a credit to the receiving 
corporation of 85 percent. It should go the whole way to correct this 
condition by allowing a 100 percent credit. We believe the taxation 
of all intercorporate dividends is unsound from both a tax and an 
economic standpoint. The elimination of taxation on intercorporate 
dividends would effectively stimulate the payment of dividends. 

An alternative solution would be to eliminate the credit to the 
receiving corporation and permit the paying corporation to deduct 
from its taxable income full credit for all dividends paid. This 
alternative solution would probably require a series of steps over a 
period of time. 

We wish to express to you our appreciation for the privilege and 
opportunity of appearing before this committee. 

The CrarrMan. Does that conclude your statement ? 

Mr. Harrar. That concludes my statement. 

The Cuarrman. I want to express the appreciation of the commit- 
tee for the information which you have furnished on this important 
matter. 

Mr. Harrar. Thank you very much, sir. 

The Cuainman. Are there any questions? 

Mr. Baxer. It is your opinion that compulsory consolidated re- 
turns would result in increased revenue? 

Mr. Harrar. We have no statistics to back that up, but I believe 
it would. It is rather automatic. You would have the elimination 
of the $25,000 at the lewer rates of tax on separate entities. 

The Carman. If there are no further questions, thank you very 
much. 

I move that the following briefs be furnished to members and filed 
in lieu of personal appearance on topic 26: 

Machinery and Allied Products Institute; 

Commerce and Industry Association of New York; 

American Bar Association; 

Edison Electric Institute ; 

National Coal Association. 

Hearing no objection, the briefs will be filed. 

(The briefs above referred to are as follows:) 

STATEMENT PRESENTED BY ALEXANDFR KONKLE, VICE PRESIDENT, OF MACHINERY 

AND ALLIED Propucts INSTITUTE, CHICAGO, ILL., RE CoNSOLIDATED RETURNS AND 

INTERCORPORATE DIVIDENDS 


A WORD ABOUT MAPI 


Machinery and Allied Products Institute is a federation of trade associations, 
manufacturing companies, and subscribing associates established to bring the 
diverse industries manufacturing the many kinds of industrial equipment and 
capital goods into a unified and homogeneous organization. Its major purpose 
is the advancement of the public welfare, and the interests of industrial equip- 
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ment producers, through research in the economics of capital goods and the 
furtherance of economic progress. 

MAPI conducts a continuous program to the end that basic distinctions between 
-apital goods industries and other industries may be understood by all business- 
men, and by Government, educators, journalists, and the public generally, and 
this understanding applied in the solution both of current problems of regulation 
and control and of the long-range problem areas affecting technological advance- 
ment. 

As a part of this activity, the Machinery Institute publishes bulletins, economic 
briefs, pamphlets and books, including a comprehensive bulletin service for 
member companies on current developments in their relations with Government. 
Today these concern such matters as Government contracts, renegotiation, Fed- 
eral taxation, defense mobilization requirements and planning, materials and 
labor controls, departmental and agency reorganizations, foreign trade, and the 
economics of the capital goods industries. 

The Council for Technological Advancement, organized by and integrated with 
Machinery and Allied Products Institute to advance the technology of the United 
States, shares MAPI’s long-range activities. The purpose of CTA is to program, 
to pioneer, and to promote ideas for a more dynamic economy. 

Mr. Chairman and gentlemen of the committee, we submit the following views 
of the Machinery and Allied Products Institute on the subject of consolidated 
returns and intercorporate dividends, 


INTERCORPORATE DIVIDENDS 


The Machinery Institute, in previous testimony before this committee on July 
16, 1953, stated the adverse effects of the present double taxation of dividends, 
To this twofold layer of taxes to which holders of corporate equities are subject, 
is added a partial third layer in the form of the 15 percent nondeductibility of 
intercorporate dividends. This penalty is intended, presumably, as a blanket 
discouragement to holding companies and to intercorporate equity holdings gen- 
erally. As such it is an indiscriminating blunderbuss device for which no sound 
argument can be made. If it is deemed public policy to discourage certain types 
of intercorporate ownership, this policy should be earried out by measures 
tailored to fit the particular situations it is desired to remedy. 

Equity capital is too precious a commodity to be discouraged merely because 
it is furnished by another corporation. There are countless legitimate reasons 
why one corporation should hold stock in another. A penalty on such inter- 
cornorate stock holdings overlooks these legitimate reasons for the purpose 
of discouraging the relatively smaller number of cases in which such intercor- 
porate holdings are designed for reasons contrary to public policy. 

The tax structure as it now exists encourages corporate financing through 
debt rather than through equity. The dangers inherent in an overly heavy 
debt structure have been emphasized too often and by too many competent 
observes to bear repeating here. It suffices to note, however, that the 15 percent 
penalty on intercorporate dividends serves as a dam to block the flow of one type 
of equity capital and consequently to divert financing into debt obligations, 
When other means of accomplishing the presumed antimonopoly purpose of the 
15 percent penalty are already prescribed and may be made effective in the 
individual instances required, it would seem folly to continue such an arbitrary 
and undiscriminating tax measure. 


CONSOLIDATED RETURNS 


The same reasoning outlined above applies to the 2 percent penalty on con- 
solidated returns. There are other reasons, in addition to tax advantage, for 
maintaining corporate records, balance sheets, and income statements on a con- 
solidated basis. Depending on the snecific case, definite accounting and economic 
advantages can be gained by consolidation of records and returns, and in con- 
tributing to productive efficiency and full employment, these accounting and 
economic advantages are generally in the public interest. 

The 2 percent penalty on such returns, like the 15 percent penalty on inter- 
corperate dividends, is supposedly designed to offset tax advantage and to 
prevent a proliferation of corporate consolidations. Here, also, “the punish- 
ment should fit the crime.” From the viewpoint both of equity and of economic 
rationality, there is no reascn to penalize legitimate consolidated operations 
in order to accomplish, with dubious success, an aim of public policy which should 
be effectuated through the existing antitrust statutes. 
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COMMERCE AND INDUSTRY ASSOCIATION OF NEw YorK, INc., 
New York, N. Y., July 28, 1953. 


Hon. Dantet A. REeEp, 
Chairman, Committee on Ways and Means, 
New House Office Building, Washington, D. C. 
Topic No. 26—Consolidated returns and intercorporate dividends. 

Dear CONGRESSMAN REED: Commerce and Industry Association of New York, 
Inc. wishes the following recommendations to be inserted into the record of 
the hearings of the Ways and Means Committee pertaining to the revision of 
the code: 

1. Llimination of tax on intercorporate dividends.—Under present law, except 
for smaller corporations, corporate income is taxed at 52 percent or more to 
the corporation that earns it. When such corporate income, which has already 
been taxed, is distributed in the form of dividends on stock of the earning 
corporation held by another corporation, the corporate stockholder must pay 
a second corporation income tax on the same earnings subject to the 85 percent 
dividends received credit. When the corporation receiving the dividend income 
in turn distributes it as dividends to its noncorpcrate stockholders, the corporate 
income (twice taxed) again is taxed from 22.2 percent to 92 percent in the 
hands of the individual stockholders, depending on the brackets into which 
their incomes fall. 

The purpose of allowing a dividends received credit is to prevent the same 
income from being subjected to two corporate income taxes. If the purpose 
is to prevent double taxation, such double taxation occurs with respect to 100 
percent of such income, and there is no logical basis for the purely arbitrary 
assumption that it occurs only with respect to 85 percent of such income. 

The present 85-percent dividends received credit should be increased to 100 
percent so that the tax on intercorporate dividends will be completely eliminated, 
There are many sound, legitimate business reasons for the use of subsidiary cor- 
porations, and the use of multicorporate structures particularly where business 
is done in many States is common accepted practice. There is no justifiable 
reason for penalizing this legitimate method of doing business by subjecting an 
arbitrary portion of income to 2 corporate income taxes instead of 1. 

While the association in its statement submitted under topic No. 17—tech- 
niques for alleviating double taxation of dividends—recommended gradual elim- 
ination of the double tax in the case of noncorporate shareholders, it recom- 
mended in that statement, and repeats the recommendation here, that the double 
or multiple tax in the case of corporate shareholders be eliminated at once, that 
is, aS soon as the revisions now heing considered can be put into effect. 

2. Consolidated returns.—An affiliated group of corporations should have an 
annual election with respect to the filing of consolidated returns, and the 2-percent 
penalty tax should be eliminated. The computation of the taxable income of 
an affiliated group on a consolidated basis is recognized as sound accounting and 
business practice. Being so recognized, it should not be discouraged by the 
imposition of a penalty. 

8. Aroidance of personal holding-company classification.—Under section 501 
(c) of the code the common parent of a group of railroad corporations filing a 
consolidated return is subject to tax as a personal holding company only if the 
common parent of the group satisfies the stock-ownership requirement, and the 
income of the group satisfies the gross income requirement of, a personal holding 
company as defined in section 501 (a) of the code. Conversely, if either (a) the 
stock ownership of the parent or (b) the income of the group fails to satisfy the 
definition of a personal holding company, the group filing a consolidated return 
is not subject to tax as a personal holding company. These provisions of section 
501 (c), presently limited to railroad corporations, should be extended to all 
business corporations. This may be accomplished by striking out the last sen- 
tence in section 501 (c) of the Internal Revenue Code. 

Sincerely yours, 


THOMAS JEFFERSON MILEY, 
Ezrecutive Vice President. 
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STATEMENT ON BEHALF OF THE AMERICAN BAR ASSOCIATION, IN Re Topic 26, 
CONSOLIDATED RETURNS AND INTERCORPORATE DIVIDENDS 


Inasmuch as a representative of the American Bar Association will not appear 
in person on the above topic it is requested that this statement be received and 
filed. 

Under the Revenue Act of 1942, a personal holding company not filing a con- 
solidated return was subject to personal holding-company tax but not to excess- 
profits tax. When the 1942 act extended the privilege of filing consolidated 
returns to affiliated corporations generally, it provided that if an affiliated group 
wished to file a consolidated return all of the corporations in the group, including 
any affiliated personal holding company, must join in the return. The bar asso- 
ciation believes that it was not the intention of Congress that a holding com- 
pany in such circumstances should be subject to both the personal-holding-com- 
pany tax and the excess-profits tax, and has recommended an amendment to 
section 501 (hb) of the code which would exempt such corporations from the 
personal-holding-company classification. Section 131 of the Revenue Act of 1943 
changed this rule for the later yeurs of the excess-profits tux (see 8. Rept. No. 
627, 78th Cong., Ist sess., p. 64), and, of course, the bar association recommenda- 
tion has no application to vears after the elimination of the excess-profits tax. 
The recommendation applies only to correct inequities done in 1942 and 143. 

A provision to make this recommendation effective was contained in the Reed- 
Camp bill, as follows: 


“Sec. 147. EXEMPTION FroM Tax ON PERSONAL HOLDING COMPANIES OF CORPORA- 
TIONS JOINING IN CONSOLIDATED RETURN. 


“(a) Section 501 (b) (relating to corporations excepted from the definition of 
personal holding company) is hereby amended by adding at the end thereof the 
following new paragraph: 

“*(9) A corporation, a member of an affiliated group of corporations filing 
consolidated returns under section 141.’ 

“(b) The amendment made by this section shall be applicable to taxable years 

beginning after December 31, 1941.” 





STATEMENT OF EDISON ELEcTRIC INSTITUTE, NEw YorkK 17, N. Y., Re Toptc No. 26 


(From special tax policy committee, Edison Electric Institute, Charles E. Oakes, 
chairman) 


1. CONSOLIDATED RETURNS 


This statement is filed by the Edison Electric Institute on behalf of the electric 
utility industry of the United States. 


(A) Elimination of 2-percent Penalty Tar 

With respect to the present 2-percent penalty on the filing of consolidated 
returns, quoted below are conclusions reached by two congressional committees: 

First: “* * * Your committee recommends that this additional tax be 
eliminated. It sees no justification for it. The provisions for consolidated 
returns under the present law and regulations recognize sound accounting 
practices and require tax liabilities to be determined on the basis of the true 
net income of the enterprise as a whole. No improper benefits are obtained 
from the privilege. Your committee believes that it is highly desirable, both 
from the point of view of the administration of our tax laws and the convenience 
of the taxpayer, that the filing of consolidated returns by affiliated groups of 
corporations be continued, particularly in view of the changes made in the 
Revenue Act of 1928 and in the regulations promulgated by the Secretary of the 
Treasury thereunder. It is difficult to justify the exaction of a price for the 
use of this form of return. * * *” 

Second: “* * * Your committee considered at length the question of 
abolishing the consolidated return. Our subcommittee originally recommended 
this action. The Treasury believed this policy undesirable. The Treasury 
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pointed out that the one way to secure a correct statement of income from 
affiliated corporations is to require a consolidated return, with all intercom- 
pany transactions eliminated. Otherwise, profits and losses may he shifted 
from one wholly owned subsidiary to another, and their separate statements 
of income do not present an accurate picture of the earnings of the group as a 
whole. For all practical purposes the various subsidiaries, though technically 
distinct entities, are actually branches or departments of one enterprise. For 
these reasons, consolidated statements of income have been the rule for ordinary 
business purposes, and for 16 years, the income-tax law has provided for con- 
solidated returns. The administration of the income-tax law is simpler with 
the consolidated return since it conforms to ordinary business practice; enables 
the Treasury to deal with a single taxpayer instead of many subsidiaries; and 
eliminates the necessity of examining the bona fides of thousands of inter- 
company transactions. 

“Consequently, after careful consideration of the question, the committee 
decided that it would be undesirable to abolish the consolidated return at this 
time. It appeared in the hearings that such action world be especially burden- 
some to many corporations, such as the railroads, which are frequently obliged 
to maintain separate corporate structures in the several States in which they 
operate, although for all ordinary business and accounting purposes, the subsidi- 
aries form a single operating system. * * *” 

The foregoing statements were made some years ago—the first statement by 
the Senate Finance Committee in May 1932 and the second by the Committee 
on Ways and Means in February 1934. These statements were correct when 
made and they are equally appropriate to the situation today. 

Many fully integrated public utility systems are required to operate through 
the medium of subsidiaries because of State laws, franchise requirements, etc. 
These systems function virtually as a single enterprise. Each system conceiv- 
ably could function as a single corporation were it not for the necessity of meet- 
ing formal requirements of State laws and regulations, and with precisely the 
same income result. Thus, it is obviously improper to require the payment of 
what amounts to a Federal tax penalty merely because the utility must conform 
with the limitations of State or local law, or other requirements over which it 
has no control. 

At the time the penalty tax was first imposed by the Revenue Act of 1932 
the principal argument in support thereof was that the filing of a consoli- 
dated return was of great benefit because the loss of one corporation could be 
used to reduce the net income of another in the same group. With the present 
1-vear carryback and 5-year carryforward provisions, separate corporations are 
permitted to take advantage of their own net losses within a 7-year period. 
Thus, the consolidated group no longer has this controlling advantage over the 
separate corporation which it was deemed to have when no such carryover pro- 
visions were included in the tax law. This argument, therefore, is no longer 
valid in support of a penalty tax. 

It is generally understood that the Treasury Department and the Bureau of 
Internal Revenue have recognized the economic soundness of the determination 
of net income of an affiliated group on a consolidated basis. This was particu- 
larly evident when the excess-profits tax was reinstated in the tax law. The 
necessity of determination of net income on a consolidated basis for the purpose 
of such a drastic tax was immediately recognized and the right of consolida- 
tion accordingly was contemporaneously reinstated in the law. So-called normal 
tax rates today are substantially higher than they were even when the first 
World War IT excess-profits-tax law was enacted and are approximately 400 ner- 
cent higher than when the consolidated return 2-percent penalty provision first 
became effective. Current high rates of tax upon corporate income alone justify 
the concept of consolidated income without further burden of a penalty surcharge. 

Today there is universal recognition of the fundamentally sound proposition 
of determination of taxable net income on a consolidated basis where there is 
virtually complete ownership of the controlling stock of the subsidiary as now 
is required by the law for such determination. Therefore, there remains no 
justification for the 2-percent penalty tax where consolidated returns are filed, 
and it is respectfully submitted that the penalty should be eliminated. 


(B) Annual election 


It is further recommended that section 141 (a) of the Internal Revenue Code 
include an annual election to file either a separate or a consolidated return. 
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2. TAX ON DIVIDENDS FROM ONE DOMESTIC CORPORATION TO ANOTHER 


Historically, payments of intercorporate dividends have been treated for Fed- 
eral income-tax purposes as nontaxable transfers of funds from one corporation 
to another. Prior to the Revenue Act of 1936, a corporation receiving dividends 
from another corporation was not taxed thereon. This tax treatment was allowed 
upon the theory that a corporate tax had already been paid upon the earnings out 
of which the dividends were distributed and that corporate earnings should be 
taxed only once to a corporation prior to distribution to individual stockholders 
where they are again taxed. 

Beginning with the enactment of the Revenue Act of 1936, and continuing 
ever since, 15 percent of intercorporate dividends have been subject to tax. 

In 1936, with a corporate income-tax rate of only 15 percent, the effective tax 
rate on intercorporate dividends was only 2.25 percent. Under the present 52- 
percent tax rate, the effective rate on intercorporate dividends is 7.8 percent. 
Thus the burden of this economically unsound tax has become much more serious 
than when first imposed. 

The primary reason urged in justification of taxing intercorporate dividends 
is contained in a message to Congress by the President of the United States dated 
June 19, 1935, in which the President recommended the substitution of a corpora- 
tion income tax graduated according to the size of corporation income in place 
of the then uniform rate of 13% percent. The President followed this recom- 
mendation with the following: 

“Provision should, of course, be made to prevent evasion of such graduated 
tax on corporate incomes through the device of numerous subsidiaries or aflil- 
iates, each of which might technically qualify as a small concern even though 
all were in fact operated as a single organization. The most effective method of 
preventing such evasions would be a tax on dividends received by corporations, 
Bona tide investment trusts that submit to public regulation and perform the 
function of permitting small investors to obta&: the benefit of diversification of 
risk may well be exempted from this tax.” 

That Presidential message was delivered almost two decades ago, but today 
the tax law contains safeguards, which then it did not have, against the kind 
of tax dodging suggested in the message. These are fuund, for example, in sec- 
tions 15 and 45 of the Internal Revenue Code. Thus, while an intercorporate 
dividend tax apparently had its origin as a protection of the revenue against tax 
avvuidance, it now has an effect far beyond its avowed purpose even thuugh the 
original reasons for its imposition have ceased to exist. 

The unsound character of this tax is well demonstrated in the taxation of a 
public utility system. Under the Public Utility Holding Company Act of 1935, 
holding companies remaining in existence have established to the satisfaction of 
the Securities and Exchange Commission that they provide substantial economies 
for the benefit of the consumers and the afliliated group as a whole. 

Over the past few years, many former subsidiaries of existing companies 
have been merged, where possible, into their parent or into other operating sub- 
sidiaries. 

On the other hand, a regulated public utility may be required to furnish part 
of one or more of its services through the medium of subsidiaries. For example, 
a State may require that a utility operating within its geographical limits shall 
be incorpvrated within that State, even though the separate corporation is a part 
of a physically integrated utility system operating in several States. In other 
-ases the use of a subsidiary to supply part of the service or some of the facilities 
through which the service is supplied, may be necessary because of joint owner- 
ship of property, franchise requirements, or similar factors over which the regu- 
lated public utility has no control. 

The considerations outlined above have prevented many utility companies 
from merging into one single corporation. In such cases, under the present 
provisions of the Internal Revenue Code, the utility must either file a consoli- 
dated return, and pay a penalty tax of 2 percent on the total combined net 
income of itself and its subsidiaries, or if each files a separate return, pay tax 
at the rate of 7.8 percent on dividends received from its subsidiaries. There is 
in this situation no justification for either the penalty or the dividend tax, 
especially since the exaction for the most part arises directly because of the 
requirements of State or local law, or other conditions over which the utility 
has no control. 

The effect of the imposition of the dividend tax, as corporate earnings pass 
through the hands of other corporations before distribution to the ultimate 
beneficial owners, is demonstrated in the following paragraph. 
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Under existing law corporate net income (where it exceeds $25,000) is taxed 
at 52 percent. Thereafter if the income passes from the earning company to its 
immediate parent the intercorporate tax has the effect of taxing the original net 
income at 55.7 percent, and if it passes once more in the corporate chain at 
59.2 percent; and of course the pyramiding process continues depending upon 
the composition of the affiliated group. 

In the situation just described an effective tax rate of over 59 percent would 
be imposed upon the original net earnings, yet the difference between an affili- 
ated group of utility corporations and a utility which is in position to conduct 
all of its operations as a single corporation is a matter of form rather than 
economic substance. 

As presently constituted the fundamental pattern of our tax law is that cor- 
porate earnings are taxed once to the corporation and once more to the individual 
beneficial owner thereof, i. e., the stockholders. It is respectfully submitted 
that this should be the absolute limit of the taxing of corporate earnings and, 
therefore, the present intercorporate dividend tax should be eliminated. 


STATEMENT OF LOVELL H. PARKER, CHAIRMAN, SPECIAL TAX COMMITTEE OF THE 


NATIONAL Coat ASSOCIATION, IN RE Topic 26, CoNnsoLIpATED RETURNS AND 
INTERCORPORATE DIVIDENDS 


Mr. Chairman and members of the committee, my name is Lovell H. Parker, 
of Washington, D. C. I am chairman of the special tax committee of the Na- 
tional Coal Association. The National Coal Association is the trade association 
of the bituminous coal mine operators, and has in its membership the producers 
of approximately two-thirds of the Nation’s commercial tonnage of bituminous 
coal. 

Under existing law dividends received by a corporation from a domestic corpo- 
ration are included in the gross and net income of the recipient corporation, 
subject to a credit of 85 percent of their amount but not more than 85 percent 
of the adjusted net income. 

This in effect constitutes triple taxation—first in the hands of the earning 
corporation, second (to the extent of 15 percent) in the hands of the corporation 
receiving the dividend, and third in the hands of the stockholder of the recipient 
corporation. There appears to be no sound justification for this treatment of 
intercorporate dividends. 

We believe that such dividends received by a corporation from a taxable domes- 
tie corporation should be excluded entirely from the taxable income of the 
receiving corporation. Thé allowance should be for 100 percent of the amount of 
the dividends received and should be applied as an exclusion or deduction from 
gross income, rather than as a credit against net income. We see no logical 
reason for a limitation based on a percentage of net income. 

In our opinion, the logic behind 100 percent credit for dividends received fully 
warrants application of such full credit to all dividends received by a corpora- 
tion (except to the extent credit is allowed the paying corporation, as is the 
case with respect to the preferred stock of a public utility). However, the 
justification for 100 percent credit for dividends received by a corporation is 
even more compelling where such dividends are recived from a controlled sub- 
sidiary. To the extent that dividends received from a controlled subsidiary are 
taxed, this constitutes double taxation in the hands of one real party in interest. 

The bituminous coal industry advocates the elimination of the 2 percent penalty 
tax for filing consolidated returns. This 2 percent penalty tax has no foundation 
in equity and constitutes a deterrent upon the desirable practice of filing con- 
solidated returns. 


The CHatrman. The next witness is Mr. C. B. Randall, of the 
Independent Natural Gas Association of America. 

Mr. Randall, we are very glad to see you here. If you will give 
your name and the capacity in which you appear, we will be glad to 
hear you. 


| 
| 
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STATEMENT OF C. B. RANDALL, TAX ATTORNEY, NATURAL GAS 
PIPELINE CO. OF AMERICA 


Mr. Ranpatu. My name is C. B. Randall. I am tax attorney of 
the Natural Gas Pipeline Co. of America at Chicago, Il. 

Prior to my connection with the present company, I was tax attor- 
ney for the Kansas Tax Commission. 

I appear today on behalf of the Independent Natural Gas Associa- 
tion of America, whose membership consists of producers, both corpo- 

rate and individual, as well as transmission companies and distributing 
companies. 

We have heretofore supplied your committee with our statement, 
and I ask leave that it be made a part of the record. 

I have at my disposal today my oral comments. Because of the 
essence of time, I ask that that statement likewise be made a part of 
the record of the committee. 

The Cuairman. As I understand, you are requesting that your full 
statement be made a part of the record. 

Mr. Ranpau. If you please. 

The CHarrman. And such comments as you wish to make. 

Mr. Ranpaut. If you please. 

The Cuairman. Without objection, it is so ordered. 

Mr. Ranpauu. Dealing with the subject of consolidated returns of 
affiliated corporations, when we reflect on the historical background 
of that legislation, we find it had a very checkered historical back- 
ground. In 1917 consolidated returns were required of corporations 
that incurred the excess-profits tax of that era. In 1918 the law was 
enacted requiring the mandatory filing of returns on a consolidated 
basis. Then, beginning with the Revenue Acts of 1921, 1924, 1928, 
and 1932, the privilege was granted of filing on an optional basis, and 
it was not until 1932 that a tax was imposed on the so-called privilege 
of filing consolidated returns. In that year the tax was three-quarters 
of 1 percent. In 1932 that tax was increased to 1 percent and in 1934 
to 2 percent. Those increases occurred under the National Industrial 
Recovery Act. 

In 1936 through 1941, there was no tax imposed on the filing of 
consolidated returns, for the reason that the privilege to file was elimi- 
nated in 1934, save for railroad corporations. 

Starting in 1942, in the revenue act of that year, the privilege was 
restored to file consolidated returns, but afterward a 2- percent surtax 
penalty was imposed, and that is the law as of today. 

At the time of the restoration of the privilege and the imposition 
of the 2-percent surtax penalty, the reason given for the penalty tax 
was that with subsidiaries one could offset its gains against the loss 
of another subsidiary corporation. The efficacy of that argument 
today I think has very much disappeared in view of the fact partic u- 
larly that corporations, whether they be in a consolidated group or 
whether they be single or otherwise, have the privilege of carrying 
the loss of the current taxable year back 1 year and forward for 
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5 years. That takes on the attributes of the allowance of filing a con- 
solidated return and overcoming the loss of one subsidiary against the 
gain of another subsidiary. So we have as one of the most potent rea- 
sons for the imposition of the 2-percent tax that today corporations 
can take the loss of the current tax year and take it back 1 year and 
carry it forward 5 years without penalty. 

Then again we find railroads and utilities in some States are re- 
quired to maintain separate corporations under the laws of those par- 
ticular States. I have in mind particularly the State of Virginia 
which requires that. In fact, one of my colleagues who appeared here 
this morning and addressed you in the first instance has a pipeline 
company that traverses the State of Virginia from the South, then 
proceeds across the State northward. It is compelled to incorporate 
as a domestic corporation in the State of Virginia. 

It seems to us it is unjust and inequitable when that corporation is 
compelled to file a consolidated return that it has to have imposed 
upon it a surtax penalty of 2 percent. Again, the Senate Finance 
Committee has made the recommendation back as early as 1932, when 
the surtax penalty of that year was three-quarters of 1 percent, that 
the penalty be removed—eliminated. It found no improper benefits 
could be obtained from the privilege of consolidation and that it was 
desirable as an administrative measure and for the convenience of the 
taxpayers that the filing of consolidated returns be continued. Then 
the committee concluded with this sentence: “It is difficult to justify 
the exaction of a price for the use of this form of return.” 

Our committee and our association has come to the conclusion that 
the 2 percent surtax penalty should be removed; secondly, that the 
annual elections to file consolidated returns should be granted. 

Now speaking to the subject of intercorporate dividends, the his- 
torical background of that tax as it appears in section 26 of the code 
reveals that for the period of 190) to 1935, inclusive, there was no 
tax imposed on intercorporate dividends save and except for a very 
short period under the Revenue Acts of 1913 and 1916. In 1936, 
however, we have what is known as the 15 percent exclusion of divi- 
dends from a subsidiary to a parent corporation, and thus 15 percent 
of dividends as declared by a subsidiary to the parent is now taxed 
both the normal and surtax. 

The reason that was advanced in 1936 for the imposition of a tax 
upon intercorporate dividends was that the President in that year 
recommended to the Congress that corporations should be taxed on 
a graduated basis. The tax basis started at 12 percent and was grad- 
uated up to 15 percent. Thus corporations in resorting to subsidiary 
creations could get themselves into a lower tax bracket and thus came 
into existence the taxation of 15 percent of intercorporate dividends. 

We are in disagreement with that for the reason that we feel there 
is undoubtedly discriminatory taxation, not only double in some in- 
stances but multiple discriminatory taxation in the passage of those 
returns in the form of dividends from a subsidiary on to its subsidi- 
ary and from that subsidiary to its parent. 

You may say the tax when it was imposed in 1936—that the exclu- 
sion of this 15 percent dividends paid to the parent that was taxable 
was rather insignificant. That might be true because in 1936, when 
this law came on the statute books, the tax was only 15 percent; that 
is, the corporate tax was only 15 percent. Thus when 15 percent of 
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the dividend the subsidiary pays to its parent was taxed and the 
maximum rate under the graduated tax was but 15 percent, the effec- 
tive tax upon that dividend received by the parent was 2.25 percent. 
However, today, with the high corporate limits, the 15 percent of 
dividends passing from the subsidiary to its parent is, of course, 
the 15 percent of those dividends that are taxed, but the rate on those 
dividends is 52 percent, and the effective rate today is 7.8 percent 
whereas it was 2.25 percent in 1936, 

Now, as a simple illustration of the effect today of this intercorpo- 
rate dividend tax, a subsidiary, we will say, has $100 at its disposal 
for dividends to its parent corporation. It pays $52 of that disposal 
return in taxes to the Government. That leaves $48 that goes to the 
parent corporation. Fifteen percent of those $48 are now taxed at 52 
percent. Thus the tax on that $48 is $3.74. 

So, in consequence, the shareholder who might have received the 
initial $100, by reason of the initial tax paid as a subsidiary corpora- 
tion, the independent tax on the subsidiary, gets $44.26. And if he is 
in the very lowest of the tax brackets, at 22.2 percent, he pays a tax 
upon that $44 plus of $9.73. Thus he has left for himself $34.58. 

Our association thinks the corporate tax of 52 percent is enough 
of a tax bite, without the inclusion of the intercorporate phase of taxa- 
tion, which we regard as a penalty tax. 

I will give you another illustration. It is simple, too. Going back 
to the law of 1936 and illustrating with this $100 that I gave you in 
my first illustration, in 1936 say the subsidiary declared a dividend 
of $100 and paid the corporate tax of $15. Thus it would be able 
to pass on to its parent corporation $85. That parent corporation in- 
cluded the 15 percent of the $85, and it was taxed thereon at the rate 
of 15 percent. So the tax on the receiving corporation dividend was 
$1.91; so there was an outlay to its shareholder of $83.09. You will 
recall in my first illustration under the current law the tax amounted 
to more than $50. So you can see, in contrast, that back in 1936 by this 
intercorporate tax upon dividends, the shareholder had available 
$83.09, whereas today, under the high tax rate, he has available $44.28. 
There is a spread of $38.83. 

For all of these reasons, we think the independent dividend tax 
should be eliminated. 

Thank you very much. 

The Carman. We thank you for your appearance and the in- 
formation you have given the committee. 

(The statement submitted for the record by Mr. Randall is as 
follows :) 


STATEMENT OF C. B. RANDALL, TAX ATTORNEY, NATURAL GaAs PIPELINE Co. oF 
AMERICA, ON BEHALF OF INDEPENDENT NATURAL GAS ASSOCIATION OF AMERICA, 
WasuHinoTon, D. C., IN Re Topic 26, CONsoLIpaATeD RETURNS AND INTERCOR- 
PORATE DIVIDENDS 


CONSOLIDATED RETURNS 


The matter of consolidated returns of affiiiated corporations received the 
consideration of the Commissioner of Internal Revenue during World War LI. 
Under regulations prescribed by him an affiliated group of corporations were 
required to file consolidated returns under the Excess Profits Tax Act then ex- 
istent.’ The 1918 act made mandatory that all affiliated corporations file con- 





1 These regulations were upheld by the Revenue Act of 1921, 
87746—53—pt. 2 40 
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solidated returns for income-tax purposes as well. The Revenue Acts of 1921, 
1924, and 1926 provided for the optional filing of consolidated income-tax returns 
of affiliated corporations. The act of 1928 continued this privilege but attached 
a condition for 1929 and subsequent years that corporations electing to use such 
returns must consent to the regulations governing their use prescribed by the 
Commissioner. The optional privilege of filing consolidated returns was con- 
tinued in the 1932 act but that act imposed a tax of three-quarters of 1 percent 
in addition to the normal tax on the income of the affiliated group. Under the 
National Industrial Recovery Act (NIRA) the tax incident to filing consolidated 
returns was increased to 1 percent for 1933 and 2 percent for 1934, however, the 
Revenue Act of 1934 eliminated the privilege of filing consolidated returns except 
for railroad corporations. Between 1936 and 1941 when the privilege of using 
the consolidated returns was denied to most corporations no tax penalty was 
imposed. The act of 1942 restored the privilege of filing consolidated returns and 
imposed a 2 percent surtax penalty in addition to the general rate. 

The principal argument advanced for the removal of the privilege to file 
returns on a consolidated basis (except for railroads) in 1934 was based on 
the contention losses of some companies could be offset against taxable income 
of others resulting in a reduction of taxable income to the affiliated group. 
This argument is without material foundation today since all corporations are 
afforded the privilege of a 1-year carryback and a 5-year carryforward of oper- 
ating losses on a separate company reportable basis. This privilege has mini- 
mized and in many instances made it unnecessary to resort to consolidation 
for saving purposes. 

Railroads and utility companies are required in some States to have separate 
corporate entities. Such corporations, by force of law and not because of 
economic necessity, are forced to create subsidiary companies, The exaction 
of a 2 percent penalty under these circumstances when a consolidated return 
is filed is completely unwarranted. The Senate Finance Committee, in May 
1932, recommended that the penalty tax be eliminated. It saw no justification 
for it. It found the provisions for consolidated returns under the code and 
regulations recognized sound accounting practices and required tax liabilities 
to be determined on the basis of true net income of the enterprise as a whole. 
And, further, no improper benefits could be obtained from the privilege and 
therefore it was highly desirable both from the point of view of the admin- 
istration and the convenience of the taxpayer that the filing of consolidated 
returns be continued. The committee concluded by stating “It is difficult to 
justify the exaction of a price for the use of this form of return.” 

The House Ways and Means Committee in February 1934 considered at length 
the question of abolishing consolidated returns. However, after the Treas- 
ury revealed that the means to secure a correct statement of income was by 
way of consolidated returns; that the administration of the income-tax law 
with the consolidated returns enabled the Treasury to deal with a single tax- 
payer instead of many subsidiaries and further eliminated the necessity of 
examining the bona fides of thousands of intercompany transactions, the com- 
mittee decided it would be undesirable to abolish consolidated returns. 

Many agents within the Bureau freely admit the auditing procedure incident 
to a consolidated return is less involved and less time-consuming as compared 
to the examination of several corporations comprising an affiliate group. All 
intercompany transactions whether they be transfers of property, advances, 
interest charges, allocation of expenses, and sundry others between subsidiaries 
and parent which may well challenge the attention of revenue agents are re- 
solved and disposed when combined in consolidated statements and income- 
tax returns. When by filing consolidated returns correct statements of income 
are secured, intercompany transactions are eliminated and administrative func- 
tions expedited it is manifestly inequitable to inflict a 2 percent surtax penalty 
upon corporations that elect to exercise that “privilege.” With a corporate- 
income-tax rate now at a peak of 52 percent a tax at 54 percent does not appear 
justified merely for the “privilege” of combining a subsidiary or subsidiaries 
with the parent for income-tax purposes. 

We therefore respectfully recommend: (1) The 2-percent surtax penalty 


tax be removed, and (2) annual elections be granted to file either separate or 
consolidated returns. 





(awn, 
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INTERCORPORATE DIVIDENDS 


Prior to 1936 and covering a period from 1909 to 1936 intercorporate dividends 
were not taxed except for a brief period under the Rev. Acts of 1913 and 1916. 

Since 1936 the Revenue Code has provided that 15 percent of dividends 
received from domestic corporations shall be subject to tax by the recipient 
corporation. No tax was imposed on intercorporate dividends during the period 
1918 to 1935, inclusive. The Revenue Act of 1909, excluded the taxation of 
dividends received from January 1, 1909, to March 1, 1913. The Revenue Acts 
of 1913 and 1916 did not eliminate intercorporate dividends from the base of 
the corporation tax either by way of deduction or credit. Thus for the prior 
period extending from 1909 to 1935 inclusive intercorporate dividends were 
excluded from taxation except for 4 years and 10 months under the Revenue 
Acts of 1913 and 1916. 

The present intercorporate dividends tax originated in the Revenue Act of 
1935 as an incident of the introduction in the corporate tax system of graduated 
corporation income-tax rates. The President, in his message recommending the 
adoption of the graduated corporation income-tax feature, which was adopted 
by the Congress, stated provision should be made to prevent evasion thereof 
through the device of numerous subsidiaries or affiliates and this could be 
accomplished by a tax on dividends received by corporations. Congress also 
adopted this recommendation and thus came into existence the taxation of 
15 percent of intercorporate dividends. 

In 1936 when the intercorporate dividend tax became effective the income-tax 
rate was 15 percent. Thus the taxation of 15 percent of intercorporate dividends 
at a tax rate of 15 percent resulted in an effective tax thereon of only 2.25 per- 
cent. The present corporate normal and surtax totals 52 percent, thus 15 
percent of dividends to the recipient corporation taxed at this rate results in an 
effective tax rate thereon of 7.8 percent. It is apparent the burden of this 
economically unsound tax has become much more serious than when first im- 
posed and becomes further more burdensome when one affiliated subsidiary is a 
recipient of dividends from its subsidiary. The composite effect upon a sub- 
sidiary and its parent receiving intercorporate dividends may be illustrated 
where the subsidiary (in the surtax bracket) having $100 of net income before 
distribution is taxed thereon at 52 percent leaving $48 dividend to its parent; 
15 percent of the dividend so received taxed at 52 percent results in a tax of 
$3.74. Thus the original $100 through the above process is taxed $55.74 leaving 
$44.26 for the shareholder of the parent corporation. Should the shareholder 
be in the lowest tax bracket of 22.20 percent he would be required to pay a tax 
of $9.73 on his dividend leaving him a net of $34.53. 

The initial corporate tax rate of 52 percent is a sufficient “take” without the 
additional intercorporate dividend tax. Theoretically, at least, the disposal 
of the intercorporate dividend tax should result in increased distribution of 
dividends to stockholders. While the tax of the recipient corporation, but not 
the declaring corporation, would be diminished thereby, it would be recouped 
in some appreciable amount from shareholders but obviously without complaint 
since they would have more dollars even after taxes than is presently the case 
where the intercorporate dividend tax “bite” deprives the shareholder of a 
greater distribution of dividends. 

We recommend the elimination of the present inequitable double and in some 
instances multiple taxation placed on intercorporate dividends. 


The Cuarrman. The next witness is Mr. Robert V. Jones of the 
American Telephone & Telegraph Co. 

Mr. Jones, we are glad to see you here. If you will give your name 
and the capacity in w which you appear, we will be glad to hear you. 


STATEMENT OF ROBERT V. JONES, ON BEHALF OF THE BELL 
TELEPHONE SYSTEM 


Mr. Jones. I am Robert V. Jones and appear here today on behalf of 


the Bell Telephone System. I request that my statement be incor- 
porated in the record, 
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The Cuarmman. Without objection, it is so ordered. 

Mr. Jones. Our reason for appearance is because we believe cer- 
tain provisions of the Internal Revenue Code penalize those business 
enterprises which, because of legal, operational, or other normal busi- 
hess requirements, are operated as a group of corporations rather 
than as a single corporate entity. The Bell System is an example of 
this type of organization. As to the organization of the system, I am 
yretty sure all of you gentlemen are familiar with it; so I won’t go 
into it except as to 1 problem, that is, to point out that 20 of 22 
regional operating telephone companies are subsidiaries of A. T. & T. 
and of those 20 the A. T. & T. owns more than 90 percent of the stock 
of 16 and about 69 percent, 87 percent, and 90 percent, respectively, 
of 3. One is a wholly owned subsidiary of the Pacific Co. in which 
the A. T. & T. has a 90 percent interest. 

There are just two points with reference to the filing of consolidated 
returns that we want to make at this time. First, we believe the 
present 95-percent ownership requirement is unnecessary and re- 
stricts the availability of consolidated returns to practically wholly 
owned subsidiaries. This percentage, in our opinion, should be re- 
duced to a more realistic basis. 

Secondly, the two-point penalty surtax applicable to consolidated 
returns should be eliminated so as to restore equality of tax rates be- 
tween consolidated and separate returns. 

As a corollary to consideration of the consolidated return problem, 
the taxation of any portion of intercorporate dividends also imposes 
an unjustified penalty upon those business enterprises which operate as 
a group of corporations rather than as a single corporate entity by 
further increasing the number of times the same earnings are subject 
to income tax. 

In that connection, we have two suggestions: First. that a tax on any 
portion of intercorporate dividends is inequitable and unjustifiable 
and should be eliminated ; second, that a program providing ultimateiy 
for the complete elimination of multiple taxation of corporate earn- 
ings should be incorporated into the Internal Revenue Code. 

That is all I have to say at this time. 

The Cuatrman. Are there any questions? 

Mr. Mason. That is brief and to the point. 

The Cuarrman. It was very concise indeed. Thank you for your 
appearance and the information you have given the committee, Mr. 
Jones. 

(The statement submitted for the record by Mr. Jones is as follows :) 


CONSOLIDATED RETURNS AND INTERCORPORATE DIVIDENDS 


(Statement of Robert V. Jones, Assistant Comptroller, American Telephone & 
Telegraph Co.) 


I am Robert V. Jones, assistant comptroller of American Telephone & Tele- 
graph Co. I am here today to submit to you the views of the Bell System on 
consolidated tax returns and the taxation of intercorporate dividends. 

To state first the reason for our appearance on this subject, we believe that 
certain of the provisions of the Internal Revenue Code penalize those business 
enterprises which, because of legal, operational, or other normal business re- 
quirements are operated as a group of corporations rather than as a single cor- 
porate entity. The Bell Telephone System is an example of this type of 
organization and I should like to take just a moment to describe its structure. 
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ORGANIZATION OF BELL SYSTEM 


The Bell System exists for the purpose of furnishing nationwide telephone 
service. In addition to the American Telephone & Telegraph Co., the system 
includes : 

(a) Twenty-two regional operating telephone companies. Twenty of 
these are subsidiaries of the A. T. & T. Co. and it owns a substantial minority 
interest in the other two. In the case of the subsidiaries, the A. T. & T. 
owns more than 99 percent of 16 and about 69 percent, 87 percent, and 90 
percent, respectively, of 3. The entire stock of one is owned by the subsidi- 
ary in which A. T. & T has the 90 percent interest. 

(b) Western Electric Co., Inc., is the manufacturing and supply unit of 
the system. A. T. & T. owns more than 99 percent of the stock of this 
company. 

(c) Bell Telephone Laboratories, Inc., is the research and development 
unit of the system. A. T. & T. and Western Electric each own one-half of 
the stock of this company. 

The 22 operating companies provide telephone service within their re- 
spective territories. Together with A. T. & T., which owns and operates inter- 
state connecting lines, they also furnish a nationwide long-distance service and 
interconnect with the lines of independent telephone companies. 

Since all the operating units of the system have common problems, there are 
many things that can be done better and more economically in their behalf by 
a central organization. The A. T. & T. Co. has undertaken to do these things, 
either directly or through its subsidiaries. To that end it develops and recom- 
mends technical standards and operating methods to enable the operating units 
of the system to work together effectively; it provides and makes available to 
the operating units the research and development facilities of Bell Laboratories 
and the manufacturing and supply facilities of Western: it assists the Bell op- 
eruting companies in matters of finance and provides services and advice with 
respect to many phases of their operations; and it acts in behalf of the com- 
panies concerned in handling numerous problems affecting the system. as a 
whole. Thus all the units of the system are parts of a single enterprise. 

Practically all of the publicly held equity, or risk, capital for the entire Bell 
System is represented by the 41 million shares of stock of the A. T. & T. Co. 


CONSOLIDATED RETURNS 


The Internal Revenue Code provides that an affiliated group of corporations 
shall have the option of making a consolidated return in lieu of separate returns, 
The inclusion of this provision in the code is a recognition of the fact that 
there are acceptable alternate methods for the determination of the true net 
income of related corporate taxpayers, that is, either as separate corporate 
entities or as a combined or consolidated group. There are two specific points 
relating to the filing of consolidated returns on which we would like to comment 
and offer suggestions at this time. 


PRESENT OWNERSHIP REQUIREMENTS UNNECESSARILY HIGH 


Under present tax law and regulations only those companies whose voting 
and nonvoting stock is owned at least 95 percent within the group are eligible 
for inclusion in a consolidated return. We think that the present ownership 
requirement is unnecessarily high and that it unduly restricts the availability of 
consolidated returns to practically wholly owned subsidiaries. General account- 
ing practice, for purposes of financial reporting, is to consolidate companies with 
a much iower percentage of ownership. Accountants, normally, will give serious 
consideration to consolidation wherever ownership is more than 50 percent. The 
point is, for accounting purposes, the consolidation technique is used wherever 
it more clearly refl@cts the operations and earnings of the units of a related 
group. I do not suggest the complete elimination of ownership requirements for 
tax consolidation purposes but I do urge that this committee give consideration 
to reducing the ownership limitation to a more realistic basis. Our specific 
recommendation is that consolidated returns should be permitted, with existing 
exceptions and elections, in respect of all corporations in an affiliated group 
where ownership is more than 50 percent and voting control as relates to principal 
corporate functions is held within the consolidated group. 
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TWO-POINT PENALTY SURTAX 


A 2-percentage-point differential in the surtax rate, commonly referred to as 
the 2-point penalty surtax, is currently imposed on the surtax net income re- 
flected in a consolidated return. When this type penalty was first imposed in 
1932 it was apparently designed to offset in some degree the benefits which in 
some cases would be available to corporations through the filing of consolidated 
returns. Consolidated tax returns are justified both by sound accounting and 
sound taxing principles and, inasmuch as no improper benefits or special ad- 
vantages are either conferred upon or derived by the taxpayer through his elec- 
tion to file on such basis, there is no justification for the exaction of a penalty for 
exercising this option. We therefore urge that equality of tax rates between 
consolidated and separate returns be restored to the income-tax law through the 
elimination of the 2-point penalty surtax. 


MULTIPLE TAXATION OF CORPORATE EARNINGS 


As a corollary to consideration of the consolidated return problem, the taxation 
of any portion of intercorporate dividends also imposes an unjustified penalty 
upon those business enterprises which operate as a group of corporations rather 
than as a single corporate entity by further increasing the number of times the 
same earnings are subject to income tax. 

Such taxation of intercorporate dividends is but one phase of the general 
problem of multiple taxation of corporate earnings. In the Bell System, the 
earnings of an operating subsidiary telephone company are taxed first as income 
to the subsidiary, again when paid to A. T. & T. as dividends on the subsidiary’s 
stock and again when paid to A. T. & T. stockholders. This multiple taxation 
is a problem of serious concern to our company and to its 1,242,000 stockholders 
because of the additional burden imposed on their investment solely as the result 
of our corporate structure. 

At the present time, American industry generally is faced with the task of 
raising vast amounts of equity capital for replacement and expansion purposes 
and it is our belief that investors should be actively encouraged to participate in 
this program. It is recognized that the American system of free enterprise is 
greatly strengthened by the widespread ownership of industry in this Nation. 
However, the subjection of the same corporate earnings to taxation again and 
again can only discourage investors from assuming the risks inherent in equity 
ownership. Elimination of the tax on intercorporate dividends would be an 
important step toward solution of this problem. 

In hearing testimony on techniques for alleviating double taxation of dividend 
income, your committee has indicated its awareness of the growing feeling that 
multiple taxation of corporate earnings should be eliminated. I should like to 
add my company’s endorsement to this position and recommend that, consistent 
with revenue requirements, a program be incorporated into the Internal Revenue 
Code providing for the eventual complete elimination of multiple taxation of 
corporate earnings. If complete elimination is not feasible at this time, the 
program should provide for immediate partial relief at the stockholder level by 
allowing noncorporate taxpayers a credit against their tax in an amount derived 
by multiplying taxable dividends received by the income-tax withholding rate 
specified in section 1622 (a) of the code. This partial-relief measure should be 
extremely simple to administer and would provide a powerful stimulus for small 
investors to help provide the new equity capital currently required for our growing 
economy. 


SUMMARY 


In conclusion I should like to summarize our views as follows: 

(1) The present 95-percent ownership requirement is unnecessarily high and 
restricts the availability of consolidated returns to practically wholly owned 
subsidiaries. The percentage should be reduced to a more realistic basis. 

(2) The 2-point penalty surtax rate applicable to consolidated returns should 
be eliminated so as to restore equality of tax rates between consolidated and 
separate returns, 

(3) A tax on any portion of intercorporate dividends is inequitable and un- 
justifiable and should be eliminated. 

(4) A program providing ultimately for the complete elimination of multiple 
taxation of corporate earnings should be incorporated into the Internal Revenue 
Code. 


I thank you, Mr. Chairman and members of the committee, for your attention. 
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The CuHamman. The next witness is Mr. Samuel H. Hellenbrand, 
the Association of American Railroads. 

Mr. Hellenbrand, we are glad to see you here. If you will give 
your name and the capacity in which you appear to the reporter, we 
will be glad to hear you. 


STATEMENT OF SAMUEL H. HELLENBRAND, REPRESENTING THE 
ASSOCIATION OF AMERICAN RAILROADS 


Mr. HELLENpRAND. Mr. Chairman and gentlemen of the committee, 
my name is Samuel H. Hellenbrand. I am general tax attorney of the 
New York Central Railroad Co., and I appear here today on behalf of 
the Association of American Railroads. ‘ 

The Cuarrman. You may proceed. 

Mr. HELLENBRAND. We have filed a statement which I would ap- 
preciate if it could be incorporated in the record, and then I would 
like to make a short oral statement in connection with our position. 

The Cuarrman. Without objection, it is so ordered. 

Mr. HELLensranpD. I would like to deal with 2 features involved 
in consolidated returns, the first feature relating to the 2 percent 
penalty. 

The 2 percent penalty is a tax which glorifies, as we see it, substance 
over form. Those people who are able through business or legal means 
to maintain one entity rather than separate entities are able to consoli- 
date and merge and thus avoid having to pay the 2 percent penalty, 
whereas railroad companies, according to those financial or business 
reasons and legal reasons, are required to maintain separate corpora- 
tions and, simply because they are separate, we are required to pay this 
2 percent penalty. 

I would just like to turn the cart around a little bit and point out 
that the tax rate today is 52 percent. That means only 48 percent is 
left. If we havea 2 percent penalty, the tax rate becomes 54 percent 
and, as a result, only 46 percent is left. 

In the final sense of our business operations, what is left is an 
important matter. 

Now, a very interesting thing to me in studying this question is that 
I find one of the most important reasons for the adoption of this 2 per- 
cent penalty no longer exists. Despite the reason for the adoption 
of the rule no longer exists, we still have the rule. 

In the early 1930’s when this penalty was imposed, one of the prin- | 
cipal reasons for levying the 2 percent was the fact that the net loss 
sarry forward had been eliminated from the law; therefore, it was 
argued by companies permitted to file consolidated returns that a loss 
of one company would be washed against the income of another com- 
pany and thus effect a tax saving. But with the net loss carry forward 
restored to the law and corporations being able to equalize their income 
over a number of years, the reason for the rule no longer exists. Yet, 
despite the fact the reason no longer exists, we still have the rule and 
still have the penalty. 

It seems to us to be inequitable, and it seems to us that it ought to 
be eliminated. 

In trying to hurry along, one facet of that point with which 1 
would like to deal relates particularly to the railroads and particularly 
to a difficult situation. I testified on Friday of last week in connection 
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with the problems of lessors and lessees. Our proposal today in con- 
nection with consolidated returns has to do with the same problem. 

Where a lessee has taken over the assets of another railroad under 
the form of a lease and has undertaken to pay rent to the lessor, and 
also undertaken to pay income taxes of the lessor, we have a situation 
where the Commissioner of Internal Revenue has ruled that income 
taxes so paid are income; that taxes they have paid are again income 
and so on ad infinitum. 

That seems to us to be a very inequitable situation. We made a pro- 
posal last week to deal with it. The proposal we are making in con- 
nection with consolidated returns is this: Since the lessee railroad 
operates its own railroad as well as the property of the lessor, we have 
one economic unit. The profits or losses derived from the operation 
of those railroads are all lessee’s profits or losses. The economic 
entity either makes a profit or loses money. We think, therefore, the 
economic entity should be permitted to file a tax return irrespective 
of the stockownership, regulation, or control. The fact is these are 
economic units, and the economic unit should be permitted to file the 
tax return and, upon that basis, the tax should be paid. 

The Cuarrman. Are there any questions? If not, we certainly 
appreciate your appearance. 

(The statement submitted for the record by Mr. Hellenbrand is as 
follows :) 


STATEMENT OF SAMUEL H. HELLENBRAND, REPRESENTING ASSOCIATION OF AMERICAN 
RaI.koapDs, In ReE Toric 26, CONSOLIDATED RETURNS 


Mr. Chairman and gentlemen, my name is Samuel H. Hellenbrand and I am 
general tax attorney of the New York Central Railroad Co. with offices at 466 
Lexington Avenue, New York 17, N. Y. 

I am a member of the general tax committee and the subcommittee on Federal 
taxation of the Association of American Railroads, and I appear here on behalf 
of that association. The Association of American Railroads is a voluntary non- 
protit organization including among its membership practically all of the class I 
railroads of the United States. Its membership comprises railroads having 
approximately 95 percent of the railroad mileage and approximately the same 
percentage of the gross revenues of all of the rail carriers of the country. 


ELIMINATION OF 2-PERCENT PENALTY ON FILING CONSOLIDATED RETURNS 


The 2-percent penalty imposed by section 141 (c) of the Internal Revenue Code 
upon the filing of consolidated returns by affiliated groups of corporations should 
be eliminated. 

The purpose of consolidated returns is well known. They are based upon the 
principle of levying the tax according to the true net income of a single enter- 
prise, even though the business is operated through more than one corporation.' 
They recognize the business entity as distinguished from the regular corporate 
entity of the business enterprise. Unless the affiliated group as a whole, in the 
conduct of its business enterprise, shows net profits, the individuals conducting 
the business have realized no gain.” 

The use of consolidated returns by affiliated groups has been provided for in 
the tax laws since the days of the First World War, and has received the ex- 
plicit approval of the Treasury Department. Consolidated returns were first 
provided for in the regulations relating to the excess-profits tax imposed by the 
Revenue Act of 1917. In the Revenue Act of 1918 such returns were given con- 
gressional sanction and were made mandatory with respect to both income and 
excess-profits taxes. Beginning with the 1921 Revenue Act and continuing until 
1934 the use of consolidated returns was permitted for affiliated groups of cor- 


1 Regulation 69. art. 631. 
7S. Res. 960, 70th Cong., Ist sess. ; C. B. 1939-1, pt. 2, 409, 418, 
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porations generally. The 1934 Revenue Act restricted the privilege of filing 
consolidated returns to railroad corporations only. This limited privilege ex- 
tended from 1934 until 1940, at which time affiliated groups generally were 
permitted to file consolidated excess-profits-tax returns. Under the Revenue Act 
of 1942 the privilege of filing consolidated income-tax returns was once again 
extended to all types of affiliated groups. 

Thus, consolidated returns have been a part of the revenue laws for 35 years. 
Over this period they have received repeated approval as the proper method of 
computing income in the case of a group of corporations, which, in fact, con 
stitute a single business enterprise. For this reason, proposals which have been 
made at various times to abolish the use of such returns have consistently been 
unsuccessful. During the consideration of the Revenue Act of 1928, when such 
& proposal was made, the use of consolidated returns was strongly defended by 
the Senate Finance Committee in the following language: 

“The permission to file consolidated returns hy affiliated corporations merely 
recognizes the business ertity as distinguished from the legal corporate entity 
of the business enterprise. Unless the affiliated group as a whole in the conduct 
of its business enterprise shows net profits, the individuals conducting the 
business have realized no gain. The failure to recognize the entire business 
enterprise means drawing technical legal distinctions, as contrasted with the 
recognition of actual facts. The mere fact that by legal fiction several corpora- 
tions owned by the same stockholders are separate entities should not obscure 
the fact that they are in reality one and the same business owned by the same 
individuals and operated as a unit. To refuse to recognize this situation and to 
require for tax purposes the breaking up of a single business into its constituent 
parts is just as unreasonable as to require a single corporation to report sep- 
arately for tax purposes the gains from its sales department, from its manufac- 
turing activities, from its investments, and from each and every one of its agen- 
cies. It would be just as unreasonable to demand that an individual engaged in 
two or more businesses treat each business separately for tax purposes” (S. Res. 
960. 70th Cong., 1st sess.). 

The Treasury Department has also opposed the abolition of consolidated re- 
turns, adding to the reasons given above the fact that consolidated returns pro- 
vide ease in administrative handling. (Statement of the Assistant Secretary of 
the Treasury December 15, 1933.) 

The above clearly demonstrates that the use of consolidated returns should 
not properly be considered a privilege conferring any special advantage or pref- 
erence over the use of separate returns. Rather, they should be considered a 
necessary and proper method of reporting the income of affiliated groups of 
corporations in order clearly to reflect the net income of the group. “Much of 
the misapnrehension about consolidated returns will be removed when it is 
realized that it is only when the corporations are really but one corporation 
that the permission to file consolidated returns is given, and that no ultimate 
advantage under the tax lats really results. The present law permits the filing 
of consolidated returns only where 1 corporation owns at least 95 percent of 
the stock of the other corporation or if at least 95 percent of the stock of both 
corporations is owned by the same interest. The provision embodies the busi- 
nessman’s conception of a practical state of facts.” [Italic supplied.] (S. Res. 
960, 70th Cong., Ist sess.) Consequently, there is no justification for the impo- 
sition of a penalty upon the filing of such returns. 

From the inception of consolidated returns during the First World War until 
1932. no price was exacted for their use. The penalty first anpeared in the 
Revenue Act of 1932, when the House of Representatives proposed an additional 
tax of 1% percent. This proposal met with strong opposition in the Senate upon 
the ground that there was no justification for the imposition of a penalty tax. 
The Senate Finance Committee report contained the following pertinent reasons: 

“The provisions for consolidated returns under the present law and regulations 
recognize sound accounting practices and require tax liabilities to be deter- 
mined on the hasis of the true net income of the enterprise as a whole. No im- 
proper bencfits are obtained from the privilege. Your committee believes that 
it is highly desirable, both from the point of view of the administration of our 
tax laws and the convenience of the taxpayer, that the filing of consolidated 
returns by affiliated groups of corporations be continued, * * *. It is difficult 
to justify the exaction of a price for the use of this form of return.” [Emphasis 
supplied.] (S. Res. 665, 72d Cong., Ist sess.) 

Nevertheless, a penalty at the compromise rate of three-fourths of 1 percent 
was imposed. 
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The penalty rate was increased to 2 percent by the 1934 act, the same rate 
which is in effect at the present time. At that time the House Ways and Means 
Committee offered the following reasons in support of the imposition of the 
penalty: 

“In the past, when any corporation could carry forward a net loss from one 
year to another, the consolidated group did not have such a great advantage 
over the separate corporation. Now that this net loss carryover has been denied, 
the advantage of the consolidated return is much greater on a comparative basis” 
(H. Rept. 704, 73d Cong., 2d sess.). 

Any advantage which may be thought to have existed in favor of consolidated 
returns over separate returns in this respect has now completely disappeared, 
The Revenue Act of 1950 amended the net operating loss provisions so as to per- 
mit a net operating loss carryback of 1 year, and a net operating loss carryover 
of 5 years. A similar carryback and carryover of the unused excess profits 
credit was provided for in the Excess Profits Tax Act of 1950. The extensive 
liberalization of the carryback and carryover provisions provided by these two 
acts afford corporations generally opportunity to offset loss operations against 
profitable operations, and places them. in this respect, on a basis of complete 
equality with those who employ consolidated returns. 

The use of consolidated returns is particularly appropriate in the case of the 
railroads of the Nation. Although the railroads must, for purposes of conven- 
ience and necessity, operate across State lines, various legal provisions, as 
well as financial requirements, necessitate the existence of subsidiary companies 
organized under the laws of the various States through which a railroad oper- 
ates. Asa result of these and other considerations the major railroad systems 
of the country have developed, not only by mergers and consolidations, but also 
by a process of leasing operating properties from companies which have contin- 
ued to retain their own corporate existence. This unique position of the rail- 
roads in the Nation’s economy, and the special applicability of consolidated re- 
turns to the railroad industry, were recognized by Congress when. in 1934, it 
abolished the use of consolidated returns for all except railroad corporations. 

Considered either from the viewpoint of equity or administrative convenience, 
consolidated returns should be encouraged and the 2 percent renalty on the 
use of such returns should be eliminated. There is no justification for pena- 
lizing those who must file a consolidated return because of the peculiarities 
of their corporate structures. This is particularly trne of the railroads, which, 
in many instances, are unable to merge or consolidate their subsidiaries and 
thus achieve the result of a consolidated return without being subjected to the 
penalty. 

LEGISLATIVE PROPOSAL 


Amend section 141 (c) of the Internal Revenue Code by striking out the 
words: “Except that the tax imposed under section 15 or section 204 shall 
be increased by two per centum of the consolidated corporation surtax net 
income of the affiliated group of includible corporations.” 


Inclusion of lessor companies in consolidated returns 

Section 141 of the Internal Revenue Code, permitting the filing of consolidated 
returns by groups of corporations affiliated through 95 percent stock ownership, 
should be amended so as to permit the inclusion in such returns of lessor rail- 
road corporations, regardless of stock ownership in those cases where the lessee 
is oblizated to pay the income taxes of the lessor. 

Under present law seriously inequitable tax consequences result in many cases 
from the operation of the properties of one railroad corporation by another 
under a long-term lease. Some of the railroad systems have heen developed 
by leasing the properties of other companies, rahter than by merger or consoli- 
dation. The leases are for long periods of time, practically in perpetuity. In 
the typical case the lessee assumes the complete management and control of the 
properties of the lessor and incorporates them into its railroad system. The 
leased line becomes an integral part of the railroad system, .constituting in 
many cases a part of a through route. Despite this close integration, however, 
in the absence of 95 percent ownership by the lessee the lessor companies are 
not includible in a consolidated return. 

Under the terms of this lease the lessee is bound to pay as rental all the 
expenses of the lessor, including income and excess profits taxes. and an amount 
sufficient to pay a fixed dividend on the lessor’s capital stock. In practical 
operation the stock of such leased lines resembles a bond; each year the stock- 
holder receives a fixed dividend from the company, paid directly or indirectly 
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by the lessee. Although in many cases the dividend is paid directly to the 
stockholders of the lessor by the lessee, it nevertheless constitutes income of the 
lessor corporation on which income tax must be paid. Pursuant to the terms 
of the lease the lessee must pay the income tax thus imposed upon the lessor. 

Under the decisions of the Supreme Court in U. 8S. v. Boston & Maine Railroad 
Company (279 U. S. 732) and Old Colony Trust Company v. Commissioner (279 
U.S. 716) and related cases, the income tax of the lessor, when paid by the lessee, 
constitutes additional income to the lessor, upon which a further tax must be 
paid. From a time prior to the decisions in those cases until recent months the 
Yommissioner had held that only one additional tax was to be imposed with 
respect to the payment of the lessor’s income tax by the lessee. At the time the 
above cases were being argued, the Commissioner expressly disclaimed any 
intention to impose a tax on a tax which would require an algebraic formula 
to compute and which would carry the tax to infinity. 

However, in Mim. 6779, published March 12, 1952, the Commissioner has now 
reversed himself and has ruled that the tax must be computed on a basis which 
will produce the result of carrying the lessor’s tax to an infinite amount. The 
effects of this ruling are startling and will cause severe hardships in many cases, 
The effect of this ruling under the present 52 percent corporate income tax rate 
is that the .essor’s actual income tax rate will be 10844 percent or more than 
100 percent in excess of the rate imposed by Congress. In other words, the 
lessee railroad corporation will be obliged to earn $2.084%4 in order to pay out 
$1 of dividend rental to the stockholders of its lessor. Such a taxing scheme, 
involving the use of an algebraic formula, is without authorization by any of 
the existing provisions in the Internal Revenue Code. See Rogan v. Mertens 
(152 F. (2d) 737.) 

The inequities resulting from this situation become even more marked when 
it is pointed out that the tax in truth and in substance is imposed not upon the 
lessor, but upon the lessee. The moneys from which the rental is to be paid to 
the lessor are derived from the operation of the integrated economic unit which 
constitutes the railroad system of the lessee. The rental payments are actually 
an expense of the entire railroad system and it is due only to a somewhat tech- 
nical interpretation of the revenue laws that they are deemed to be income to 
the lessor. 

Even where the operating railroad company has no net income, but on the 
contrary has suffered a deficit, it is obliged to increase that deficit by paying 
income taxes on the rentals payable to the lessor company; indeed, it must pay 
pyramided taxes on the taxes of the lessor. It is anomalous that these com- 
panies should be required to pay income taxes when the economic unit, of which 
their properties form a part, is operated at a deficit. Neither equity nor justice 
require that what is essentially an expense of operation should be artificially 
increased by the imposition of income tax thereon, or that income tax should 
be pyramided upon income tax until an infinite point is reached. 

The principle underlying the use of consolidated returns is particularly appli- 
cable to rai'road corporations. Consolidated returns are based upon the principle 
of levving the tax according to the true net income of a single enterprise, even 
thovgh the business is operated through more than one corporation.’ The per- 
mission to file consolidated returns by affiliated corporations merely recognizes 
the business entity as distinguished from the legal corporate entity of the 
business enterprise. Unless an affiliated group as a whole in the conduct of 
its business enterprise shows net profits, the individuals conducting the business 
have realized no gain? 

The unique position of the Nation’s railroads in this regard was recognized by 
Congress when, in the 1934 Revenue Act, they permitted the continued filing of 
consolidated returns by railroad corporations, even though they abolished the 
practice for other groups. The report of the House Ways and Means Committee 
accompanying the 1934 bill contains the following discussion of this matter: 

“It appeared in the hearings that such action [abolition of consolidated re- 
turns for all corporations] would be especially burdensome to many corpora- 
tions, such as the railroads, which are frequently obliged to maintain separate 
corporate structures in the several States in which they operate, although for 
all ordinary business and accounting purposes, the subsidiaries form a single 
operating system” (H. Rept. No. 704, 73d Cong., 2d sess. [C. B. 1939-1 (pt. 2) 
554, 5671). 





1 Regulation 69, art. 631. 
2S. Rept. 960, 70th Cong., 1st sess., p. 14 (C. B. 1989-1 [pt. 2, 409, 418]). 
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These considerations are equally applicable to those circumstances where less 
than 95 percent of the stock of the lessor company is owned by the operating 
company. The inclusion of all lessor companies in consolidated returns with 
the operating company would more clearly reflect the net income of the single 
business enterprise involved; i. e., the operations of the railroad system. Fur- 
thermore, it would provide relief from a situation which threatens to impose in- 
tolerable financial burdens on a lessee railroad corporation which is obliged to 
pay the income taxes of a lessor corporation in cases where less than 95 percent 
of the stock of the latter is owned by the lessee. 

Congress has already given partial recognition to the substantial unity of rail- 
road lessor and lessee corporations. In section 434 (d) of the Excess Profits 
Tax Act of 1950, it is provided that in the case of a railroad lease entered into 
prior to July 1, 1950, and having a term of more than 20 years, under the terms 
of which the lessee is bound to pay the income taxes of the lessor, the excess 
profits credit may be “equitably apportioned” between the lessor and lessee. 
We submit that recognition of this unity, and of the need for relief, for income 
tax purposes should be given. We therefore urge that railroad lessor and lessee 
corporations be permitted to file consolidated returns, regardless of stock owner- 
ship, in cases where the lessee is obligated under the lease to pay the income 
taxes of the lessor. 

LEGISLATIVE PROPOSAL 


Amend section 141 by adding thereto the following new subsection: 

“(k) AFFILIATION OF Lessor RAILRoAD ComMPANIES.—In the case of a railroad 
corporation subject to Part I of the Interstate Commerce Act, the railroad prop- 
erties of which have been leased to another such railroad corporation by an 
agreement entered into prior to January 1, 1953, where the lease requires the 
lessee to pay the Federal income and excess profits taxes imposed on the lessor, 
attributable to the rent payable under the lease, such lessor corporation may, 
at the option of the lessee corporation, be included in consolidated income and 
excess profits tax returns with the lessee corporation, regardless of the percentage 
of the lessor’s stock owned by the lessee or one or more other corporations in an 
affiliated group including the lessee: Provided, however, That such lessor cor- 
poration ineludible in the affiliated group solely by reason of the provisions of 
this subsection shall not be liable for an amount of income and excess profits 
taxes in excess of the amount of such taxes for which it would have been liable if 
it had filed separate income and excess profits tax returns in its own belalf.” 

The Cuarrman. The next witness is Mr. Theodore K. Warner, Jr., 
on behalf of the Pennsylvania State Chamber of Commerce. 

Mr. Warner, if you will give your name and the capacity in which 
you appear for the record, we will be glad to hear you. 


STATEMENT OF THEODORE K. WARNER, JR., ON BEHALF OF THE 
PENNSYLVANIA STATE CHAMBER OF COMMERCE 


Mr. Warner. My name is Theodore K. Warner, Jr. I am a tax 
attorney from Philadelphia, appearing here today as chairman of the 
subcommittee on Federal taxation and expenditures of the Pennsyl- 
vania State Chamber of Commerce. 

I have heard the very able remarks of those who preceded me, and 
since I have nothing to add to them, I think in the interest of time, 
with your leave, I will file the statement and say that the Pennsylvania 
State Chamber of Commerce endorses the recommendations the others 
have made to you for repeal of the 2-percent penalty and the elim- 
ination of the tax on intercorporate dividends. I think everybody 
else did a good job, and there is no sense in my repeating the same 
arguments they have already given to you. 

Mr. Mason. Mr. Chairman, there is a man after my own heart. 
We heard five witnesses, every one of whom made the same arguments 
in different words. 

You summed it up very well. 
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Mr. Warner. Thank you. On the other hand, you must remember 
each of them has constituents who want to know you have heard 
exactly what they want to present, whereas I think the committee 
will understand the men I represent are in a slightly different position 
than they are. 

Mr. Exeruarrer. I just want to say Pennsylvania always has good 
representatives from any direction. 

Mr. Warner. We have pretty good representatives here, too, sir. 

(The statement submitted for the record by Mr. Warner is as 
follows :) 


STATEMENT OF THEODORE K. WARNER, JR., REPRESENTING THE SUBCOMMITTEE ON 
FEDERAL TAXATION AND EXPENDITURES OF THE PENNSYLVANIA STATE CHAMBER 
or COMMERCE, IN RE Topic 26, CoNSOLIDATED RETURNS AND INTERCORPORATE 
DIVIDENDS 


1. CONSOLIDATED RETURNS 


My name is Theodore K. Warner, Jr., and I am a tax attorney from Philadel- 
phia, appearing here today as chairman of the subcommittee on Federal taxation 
and expenditures of the Pennsylvania State Chamber of Commerce. 

The Pennsylvania State Chamber of Commerce recommends that the 2 percent 
yenalty tax imposed upon the filing of consolidated returns should be repealed. 
This additional tax is an unsound and untair penalty upon a proper method of 
computing the taxable net income of an affiliated group of corporations and that 
its removal is necessary in the interests of an equitable system of taxation. 

The use of consolidated returns by affiliated groups of corporations is now 
definitely established as a part of the pattern of our Federal tax structure. I 
will not take the time of the committee by giving a detailed account of the his- 
tory of the consolidated returns provisions. Briefly, consolidated returns were 
introduced into our revenue system in 1917 as a part of the Treasury Regulations 
promulgated in connection with the World War I excess profits tax law. Bogin- 
ning with the Revenue Act of 1918 and down to the present time, provision has 
been made in the law for the use of consolidated returns for both income and 
excess profits taxes. During most of this time the provisions have been applicable 
to corporations generally, although for a period during the 1930’s and prior to 
World War II, they were applicable to a restricted group of corporations, princi- 
pally railroads. Proposals made from time to time to abolish the use of consol- 
idated returns have consistently been defeated. Congress, recognizing the de- 
sirability and necessity of this form of return, has continued to sanction its use. 
Consolidated returns have thus been established as the proper and necessary 
inethod of reflecting the taxable net income of closely interrelated corporations. 

The principle of a consolidated return is that a tax should be levied only upon 
the single net income of a single business enterprise, even though that enterprise 
may be operated through more than one corporation. Where a unified and inte- 
grated business enterprise is involved there can be no true gain unless the enter- 
prise as a whole operates at a profit. Many of the large businesses of this country 
have grown and prospered through the creation of various branches or depart- 
nents, each of which operates more or less as a unit and independently, but 
which in reality has no separate existence but rather contributes only its share 
to the growth and prosperity of the business enterprise itself. It would not be 
realistic to assert that any of these branches had realized an independent profit 
based on the operations of that branch alone during the year, nor would it be 
realistic to assert that any branch had realized a gain or loss as a result of its 
business trnsactions with another branch of the same business. It is only when 
the results of the operations of all the branches are totaled and balanced for the 
year that it can be determined whether or not the business itself, as a unit, was 
profitable in its operations. Where the business is carried on by means of one 
corporation no problem arises, since the net result of the activities of all the 
branches during the year simply becomes the profit or loss of the corporation for 
that same period. In many cases, however, it has been found necessary for legal 
or financial reasons to set up a separate corporation for each of these branches, 
the stock of which is owned substantially in its entirety by a common parent. 
In this case, however, no less than in the previous case, there is but one business 
enterprise involved and there can properly be no profit subject to taxation unless 
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the entire enterprise has been operated at a profit. Consolidated returns are in- 
tended to prevent the showing of a fictitious profit or loss from a branch opera- 
tion but rather to show only the profit or loss from the operation of the entire 
business. 

The value of consolidated returns is well-known in the financial world. In- 
vestors and investment analysts demand the use of consolidated financial state- 
ments in order that they may know the true worth of the affiliated business 
enterprise. Accountants are in general agreement that the use of consolidated 
statements is necessary in order to show the true worth and the true net income 
of the enterprise. For income-tax purposes, consolidated returns are equally 
necessary if the net income of the business enterprise conducted by the affili- 
ated group of corporations is to be clearly shown. Such returns are the proper 
way of reflecting the net income of the affiliated group and, hence, their use 
should be considered a right and not merely a privilege with a special tax im- 
posed upon its exercise. 

The use of consolidated returns has not always carried with it a tax penalty. 
From 1917, when these returns were first introduced into the tax laws, until 
1932, no additional tax was exacted as a price of filing consolidated returns. 
The penalty was first imposed in 1933 and was increased to the present rate 
of 2 percent in 1934. From 1936 to 1942, when the use of consolidated returns 
for income-tax purposes was limited chiefly to railroad corporations, no penalty 
tax was imposed for their use, since it was recognized that the principle of 
consolidated returns was of particular applicability to railroads which operate 
across state lines and which, due to legal and financial requirements, must main- 
tain subsidiary companies organized under the laws of the various States 
through which they operate, 

One of the reasons which was advanced for the imposition of the penalty was 
that filing consolidated returns was supposed to entail certain advantages over 
separate returns. For example, in 1934 when the present 2 percent rate was 
first imposed it was pointed out that corporations filing consolidated returns 
were able to offset the losses of one corporation against the gains of another 
while those filing separate returns could not do so. While we believe this argu- 
ment to be specious since it ignores the single business enterprise theory to 
which we have referred above, it is clear that if such argument had any sub- 
stance at the time it was first proposed it has now ceased to have any vitality 
whatever. The NIRA (1933) eliminated the net operating loss carryover pro- 
visions from the law, so that corporations suffering losses in any one tax 
year had no way of recouping these losses out of the taxable profits of another 
year. The net operating loss provisions were reintroduced into the law by 
the Revenue Act of 1939 and were liberalized by the Revenue Act of 1950 so as 
to allow taxpayers a net operating loss carryback of 1 year and to carry these 
losses forward for 5 years. Thus taxpayers generally are now permitted 
a 7-year period within which to average out profit and loss operations and it, 
therefore, can no longer be said with reason that any advantage in this respect 
results from filing a consolidated return. 

Other tax benefits which are supposed to result from the filing of consolidated 
returns are, we believe, largely illusory and result principally from the failure 
to distinguish between the several legal entities involved and the single business 
entity involved. All the same so-called tax benefits could be obtained if the 
business were carried on through the medium of one corporation. 

The elimination of intercompany transactions, for example, constitutes the 
very heart of the theory underlying the use of consolidated returns, that is, of 
levying the tax upon the net profits of the single business enterprise. This is 
simply a recognition of the actual fact that the separate corporations, though 
technically distinct legal entities, are, for all practical business purposes, 
branches or departments of one enterprise. To require for tax purposes that a 
single business be broken up into its constituent parts would be just as unreason- 
able as to require a single corporation to report separately for tax purposes the 
gains from its sales department, from its manufacturing activities, from its 
investments, and from each of its agencies. It would be just as unreasonable as 
to demand that an individual engaged in two or more businesses treat each 
business separately for tax purposes. Accountants and businessmen agree that 
until there is a transaction involving a business entity other than those embraced 
within the tightly knit organization of the affiliated group, no profit is realized 
by the group as a whole. 

The Treasury Department has consistently supported the use of consolidated 
returns. During the hearings on the revenue revisions of 1934 the Acting Secre- 
tary of the Treasury pointed out that in addition to the other considerations 
favoring the use of these returns, considerable savings result to the Treasury 
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from their use. He cited certain examples, among which were the facts that 
the administration of this law is simpler since it conforms to established business 
practice; the Treasury need deal with only one corporation, the parent; and 
the Treasury is relieved of the burden of scrutinizing intercompany transactions 
between closely related corporations, 

We believe that the effects on revenue with the repeal of the 2 percent penalty 
provision would be small. Current data is not available and any studies of this 
question undertaken before the liberalization of the net operating loss provisions 
by the Revenue Act of 1950 would not be helpful, in our opinion. 

We believe that the use of consolidated returns is a completely fair and appro- 
priate method of reflecting the net income of affiliated groups of corporations. 
We believe that no ultimate tax advantages result from the use of such returns. 
Consequently, we believe that the present 2 percent penalty is unjustified and 
we recommend that it be repealed. 


2. INTERCORPORATE DIVIDENDS 


Our organization also recommends the repeal of the tax on 15 percent of inter- 
corporate dividends. In the interests of brevity I shall not here enter into a 
discussion of the general question of double taxation of corporate profits. This 
subject has been presented to you in detail in connection with another topic, and 
it is, therefore, a matter with which you are thoroughly familiar. When inter- 
corporate dividends are taxed, double taxation becomes multiple taxation and 
its inequities are thus intensified. We recommend that the tax on intercorporate 
dividends should be entirely eliminated. 


(The following material was submitted for the record on topic 26 :) 


STATEMENT OF THE NEw YorK StocK EXCHANGE BY ITs PRESIDENT, G. KeIrH 
FuNSTON 


The privilege of filing a consolidated Federal corporate income and excess 
profits tax return is limited by law to members of an “affiliated group,” i. e., one 
or more chains of taxable corporations interconnected through stock ownership 
with a common parent corporation where the members of such corporate chain 
are linked by not less than 95 percent stock ownership (sec. 141, I. R. C.). The 
effect of filing such a return is roughly to treat what is an economic unit con- 
sisting of a number of separate corporate enterprises owned by the same interests 
as x single taxable entity, with all intercompuny transactions being ignored. 

Obviously a consolidation of accounts is the method best calculated to reflect 
genuine economic gain on a system-wide basis, and hence clearly constitutes 
the accounting method best adapted accurately to reflect taxable income. Despite 
the fact that the filing of a consolidated return accords with the best accounting 
and fiscal practice, a tax penalty of 2 percent of group net income (sec. 41 (c) 
I. R. C.) is exacted from taxpayers electing to file their tax returns on a con- 
solidated basis which serves more accurately to reflect affiliated group income 
than would the filing of separate tax returns. This 2 percent penalty seems 
both unwise in practice and unjustifiable in theory. In consequence it is hereby 
urged that the statute be amended so that in future the filing of consolidated re- 
turns will be allowed without penalty. 


STATEMENT BY ELLswortTH C. ALvorD, WASHINGTON 6, D. C., IN RE Topic 26, 
CONSOLIDATED RETURNS AND INTERCORPORATE DIVIDENDS 


2 PERCENT PENALTY TAX ON CONSOLIDATED RETURNS AND THE 85 PERCENT DIVIDENDS 
RECEIVED CREDIT 


An affiliated group of corporations filing a consolidated return is required 
to pay a penalty for this privilege in the form of an extra tax of 2 percent on the 
surtax net income of the group. This is a penalty on the choice of a method 
of reporting which is more accurate and realistic than the use of separate re- 
turns. By filing a consolidated return the affiliated group loses the benefit of 
all but one of its $25,000 surtax exemptions, and this is proper because the 
group Is electing to be treated as a single entity. But there is no similar justifica- 
tion for the additional 2 percent tax. 

It has sometimes been argued that the 2 percent penalty tax is designed to 
compensate for the tax which would otherwise be collected through inclusion 
in taxable income of 15 percent of intercorporate dividends paid between the 
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members of the affiliated group. However, the tax on intercorporate dividends 
is, itself, an unjustified double tax, and it should certainly not be used as an 
excuse for the equally unjustified 2 percent penalty tax on consolidated returns, 
Furthermore, any relationship between the 2 percent tax on surtax net income 
and the 52 percent tax on 15 percent of int.rcorporute dividends is werely 
fortuitous. Losses by some members of the gruup may completely offset the 
income of the other members, so that there is no consolidated corporation surtax 
net income and consequently, no 2 percent tax, even though there are intercur- 
porate dividends which would have been taxuble if separate returns had been 
filed. On the other band, the 2 percent penalty tax may apply even though no 
intercorporate dividends are paid during the year. The only fair method of 
equating the treatment of intercorporate dividends as between consolidated re- 
turns and separate returns is to abolish both the 2 percent penalty tax und the 
double tax on intercorporate dividends. 

Recommendations: (1) Abolish the 2 percent penalty tax on the filing of con- 
solidated returns. 

(2) Allow a 100 percent dividends received credit for ordinary intercorporate 
dividends and a 73 percent credit for intercorporate dividends on certain pre- 
ferred stock of public utilities with respect to which a section 26 (h) credit is 
allowable. 


BINDING EFFECT ON SUBSEQUENT YEARS OF ELECTION TO FILE CONSOLIDATED RETURN 


Although section 141 of the Internal Revenue Code, relating to consolidated re- 
turns, does not require that taxpayers electing to file a consolidated return for 1 
year shall be bound to file consolidated returns for subsequent years, the regula- 
tions under section 141 do specify this requirement, and filing a consolidated re- 
turn is treated as a consent to the regulations. The regulations do, however, 
permit a new election for all affiliated groups if, “subsequent to the exercise of 
the election to make consolidated returns, chapter 1 of the code to the extent 
applicable to corporations, or these regulations which have been consented to, 
have been amended and any such amendment is of a character which makes 
less advantageous to affiliated groups as a class the continued filing of consoli- 
dated returns, * * *” 

In practice, changes in the law or the regulations have made it necessary, 
nearly every year, to allow a new election to corporations filing consvlidated 
returns. However, there is always an element of uncertainty as to whether the 
Bureau will consider a change to be of sufficient importance to warrant the 
granting of a new election, and there may be prolonged delays befvre the 
Bureau announces that a new election is available. For example, an affiliated 
group with a taxable year-ending April 30, 1951, would not have known until 
June 30, 1952, that it had an opportunity to elect to file separate returns for 
that year. Also, a change in the law or regulations may make consolidated re- 
turns disadvantageous as to a particular affiliated group without affecting affili- 
ated groups “as a class,” in which event, under the present law, the particular 
affiliated group affected has to rely on getting special permission from the Com- 
missioner to shift to separate returns. 

Since a new election is nearly always necessary because of changes in the law 
or regulations, it seems pointless to continue the delays and uncertainties of the 
present system of granting new elections under regulations. It would be much 
simpler to permit an election each year between separate and consolidated 
returns. 

Recommendation: Provide specifically, in section 141 of the Internal Revenue 
Code, for an annual election to shift from consolidated to separate returns, 





STATEMENT OF INDEPENDENT NATURAL GAS ASSOCIATION OF AMERICA, WASHINGTON 
6, D. C., IN Re Topic 26, CONSOLIDATED RETURNS AND INTERCORPORATE D1IVvI- 
DENDS 

CONSOLIDATED RETURNS 


To many corporate taxpayers the most discriminatory and inequitable provi- 
sion in the Internal Revenue Code today is the 2-percent surtax penalty imposed 
for the privilege of filing a consolidated income tax by an affiliated group of 
corporations. 

The first penalty on the privilege of filing a consolidated return by a parent 
corporation and one or more subsidiary corporations was imposed by Congress 
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in 1932 at a rate of three-quarters of 1 percent. This privilege was taken away 
2 years later. The Second Revenue Act of 1940 partially restored the privilege 
when consolidated excess-profits-tax returns were authorized. The Revenue Act 
of 1942 restored the privilege of filing consolidated income-tax returns by an 
affiliated group of corporations and imposed the 2-percent surtax penalty which 
is presently in the Internal Revenue Code. 

The argument attendant to the removal of the privilege in 1934 centered around 
the fact that losses of some companies could be offset against taxable net income 
of others resulting in a reduction of taxable income to the affiliated group. 
This argument is of no avail today because of the 1-year carryback and 5-year 
carryforward of net operating losses afforded to corporations filing tax returns 
on a separate company basis. 

There appears to be no justification for the 2-percent penalty for the privilege 
of tiling consolidated returns. In this respect, we quote the conclusion reached 
by the Senate Finance Committee in May 1932, as follows: 

“* * * Your committee recommends that this additional tax be eliminated. 
It sees no justification for it. The provisions for consolidated returns under 
the present law and regulations recognize sound accounting practices and require 
tax liabilities to be determined on the basis of the true net income of the enter- 
prise as a whole. No improper benefits are obtained from the privilege. Your 
committee believes that it is highly desirable, both from the point of view of 
the administration of our tax laws and the convenience of the taxpayer, that 
the filing of consolidated returns by affiliated groups of corporations be con- 
tinued, particularly in view of the changes made in the Revenue Act of 1928 
and in the regulations promulgated by the Secretary of the Treasury thereunder. 
It is difficult to justify the exaction of a price on the use of this form of 
return; * * *” 

Certain corporations such as railroads and other types of public utility com- 
panies are required by State laws, in many instances, to maintain separate cor- 
porate structures in the several States in which they are doing business. We 
believe the exaction of a penalty is unwarranted when these corporations must 
have subsidiary companies because of legal requirements or business necessity. 
In this respect we quote from the conclusion reached by the House Ways and 
Means Committee in February 1934, as follows: 

“* * * Your committee considered at length the question of abolishing the 
consolidated return. Our subcommittee originally recommended this action. 
The Treasury believed this policy undesirable. The Treasury pointed out that 
the one way to secure a correct statement of income from affiliated corporations 
is to require a consolidated return, with all intercompany transactions eliminated. 
Otherwise, profits and losses may be shifted from one wholly owned subsidiary 
to another, and their separate statements of income do not present an accurate 
picture of the earnings of the group as a whole. For all practical purposes the 
various subsidiaries, though technically distinct entities, are actually branches 
or departments of one enterprise. For these reasons, consolidated statements 
of income have been the rule for ordinary business purposes, and for 16 years 
the income-tax law has provided for consolidated returns. The administration 
of the income-tax law is simpler with the consolidated return since it con- 
forms to ordinary business practices; enables the Treasury to deal with a single 
taxpayer instead of many subsidiaries; and eliminates the necessity of examin- 
ing the bona fides of thousands of intercompany transactions. 

“Consequently, after careful consideration of the question, the committee 
decided that it would be undesirable to abolish the consolidated return at this 
time. It appeared in the hearings that such action would be especially burden- 
some to many corporations, such as the railroads, which are frequently obliged 
to maintain separate corporate structures in the several States in which they 
operate, although for all ordinary business and accounting purposes the sub- 
sidiaries form a single operating system. * * *” 

We strongly urge that the present 2 percent surtax penalty for filing consoli- 
dated returns be removed and in addition that an annual election to file either 
separate or consolidated returns be made available to all affiliated groups of 
corporate taxpayers. 

INTERCORPORATE DIVIDENDS 


Subsequent to the year 1953, 15 percent of dividends received from domestic 
corporations have been subject to corporate income tax. Prior to that time all 
such dividends were entirely exempt from the tax. The congressional commit- 
tees at that time were attempting to discourage the use of holding companies and 
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their complex corporate structures. The reports issued by both committees 
stated that they proposed to subject such dividends to only a small tax because it 
was really double taxation of corporate profits In 1936 the corporation income 
tax rate was only 15 percent and the effective tax rate on dividends received 
from domestic corporations amounted to 2.25 percent. However, under the 
percent corporation income tax rate of 52 percent the effective tax rate on such 
dividends is 7.8 percent. The increase of 300 percent in the tax on intercorporate 
dividends can hardly be called a small tax any more. Mr. Roy Blough in his 
book entitled “A Federal Taxing Process” in speaking of the lack of precision 
in the income taxation of intercorporate dividends aid referring to the fact that 
only 15 percent of such dividends are subject to tax, says: 

“Even at this rate, however, there is little if any justification for imposing the 
tax on holding companies in the public utility field that are virtually required by 
State law if efficient system operations are to be achieved.” 

In addition the tax on 15 percent of dividends received from a domestic cor- 
poration has a pyramiding effect if some of the affiliated subsidiaries are parents 
of some of the affiliated companies so that the same corporate net income will be 
taxed greatly in excess of 52 percent. 

We recommend that the economically unsound imposition of additional taxes 
on corporation earnings as they pass from one corporation to another before dis- 
tribution by the recipient corporation, should be eliminated by making all divi- 
dends received by one domestic corporation from another 100 percent tax free 
instead of the present 85 percent allowance. 


STATEMENT BY Pau D. Secuers, Esq., CHAIRMAN FEDERAL TAx LEGISLATIVE 
COMMITTEE OF THE FEDERAL TAx Forum, INc., oF NEw York City, IN Rg 
Topic 26, CONSOLIDATED RETURNS AND INTERCORPORATE DIVIDENDS 


(a) The 2 percent additional tax applicable to consolidated returns should be 
eliminated. 

There is every justification for taxing an affiliated group of corporations as 
the single unit which, economically and in practical fact, it is. This has been 
recognized as sound accounting and business practice for many years. The 
principle of consolidated income tax returns on an elective basis is sound because 
thereby the taxable income of an affiliated group is more clearly reflected than 
by separate return filing. If it is sound to determine the taxable income of an 
affiliated group on a consolidated basis, filing on that basis should not be penal- 
ized. If such filing is desirable, it should not be discouraged. Determination 
of taxable income on the ‘basis of the actual business entity—as distinguished 
from the artificial separate corporate entities—should not be regarded as a 
privilege to be paid for, but as a desirable objective to be encouraged, or, at 
least, not discouraged. 

(b) The tax on intercorporate dividends should be eliminated. This is a 
triple tax on corporate profits—it should be enough to tax profits when earned 
by a corporation, and again when received by the individuals owning its stock— 
there should not be a third tax at the intervening transfer of such profits from 
one corporation to another, especially within the same business group. The 
receipt of dividends by one corporation from another should not be taxed, even 
if they do not file a consolidated return. 





STATEMENT SUBMITTED BY THE NATIONAL ASSOCIATION OF Woot MANUFACTURERS, 
New York City, In Re Topic 26, CONSOLIDATED RETURNS AND INTERCORPORATE 
DIVIDENDS 


The association recommends amendment of the code to eliminate the 2 percent 
penalty tax for filing consolidated returns and to allow the full rather than 85 
percent credit on intercorporate dividends. So long as policy is consistent, there 
is no reason to assess a penalty against filing consolidated returns; and, to the 
extent credit is not allowed for intercorporate dividends, the same income is 
taxed three times—to the paying corporation, to the receiving corporation, and 
to the stockholders of the receiving corporations. 
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STATEMENT BY THE WESTERN UNION TELEGRAPH Co., New York Crry, N. Y., IN BE 
Toric 26, CONSOLIDATED RETURNS AND INTERCORPORATE DIVIDENDS 


The filing of consolidated returns by lessor and lessee corporations should 
be allowed without the present 2 percent penalty where (a) the corporate lessee 
owns more than 50 percent in value of all classes of the corporate lessor’s out- 
standing stock and (0) all of the lessor’s assets are demised to the lessee under 
a lease, the initial term of which, together with optional renewals thereof, 
total 50 years or more at its inception. 

The problem faced by taxpayers who would be affected by such legislation 
i. e., railroads and telegraphic corporations, principally) is made doubly difficult 
in many cases by the lessee’s liability not only for a fixed basic annual rental, 
but also for the lessor’s Federal income taxes payable with respect to such rent. 
Current threats of the Bureau of Internal Revenue to pyramid such taxes ren- 
ders legislative amelioration of the plight of these lessee companies a present 
necessity. 





STATEMENT SUBMITTED BY THE AMERICAN MINING CoNnGRESS REGARDING CERTAIN 
Pornts WITH REspPEcT TO ToPiIc 26, CONSOLIDATED RETURNS AND INTERCORPORATE 
DIVIDENDS 

CONSOLIDATED RETURN PENALTY TAX 


The 2 percent consolidated return penalty tax should be eliminated. 

There is no warrant for an argument that the 2 percent tax is justified because 
intercompany dividends are not subject to tax in a consolidated return. Under 
the principle of consolidated returns, dividend payments from one to another of 
the consolidated group do not give rise to consolidated net income. There is no 
occasion to impose a penalty tax on consolidated income because the principle of 
consolidation eliminates such dividends from income. 

If the double taxation of intercompany dividends in separate corporation re- 
turns is removed, as we have urged in our presentation under topic 17, Taxation 
of Dividends, on July 16, 1953, there is presumably no question that the 2 percent 
additional tax on consolidated returns would also be removed. 

But regardless of whether this is done in separate returns, the 2 percent 
penalty on consolidated returns should be removed because it is inconsistent with 
the consolidation principle, and because consolidated returns should be encour- 
aged and not penalized. 


INTERCOMPANY PROFITS IN INVENTORIES OF COMPANIES FILING CONSOLIDATED RETURNS 


Under the provisions of section 24.39, Regulations 129, intercompany profits 
in inventories of companies which change from separate to consolidated returns 
are subject to double taxation. Any intercompany profits in inventories at time 
of entry into consolidation were taxed to the separate corporation, but will again 
be subject to tax under the consolidated return. Some appropriate remedy 
should be included in section 141 to eliminate this inequity. 


STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES ON INTERNAL 
REVENUE CODE REVISIONS, IN Re Topic 26, CoNsoLipaTeEp ReEeruRNS 


AND 
INTERCORPORATE DIVIDENDS 


Chamber position: “There should be repeal of the tax upon intercorporate 
dividends and of the penalty rate upon consolidated returns with optional use 
of such returns permitted.” 

CONSOLIDATED RETURNS 


Affiliated companies should be permitted the election of filing separate returns 
or consolidated returns without the 2 percent penalty imposed by section 141 (c). 
When Congress restored the options of filing consolidated income-tax returns 
in the Revenue Act of 1942 and consolidated excess-profits-tax returns in the 
Second Revenue Act of 1940, it made available to corporate taxpayers the choice 
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of having a subsidiary taxed on the basis of a branch operation or separately as a 
detached business unit. However, in 1936, a few years prior to the restoration 
of the options, the tax on intercorporate dividends became effective by a lower- 
ing of the dividends received credit to 85 percent, causing many subsidiary com- 
panies to be dissolved or merged with their parent companies. In spite of the 
tax on intercorporate dividends, many companies were required by circumstances, 
economic or legal, to remain together as affiliated groups, and they should not 
be penalized for this affiliation. 

The penalty of 2 percent imposed upon consolidated returns imposes an in- 
equitable tax burden on businesses which must be operated through subsidiaries, 
and this discrimination should be eliminated. 


INTERCORPORATE DIVIDENDS 


The inequity of subjecting earnings of corporations to double taxation should 
also be eliminated. To achieve this objective, suitable credits should be allowed 
to corporate and individual taxpayers receiving such earnings as dividends. 
This has been discussed more fully in an earlier chamber statement on Topic 17, 
Techniques for Alleviating Double Taxation of Dividends. 

For many years intercorporate dividends were not subject to Federal income 
tax, but in 1986 the 100 percent dividends received credit was lowered to 85 per- 
cent, thereby in effect establishing a tax on 15 percent of dividends received by 
one corporation from another. When this tax was imposed under the Revenue 
Act of 1936, the prevailing income-tax rate was 15 percent, and the net levy on 
intercorporate dividends was therefore 2.25 percent. However, since corporate 
normal tax and surtax rates have increased to approximately 52 percent, the 
net tax on intercorporate dividends has risen to approximately 7.8 percent. 
This heavy burden on intercorporate dividends should be eliminated. 

Warnings of a corporation are taxed under our current tax law once to the 
corporation and again when the earnings are paid to stockholders in the form 
of dividends. The existence of a further tax on corporate earnings passing 
through another company before payment to the beneficial stockholder is an 
additional unjust burden on earnings. 

The long-standing problem of multiple taxing of corporate income could be 
solved at the intercorporate level by modifying the credit for dividends re- 
ceived. Section 26 (b) of the Internal Revenue Code permits a dividend-re- 
ceived credit of 85 percent. To eliminate this discriminatory tax on inter- 
corporate dividends, the dividend-received credit should be increased to 100 
percent. This proposal would prevent the taxing of corporate earnings trans- 
ferred beyond the point where they are earned. 





STATEMENT OF THE NATIONAL ASSOCIATION OF MANUFACTURERS ON Topic 26, 
CONSOLIDATED RETURNS AND INTERCORPORATE DIVIDENDS 


There are many sound reasons for taxing as a single unit an affiliated group 
of corporations which so elects. It is consistent with the economic facts of 
affiliation, and with accounting and business practices of many years stand- 
ing. In a consolidated return, the income of an affiliated group is more ac- 
curately reflected than in separate returns. 

There is no reason whatsoever for viewing the action of filing a consolidated 
return as something to be penalized. The discrimination against consolidated 
returns should be eliminated by repealing the 2-percent additional tax. 

The 85-percent credit for dividends received by one corporation from another 
is, in effect, a 15-percent tax on intercorporate dividend payments. There is 
no justification for this discrimination against intercorporate stockholders. 
When income goes from one corporation to another and then to the stockholders 
of the latter, there is treble taxation. If more than two corporations are in- 
volved, the multiple of the tax imposts increases accordingly. . 

This situation should be corrected by increasing the corporate credit for 
dividends received from 85 percent to 100 percent. 
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STATEMENT OF AMERICAN FEDERATION OF Lasor, RE Topic 26, CONSOLIDATED 
RETURNS AND INTERCORPORATE DIVIDENDS 


The American Federation of Labor would not favor any changes in the present 
law except such as would meet a definite need or correct a demonstrated in- 
equity and would not result in the possibility of any tax evasion by any particular 
group of taxpayers. 





STATEMENT BY ADDISON B. CLoHosrEy, EsQ., ON BEHALF OF RESEARCH INSTITUTE 
oF AMERICA, NEW YorK, N. Y., Re Topic 26 


There should be no tax on intercorporate dividends until dividends are allowed 
as a deductible expense, then they should be taxed to the receiving corporation 
at regular corporate rates, 


SS eee 


STATEMENT OF Det R. Patar, CHAIRMAN, TAXATION COMMITTEF, GEORGIA STATE 
CHAMBER OF COMMERCE, ATLANTA, GA., RE Topic 26, CONSOLIDATED RETURNS AND 
INTERCORPORATE DIVIDENDS 


Corporations should have the option of filing consolidated returns without 
paying the penalty tax of 2 percent, and taxation of intercorporate dividends 
should be eliminated, 





STATEMENT OF THE AMERICAN TAXPAYERS ASSOCIATION, WASHINGTON, D. C., 
Re Topic 26 


PENALTY TAX FOR FILING CONSOLIDATED RETURNS 


There is no justification for the present penalty of 2 percent on consolidated 
returns and it should be eliminated. There is every justification for taxing 
an affiliated group of corporations as a single unit, which, economically and in 
practical fact, it is. The principle of consolidated returns on an elective basis 
is sound, because in that way the taxable income of the group is more clearly 
reflected than it would be by separate returns. But if it is sound to determine 
income of such group on a consolidated basis, why penalize filing on that basis 
by a 2-percent additional tax? If such filing is desirable, it should not be 
discouraged by penalties. 


ELIMINATE TAX ON INTERCORPORATE DIVIDENDS 


The tax now imposed on the dividends paid by one domestic corporation to 
another should be repealed. It is recognized that corporations frequently must 
do business through subsidiaries. State laws in many instances compel an 
enterprise in the State to be incorporated there under certain conditions and the 
Federal tax laws should not be used to discourage the development of business 
enterprise in this manner. 

There should not be a penalty tax on any portion of a dividend paid by one 
domestic corporation to another domestic corporation. The tax has already 
been paid on the income of the paying corporation and, to the extent of the 
penalty tax it is again duble taxation. When dividends are subsequently paid 
to stockholders, triple taxation results, 





STATEMENT OF THE AMERICAN INSTITUTE OF ACCOUNTANTS, NEW York, N. Y., 
Re Topic 26, CONSOLIDATED RETURNS AND INTERCORPORATE DIVIDENDS 


The 2-percent additional tax applicable to consolidated returns should be 
eliminated. 

There is every justification for taxing an affiliated group of corporations as 
the single unit which, economically and in practical fact, it is. This has been 
recognized as sound accounting and business practice for many years. The 
principle of consolidated income tax returns on an elective basis is sound 
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because thereby the taxable income of an affiliated group is more clearly re- 
flected than by separate return filing. If it is sound to determine the taxable 
income of an affiliated group on a consolidated basis, filing on that basis should 
not be penalized. If such filing is desirable, it should not be discouraged. 
Determination of taxable income on the basis of the actual business entity—as 
distinguished from the artificial separate corporate entities—should not be re- 
garded as a privilege to be paid for, but as a desirable objective to be encouraged, 
or, at least, not discouraged. 





RECOMMENDATIONS WITH REGARD TO Toric 26, CONSOLIDATED RETURNS AND 
INTERCORPORATE DIVIDENDS 


The Pennsylvania State Chamber of Commerce submits the following: 
“(a) Penalty on filing consolidated returns 


“The 2-percent penalty upon the filing of consolidated returns should be 
repealed. Consolidated returns have been provided for in the tax laws since 
1921, as a means of determining the net income of a single enterprise, even 
though the business is carried on through two or more corporations. No 
special advantages are derived through the use of such returns. They are 
recognized and favored by the Treasury Department and taxpayers alike, as 
the only practical method of determining net income in such cases, and as a 
method which is fair and easy to administer. The additional rate of 2 percent 
imposed upon those filing consolidated returns, however, imposes a penalty upon 
their use which in many cases compels the filing of separate returns. Such a 
provision clearly discriminates against the business which must be carried on 
through subsidiaries. Considered either from a viewpoint of equity or adminis- 
trative convenience, consolidated returns should be fostered by eliminating the 
2-percent penalty imposed on their use. 

“Under existing law. an election by an affiliated group of corporations to file a 
consolidated return is binding upon the group for all future years, with certain 
limited exceptions. ‘This provision is unnecessarily harsh, and it is recommended 
that affiliated groups be given an annual election to file either consolidated or 
separate returns. 

“(b) Double taxation of intercorporate dividends 


“The double taxation of intercorporate dividends should be eliminated. Since 
1936, 15 percent of intercorporate dividends have been subjected to the corporate 
income tax. Asa result, corporate income is, to that extent, double taxed: First, 
as earnings in the hands of the distributing corporation ; and second, as dividends 
in the hands of the recipient corporation. Such double taxation is inequitable 
and contrary to sound e¢onomic principles; consequently, dividends should be 
excluded from the gross income of corporations.” 

The West Virginia State Chamber of Commerce submits the following: 

“The 2-percent penalty tax on consolidated returns should be eliminated.” 

Los Angeles Chamber of Commerce, Los Angeles, Calif., reconsolidated returns: 

“That the 2-percent penalty tax applicable to corporations filing consolidated 
returns be eliminated.” 


TOPIC 27—CORPORATE REORGANIZATIONS AND DISTRIBUTIONS 


The Cuarrman. The next witness is Mr. William E. Stockhausen 
of New York City. 

If you will give your name and the capacity in which you appear 
for the record, we will be glad to hear you. 


STATEMENT OF WILLIAM E. STOCKHAUSEN, OF SATTERLEE, 
WARFIELD & STEPHENS, NEW YORK CITY 


Mr. Srockuavusen. My name is William E. Stockhausen. I am 
a member of the firm of Satterlee, Warfield & Stephens, of New 
York. 

We have filed a statement here, Mr. Chairman, and I ask leave that 
it be incorporated in the record of this committee. 
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The Cuatrman. Without objection, it is so ordered. 

Mr. Srocxnavsen. Briefly, as stated in our statement, section 115 
(g) (3) of the code, which was enacted by the Revenue Act of 1950, 
now excludes from tax as a dividend amounts paid on redemption of 
stock to pay death duties up to the amount of the estate taxes pay- 
able. However, this provision only applies to redemptions which take 
place within the basic 3-year period for assessment of estate taxes 
provided in section 874 (a) plus an arbitrary period of 90 days. 

As explained in our statement, we believe the same treatment should 
be extended to all redemptions which take place within the 3-year 
period of limitations or any extension thereof, We refer principally 
to the 10-year extension period provided by section 822 (a) or the 
4-year extension period for payment of a deficiency provided for by 
section 871 (h). 

I might illustrate this by the case of a corporation located in New 
Haven and with which I am somewhat familiar. 75 percent of the 
outstanding stock of this corporation is owned by 3 families, 2 mem- 
bers of which, I believe, are over 65 years of age. The corporation 
has some $750,000 of cash in its treasury. This is just about enough 
to carry on business. While I do not have personal knowledge of the 
makeup of the estates of the individual stockholders. it is my belief 
that the stock of this corporation constitutes the principal assets of 
their estates. If any considerable number of these individuals were 
to die within 1 year, the corporation could not afford to redeem sufli- 
cient stock to pay the death duties, and there would be no recourse 
then except for their stock to be sold to a competitor, since the over- 
the-counter market for such shares would not absorb that amount of 
stock. And sale to a competitor is one of the situations which this 
statutory provision was intended to avoid. 

Therefore, it seems that an extension period should be granted by 
the Commissioner, maybe the 10-year extension period provided by 
section 822 (h), and within that 10-year period, which is solely within 
the power of the Commissioner, ane ion should take place and thus 
sale to a competitor would be avoided. 

Furthermore—and this is an additional difficulty that was perhaps 
overlooked in the drafting of section 115 (g) (3) )—stock of any sanity 
held corporation is subject to revaluation, which revaluation generally 
will not occur during the basic 3-year period, and along comes a defi- 
ciency and it takes all that is acquired to pay it, or the stock must 
be redeemed to provide funds, and you are not within the cover of 
section 115 (g) (3). However, if you had a period of extension 
granted bv the C areal under section 871 (h), you could redeem 
the stock and come within the provision if our amendment were 
enacted. 

Mr. Reed 2 years ago introduced H. R. 4666 which was intended to 
cover this point. Our recommendation is that substantially that bill 
be enacted. 

I thank you. 

The Cuarrman. You have submitted a brief? 

Mr. StockHavusen. Yes, sir. 

The Cuarmman. You want that made a part of the record? 

Mr. StockHavsen. I ask leave that that be done. 

The Cuarrman. Without objection, it is so ordered. 

(The matter above referred to is as follows :) 
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STATEMENT IN Support OF PROPOSED AMENDMENT TO INTERNAL REVENUE CODE, 
SecTION 115, (G), (3), RELATING TO REDEMPTION OF StTOcK To Pay DEATH 
TAXES 


(Satterlee, Warfield & Stephens, New York 5, New York) 


Section 115 (g) (3) of the Internal Revenue Code presently provides as 
follows: 

“(3) RepempTion or Srock To Pay Dratn Taxes. The provisions of this 
subsection shall not apply to such part of any amount so distributed with 
respect to stock the value of which is included in determining the value of 
the gross estate of a decedent in accordance with section 811, as is distributed 
after such decedent’s death and within the period of limitations for the 
assessment of estate tax provided in section 874 (a) (determined without the 
application of section 875) or within 90 days after the expiration of such 
period, and as is not in excess of the estate, inheritance, legacy, and succession 
taxes (including any interest collected as a part of such taxes) imposed be 
cause of such decedent’s death: Provided, That the value of the stock in such 
corporation for estate tax purposes comprises more than 35 per centum of 
the value of the net estate of such decedent.” 

This provision was originally added to the Internal Revenue Code by section 
209 of the Revenue Act of 1950. Section 320 of the Revenue Act of 1951 reduced 
the applicable percentage of the estate comprised by the redeemed security 
from “50 percent of the net estate” to “35 percent of the gross estate,” effective 
with respect to distributions made on or afer October 20, 1951. 


DISCUSSION 
Background of the legislation 

The purpose of this provision was to provide tax relief for estates in which 
more than 35 percent of the gross estate is comprised of stock in a corporation, 
generally closely held, where it is necessary to redeem a portion of such stock 
to pay death taxes. 

However, in order for section 115 (g) (38) to apply, the redemption of stock 
must take place prior to the expiration of the 3-year period of limitations for 
the assessment of estate tax provided in section 874 (a)’ of the Internal 
Revenue Code or within 90 days after the expiration of such period. It is sub- 
mitted that this limitation is inconsistent with the purpose of the relief 
measure and that the applicable redemption period should include any ex- 
tension of the period of limitations for assessment of estate tax granted by 
the Commissioner under either section 822 (a) (2) or section 871 (h). 

In adopting this provision, Congress recognized the fact that many estates 
are comprised almost solely of securities of relatively small and closely held 
business corporations. In such cases, on the death of the principal stockholder, 
the only practical source from which funds to pay death taxes can be obtained 
is the corporation the stock of which constitutes the chief asset of the estate, 

Prior to the enactment of his relief measure, the principal stockholder’s estate 
was faced in such a case with the alternatives of (a) either paying such taxes 
out of dividends or (b) of selling the stock to outsiders, uSually at a great 
sacrifice due to limited marketability. Redemption of less than all of the 
stock held by the principal stockholder’s estate generally resulted in the taxa- 
tion as a dividend of all sums distributed on such redemption under Interna} 
Revenue Code, section 115 (g) (1). 

In view of the resultant hardship, sections 822 (a) (2)? and 871 (h)* were 





1 Sec. 874. PERIOD OF LIMITATION UPON ASSESSMENT AND COLLECTION, 

(a) GENERAL RULE.—Except as provided in subsection (b) the amount of estate 
taxes imposed by this subchapter shall be assessed within 3 years after the return 
was filed, and no proceeding in court without assessment for the collection of such 
taxes shall be begun after the expiration of 3 years after the return was filed. 

2Sec. 822. PAYMENT OF Tax. 
(a) TIME OF PAYMENT— 

(1) GENERAL RvuLE.—The tax imposed by this subchapter shall be due and payable 
fifteen months after the decedent's death. 

(2) ExTENSION OF T1Me.—Where the Commissioner finds that the payment on the 
due date of any part of the amount determined by the executor as the tax would 
impose undue hardship upon the estate the Commissioner may extend the time for 
payment of any such part not to exceed ten years from the due date. In such case 
the amount in respect of which the extension is granted shall be paid on or before the 
date of the expiration of the period of the extension, and the running of the statute 
of limitations for assessment and collection, as provided in section 874, shall be 
suspended for the period of any such extension * * * 

* Sec. 871. PROCEDURE IN GENERAL. 
. . . . . . + 


(Footnote continued on next page.) 
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enacted some years ago to provide additional time within which to pay death 
taxes. 

Nevertheless, due to the inadequacy of these existing relief provisions and 
probably also in recognition of the fact that the current high individual income 
tax rates progressively tend to diminish the practical availability of obtaining 
sufficient funds through distributions which were taxed as dividends, section 115 
(g) (3) was enacted on recommendation of the American Bar Association. 


Problem presented by inadequacy of existing law 


At the outset, it may be conceded that the 3-year period is sufficient where the 
closely held corporation has a substantial cash surplus. Most corporations, how- 
ever, of this type do not have substantial cash reserves, and the 3 years plus 
90 days restriction will tend to limit expansion and growth through the reinvest- 
ment of earnings in the business where substantial cash reserves must be re- 
tained for the purpose of providing funds to pay the death taxes of the principal 
stockholder within such a limited period. 

The application of the section under present conditions may be pointedly illus- 
trated. Let us assume for illustrative purposes a typical small business having 
an aggregate value of $500,000 owned by a stockholder whose estate, other than 
the corporate stock of such business, amounts to $50,000. Where present debts 
and administration expenses amount to $50,000, the stock represents the only 
source from which payment of death taxes can be made. Bstate taxes on a net 
estate of $500,000 would be approximately $130,000, but the average cor- 
poration of this size does not have such a substantial cash surplus. It is also 
obvious that at present tax rates the ordinary corporation of this type could 
not accumulate $130,000 in cash within 3 years. 

Thus, the estate would be forced to sell the stock, if possible, to outsiders to 
realize sufficient cash to pay the taxes, or apply to the Commissioner for per- 
mission to extend the period within which to pay such taxes. The first alterna- 
tive is one of the principal difficulties which the statute was intended to avoid, 
while in the latter case, the estate would lose the benefit of the relief intended 
to be provided by section 115 (g) (3). 

There does not appear to be any compelling reason why paragraph (3) of 
section 115 (g) should not cover the situation where the Commissionor of Internal 
Revenue is satisfied that undue hardship exists and that the taxpayer should be 
granted an extension of time within which to pay the tax. This is entirely a 
matter of administrative control. Accordingly, if the redemption period pro- 
vided for by section 115 (g) (8) included an extension of time granted by the 
Commissioner for the payment of tax, the relief could reach those estates for 
which it was obviously intended and still remain completely within the control 
of the tax authorities. Such control would guarantee against abuse of the 
privilege. 

Furthermore, section 115 (g) (3) provides no relief for estates which, on 
September 23, 1950 (or on October 20, 1951, where a redemption first qualified 
under the reduced percentage requirements), had been in process of administra- 
tion for a period in excess of the 3-year period prescribed by section 874 (a). 
Even if such an estate had proved undue hardship and thereby obtained an 
extension of time for the payment of tax pursuant to section 822 (a) or of a 
deficiency under 871 (h), it could not qualify for relief under section 115 (gz) (3). 

There does not appear to’ be any policy reason why such an estate should be 
excluded from the benefits of section 115 (g) (8). Even if it could still redeem 
stock pursuant to the provisions of the new section and thereby satisfy the un- 
paid balance of estate taxes at once, such a redemption would not qualify under 
the section and the estate must continue to struggle with the burden of paying 
the balance of death taxes out of dividends received from corporate income which 
is already seriously affected by increased Federal income and excess-profits 





(h) ExTENSION OF TIME FOR PAYMENT OF DEFICIENCY.—Where it is shown to the satis- 
faction of the Commissioner that the payment of a deficiency upon the date prescribed for 
the payment thereof will result in undue hardship to the estate, the Commissioner, under 
regulations prescribed by the Commissioner with the approval of the Secretary (except 
where the deficiency is due to negligence, to intentional disregard of rules and regulations, 
or to fraud with intent to evade tax), may grant an extension for the payment of such 
deficiency or any part thereof for a period not in excess of four years. If an extension is 
granted, the Commissioner may require the executor to furnish a bond in such amount, not 
exceeding double the amount of the deficiency, and with such sureties as the Commissioner 
deems necessary, conditioned upon the payment of the deficiency in accordance with the 
terms of the extension. In such case the running of the statute of limitations for assess- 
ment and collection, as provided in section 874, shall be suspended for the period of any 
such extension. 
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levies. It would seem to be to the Treasury’s advantage, particularly at the 
present time, to accelerate the payment of death taxes as much as possible where 
the time of payment is always subject to its control as under either sections 822 
(a) (2) or 871 (hb). 

Surely, the Congress in adopting section 115 (g) (3) did not intend to dis- 
criminate against small businesses. On the contrary, the plain intent of the 
legislation was to restrict the application of the section to exactly that type 
of business. However, under existing law only relatively large corporations 
will be in a position to utilize the new relief provision. By the same token, 
the inability of smaller business entities to redeem stock within the 3-year 
period will tend to force the sale of many smaller ventures to their larger 
competitors since they are the only logical purchasers for stock of such limited 
marketability. 

Legislative history of the section 

The following is a brief legislative history of the 3 years plus 90 days pro- 
vision of section 115 (g) (3): 

1. On introduction, section 208 of H. R. 8920 provided that the distribution 
should take place, “within the period of limitations for the assessment of 
State tax provided in section 874 (a)”. (H. Rept. No. 2319, 8lst Cong., 2d 
sess., p. 63-4, 91). 

2. This was amended by the Senate Finance Committee by adding a clause 
os follows: “(determined as provided under sec. 875, if applicable).” 

The purpose of this clause was not elaborated upon in the Finance Com- 
mittee’s report (S. Rept. No. 2375, 8ist Cong., 2d sess.), although the report 
contains the following general statement (p. 55) : 

“To qualify for such treatment the redemption must be made within the 
period of the statute of limitations for the assessment of the estate taxes due.” 

This was followed by a more detailed statement (p. 83): 

“The exception made by section 115 (g) (3), however, applies only to distri- 
butions made after the death of the decedent and within the 3-year period of 
limitations for assessment of estate tax provided in section 874 (a), determined 
as provided under section 875, if applicable. Any other extension of the period 
of limitations for assessment of estate tax will not operate as an extension 
of the time within which such distributions must be made.” 

The bill as thus amended was passed by the Senate. 

3. In conference, the matter proposed to be inserted by the Senate amend- 
ment was deleted and there was inserted in lieu thereof the following (Confer- 
ence Rept. No. 3124, 8lst Cong., 2d sess., p. 8): “determined without the 
application of section 875) or within 90 days after the expiration of such period.” 

The conference report contains the following explanation: 

“The House recedes with an amendment permitting the distribution to be 
tax free if made within the period provided in section 874 (a) or within 90 days 
after the expiration of such period, but specifically excluding any suspension 
under section 875. Thus, under the conference amendment, no suspension of 
the 3-year period of limitations provided for by section 874 (a) will operate 
to extend the time within which such distributions must be made” (p. 27). 


Possible objections to amendment 


It is understood that the Treasury may object that Section 115 (g) (3) should 
not be extended to include any estate beyond the 3 year plus 90 days period pro- 
vided by section 874 (a), particularly where such period has already expired 
because of the loss of revenue involved. 

However, attention is invited to the statement made in House Report No. 
2319 (Sist Cong., 2d sess.) that under the applicable provision “the revenue 
loss will be small” (p. 64). Also, in Senate Report No. 781 (82d Cong., 1st sess.), 
the Finance Committee stated that the loss in revenue which would result from 
reduction of the percentage requirement to 25 percent of the net estate “would 
be negligible” (p. 51). 

In view of the practice of the Commissioner in granting extensions of time 
under sections 822 (a) (2) and 871 (h) to limit them to 1 year at a time, it is 
not likely that there will be any substantial loss as a result of the amendment 
to section 115 (g) (3) hereinafter proposed, particularly where any further 
extensions are a matter of administrative control. 
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CONCLUSION 


For the foregoing reasons, it is urged that section 115 (g) (3) of the Internal 
Revenue Code be amended so as to include within the period during which the 
redemption of stock to pay death taxes must take place all periods for which 
an extension of time is granted by the Commissioner pursuant to sections 822 
(a) (2) and 871 (hb), as follows: 

Insert after the phrase “within 90 days after the expiration of such period” 
the following parenthetical clause: 

“(or if an extension of time for payment of estate tax or deficiency in estate 
tax has been granted pursuant to sections 822 (a) (2) or 871 (bh), within the 
period for which such extension was granted).” 


The CuHarrman. The next witness is Mr. John E. Shea of the 
Association of American Railroads and he has a statement which was 
originally scheduled to be presented in lieu of an appearance. I be- 
lieve the request is to have that made a part of the record; is that 
right ¢ 


STATEMENT OF JOHN E. SHEA, ASSOCIATION OF AMERICAN 
RAILROADS 


Mr. Suea. Yes, sir. 
The Cuarrman. Without objection, it is so ordered. 
(The matter referred to is as follows :) 


STATEMENT OF JOHN JB. SHEA, REPRESENTING ASSOCIATION OF AMERICAN 
on 


RAILROADS, IN Re ITEM 27, CORPORATE REORGANIZATIONS AND DISTRIBUTIONS 


ALLOWANCE TO TRANSFEREE CORPORATION IN A TAX-FREE REORGANIZATION OF DEDUC- 
TIONS WHICH WOULD HAVE BEEN ALLOWABLE TO THE TRANSFEROR CORPORATION 
DURING ITS EXISTENCE 


My name is John E. Shea. I am engaged in the practice of law in Washington, 
D. C. I am a member of the general tax committee and the subcommittee on 
Federal tax legislation of the Association of American Railroads and I appear 
here today on behalf of that association. 

I would like to present a request for an amendment to the Internal Revenue 
Code which would eliminate an inequity in connection with tax-free reorganiza- 
tions where a corporation acquires all of the assets and liabilities and continues 
the business of another corporation. 

Section 112 of the code specifically provides for the nonrecognition of gain 
or loss in tax-free reorganizations and section 113 provides for the carryover 
of the basis of property in such transactions. The main justification for the 
exemption from taxation of gains in corporate reorganizations is that the trans- 
actions result in changes in form rather than substance. Because of the con- 
tinuity of the corporate enterprise and interest, transactions which fall within 
section 112 are not deemed to be “closed” transactions for tax purposes. 

Section 112 (g) (1) contains six clauses, (A) through (F), all defining situ- 
ations which give rise to a reorganization within the meaning of that section 
and which are intended to defer any recognition of gain or loss and to effect 
the transfer of property from the transferor to the transferee without adjust- 
ment of basis. There has, however, been a varying treatment in respect of other 
tax privileges depending upon the mechanics of the reorganization and the 
particular clause of section 112 (g) (1) (defining reorganizations) under which 
a tax-free reorganization may fall. 

In the case of a reorganization which may qualify as a statutory merger or 
consolidation, as defined in section 112 (g) (1) (A), the courts and the Com- 
missioner have held that under the theory of continuity of corporate interest 
and fusion of assets and liabilities by operation of law, the continuing or suc- 
cessor corporation should be granted the deductions, credits, or other allowances 
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to which its predecessor would have been entitled had it continued its separate 
existence. 

When a taxpayer attempts to use some of the other provisions of section 
112 (g) (1) such as “(B) the acquisition by one corporation, in exchange solely 
for all or a part of its voting stock, for at least 80 percent of the voting stock 
and at least 80 percent of the total number of shares of all other classes of 
stock of another corporation,” or “(F) a mere change in identity, form, or 
place of organization, however effected” the Commissioner and the courts have 
denied the continuing corporation the benefit of the tax privileges of the 
transferor. 

It was in the 1934 act that the Congress included in the term “reorganization” 
the acquisition by one corporation in exchange for its voting stock of at least 
80 percent of the stock or substantially all the properties of another corporation. 
It is significant that the reason given in the Senate Finance Committee report 
was the belief that these transactions are in themselves sufficiently similar to 
mergers and consolidations as to be entitled to similar treatment with respect 
to recognition of gain or loss. By the same token, if similar transactions are 
entitled to similar treatment this should certainly include the allowance of 
deductions, credits, and other allowances as well as nonrecognition of gain or 
loss. 

The same reasoning applies to tax-free liquidations. The code provides in 
section 112 (b) (6) that a parent may completely liquidate its subsidiary and 
take over all of its assets, without recognition of gain or loss and without adjust- 
ment of basis. 

Although the Commissioner and the courts have allowed deductions to an 
acquiring corporation in statutory mergers or consolidations on the theory 
that the assets, rights, and liabilities passed by operation of law with the cor- 
porate identity being preserved and the successor corporation being substan- 
tially identical with the merged corporation, the Commissioner has contended 
that in any other type of reorganization there is not sufficient continuity of in- 
terest and the adjustments, being personal to the taxpayer, cannot pass to the 
new or continuing corporation. 

Let us take a corporation which for legitimate business reasons wishes to 
change its corporate domicile. A new corporation is formed in another State 
and acquires all the assets and assumes all the liabilities of the old corporation 
in exchange for its stock. The old corporation then distributes the new stock to 
its stockholders share for share; the stock of the old corporation is surrendered 
and canceled and the old corporation is dissolved. There is a continuation of 
corporate enterprise and interest and the new corporation carries on the activi- 
ties of the old with no change in its operations. There may be a ruling and a 
closing agreement determining that the transaction is a tax-free reorganization. 
Nevertheless such transaction not being a merger or consolidation under State 
statute, the deduction for unamortized bond discount on bonds assumed that 
would have been available to the prior corporation over the life of the bonds may 
be disallowed to the continuing corporation on the ground that a new entity 
resulted from the reorganization. Under these circumstances no one would ever 
get the deduction to which the old corporation would have been entitled had it 
continued in existence. 

In the example given the reorganized corporation is as much a continuation 
of the old company as it would have been as a result of a statutory merger or 
consolidation. In order to be a tax-free reorganization, there must be a con- 
tinuation of the business under a changed corporate form with a continuity of 
proprietary interests. The regulations of the Bureau of Internal Revenue rec- 
ognize these facts. The reorganized company has the same properties and does 
the same business as the old company—owes the same debts and must pay in 
the same way. As a matter of fact, in the reorganization or reincorporation of 
a railroad involving the assumption of bonded indebtedness the Interstate Com- 
merce Commission requires that unextinguished bond discount be carried by the 
reorganized corporation on its balance sheet and be amortized under the remain- 
ing life of the bonds just as if no reorganization had taken place. The com- 
panies are regarded the same as a practical matter. 

It has been many times said by the courts that taxation is an eminently 
practical matter. Yet, the Bureau of Internal Revenue and the courts in many 
eases have denied to continuing corporations in transactions qualifying under 
section 112 (g) (1), the benefit of deductions, credits, and allowances arising 
after the termination of the corporate existence of the merged or consolidated 
corporations based upon distinctions which are purely formalistic and have no 
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place in the practical administration of the tax laws. This tends to favor a 
closely held corporation which may select a merger or consolidation and therefore 
avoid an unfavorable ruling. On the other hand a widely held corporation would 
be restricted as to the type of necessary reorganization it could utilize. There 
should be uniformity of treatment in respect of all transactions qualifying within 
section 112 (g) (1) and section 112 (b) (6) of the code. 

It is recommended that the Congress definitize the right of a continuing or 
transferee corporation in a tax-free reorganization or liquidation to deductions, 
credits, and allowances which would have been available to the merged or 
liquidated corporation, if it had continued in existence. To this end legislation 
is recommended to provide that in any reorganization within the provisions of 
section 112 (g) (1) of the code, or in any complete liquidation under the provi- 
sions of section 112 (b) (6) of the code, where the separate existence of the 
component or transferor corporation ceases by reason of such reorganization or 
liquidation, any deduction, credit, or allowance, to which it would have become 
entitled in respect of a period subsequent to such reorganization or liquidation 
had its separate existence continued, shall be allowed to the continuing or sue- 
cessor corporation or the distributee corporation. 

Although it is difficult to believe that all items of income to which a component 
or liquidated corporation would have become entitled, had its separate corporate 
existence been continued, would not be taxed to the continuing or transferee 
corporation, nevertheless, it is thought desirable to include a specific provision 
dealing with income as well as with deductions, credits, and other allowances so 
that there may be a uniform pattern for treating all such items in the statute. 
Accordingly, the proposal contains a specific provision prescribing the same rule 
for income as for deductions, credits, and other allowances. 

By the use of the term “deductions, credits, or other allowances,” there is 
intended to be included deductions of every nature, net operating losses, unused 
excess-profits credits, dividends paid credits, capital loss carryovers, and like 
adjustments, which are provided for under the Internal Revenue Code, and to 
which the merged or liquidated corporation would have become entitled in respect 
of a period subsequent to the reorganization or liquidation; and by the use of 
the term “income,” there is intended to be included all items of inceme to which 
the merged or liquidated corporation would have become entitled in respect of a 
period subsequent to the reorganization or liquidation. It is not intended in any 
way to affect the orderly determination of taxable income for any period during 
which a corporation has actually remained in existence. Thus adjustments for 
either income or deductions, credits, or other allowances, which actually accrued 
prior to the termination of such merged or liquidated corporation will continue 
to be included in the last or final return of such corporation. 

Adoption of the proposed legislation would afford taxpayers a uniformity of 
tax treatment of rights and privileges in legitimate recognized business reorgan- 
izations ; and the Commissioner and the courts, as well as the taxpayers, would 
be saved useless litigation arising from legalistic distinctions which have no 
place in today’s administration of the taxing statutes. 


LEGISLATIVE PROPOSAL 


“Sec. 129A. REORGANIZATION AND LIQUIDATION ADJUSTMENTS, 


“(a) DEFINITION OF REORGANIZATION AND LIQUIDATION.—As used in this sec- 
tion, the term “reorganization” means any reorganization as defined in section 
112, and the term “liquidation” means a complete liquidation within the provi- 
sions of section 112 (b) (6) of the code. 

“(b) ADJUSTMENTS FOR INCOME IN THE CASE OF A REORGANIZATION OR LIQUIDA- 
TION.—Whenever the separate existence of a corporation a party to a reorganiza- 
tion ceases by reason of such reorganization, the amount of any income to which 
it would have become entitled in respect of a period subsequent to such reorgan- 
ization, had its separate existence continued, shall be deemed to have been re- 
ceived by, and shall be includible in the income of, the continuing or successor 
corporation in such reorganization; and whenever the separate existence of a 
transferor corporation in a liquidation shall cease by reason of such liquidation, 
the amount of any income to which it would have become entitled in respect of 
a period subsequent to such liquidation, had its separate existence continued, 
shall be deemed to have been received by, and shall be includible in the income 
of, the distributee corporation in such liquidation. 

“(c) ADJUSTMENTS FOR DEDUCTIONS, CREDITS, OR OTHER ALLOWANCES, IN THE 
CASE OF A REORGANIZATION OR LIQUIDATION.— Whenever the separate existence of 
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a corporation a party to a reorganization ceases by reason of such reorganization, 
any deducation, credit, or other allowance to which it would have become entitled 
in respect of a period subsequent to such reorganization, had its separate exis- 
tence continued, shall be allowed to the continuing or successor corporation in 
such reorganization; and whenever the separate existence of a transferor cor- 
poration in a liquidation shall cease by reason of such liquidation, any deduction, 
credit, or other allowance to which it would have become entitled in respect of a 
period subsequent to such liquidation, had its separate existence continued, shall 
be allowed to the distributee corporation in such liquidation. 

“(d) APPLICABILITY OF SECTION AND EFFectiIvE Date.—The provisions of this 
section shall apply to both Federal income and excess-profits taxes and shall be 
applicable to taxable years ending after December 31, 1938.” 

The Cuarrman. Do you have another one to go in? 

Mr. Sura. No,sir. I thought there was another statement that was 
going to be put in and I was going to ask in view of the shortness of 
time and the pressure which you gentlemen are under, that it be in- 
corporated into the record. 

I would like to take about 35 seconds, if I may, because this is an 
intention to eliminate inequities in regard to tax-free reorganizations. 
I think I can put it very succinctly. 

In some reorganizations under the law, mergers or consolidations 
which are statutory, the successor corporation is allowed the deduction 
which would not have been allowable to the previous corporation. It 
is the same corporation except in name. They carry on the same 
business and our plea is that there be uniformity in the treatment of 
reorganizations where there is a continued corporation and that the 
successor corporation be entitled to the same deduction credit and 
sarryover that the predecessor would have had so as in some cases to 
prevent some losses in deduction from never being taken by anybody. 

The Caarman. Thank you very much. 

Mr. Mason. That is only good sense. 

Mr. Exsernarrer. Did we not have that up a few years ago, Mr. 
Shea ? 

Mr. Sues. It was in the 1934 act. 

Mr. Esernarter. It was later than that. Was it not in 1948? 

Mr. Suea. I am not aware of that. 

Mr. Ezernarter. There was something about these railroads and 
consolidations and the successors. It may have referred to a particu- 
lar case. 

Mr. Suea. That is not within my knowledge. 

Mr. Exernarter. It is not the particular thing you are talking about 
now ¢ 

Mr. Suna. No, sir, this would be to make it consistent treatment and 
the same. 

The Cuarrman. We certainly thank you very much. 

Mr. Suea. Thank you very much. I would like to compliment you, 
Mr. Chairman and members of the committee, who are taking their 
time here in this study. It is very important, but it is very bothering 
I know and I think the country is in a good position to have you people 
doing it. 

The Cuamman. It is not a bother. We are definitely interested in 
this in trying to carry on this study of the Internal Revenue Code 
which is now tormenting lawyers and others all over the country. 

Mr. Suea. I think it is a wonderful job which you are doing sitting 
here listening to all of this testimony and we appreciate the oppor- 
tunity to be heard. 
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The CHarrman. This concludes the witnesses for this morning. 
The committee now stands adjourned. 
(The following material was submitted for the record on topic 27 :) 


STATEMENT OF AMERICAN FEDERATION OF LABOR Re Topic 27, CorpoRATE REORGANI- 
ZATION AND DISTRIBUTION 


The American Federation of Labor would not favor any changes in the present 
law except such as would meet a definite need or correct a demonstrated inequity 
and would not result in the possibility of any tax evasion by any particular group 
of taxpayers. 

We do not believe that existing laws or any amendments thereto should be 
used to permit tax-free distribution of what should be regarded as dividend 
income subject to the personal income tax. 

Taxpayers interested in reorganization should be required to show that their 
reorganization plan is motivated by a bona fide business purpose rather than a 
desire to avoid taxes. Extension of reorganization provisions provides addi- 
tional opportunities for tax avoidance and evasion of tax. Such opportunities 
should be limited to the smallest number commensurate with the business neces- 
sities which the reorganization provisions are intended to serve. 





STATEMENT OF THE AMERICAN INSTITUTE OF ACCOUNTANTS, New York, N. Y., 
Re Topic 27, CORPORATE REORGANIZATIONS AND DISTRIBUTIONS 


1. If, upon liquidation, a cash basis corporation is required to recognize 
accrued income, it should also be permitted to recognize accrued deductions. 

The Treasury Department has interpreted section 42 (a) in such a way that a 
cash basis corporation being liquidated is required to recognize accrued income. 
However, that same corporation is not permitted a deduction for its expenses 
and losses unless it actually pays them. This treatment is inconsistent. It is 
recommended that if, upon liquidation, a cash basis corporation is required to 
recognize accrued income, it should also be permitted to pick up deductible ac- 
crued expenses and liabilities. 

2. Where a corporation is formed or availed of to acquire the assets and 
become the successor, in a tax-free reorganization, of a predecessor corporation, 
which, in pursuance of the plan, is liquidated and dissolved, the successor corp- 
oration should step into the “tax shoes” of the predecessor corporation. 

Under sections 112 and 113 of the code, property acquired by a corporation 
in certain types of corporate reorganization has the same basis for tax purposes 
as in the hands of the predecessor company. The underlying theory is that 
the successor steps into the “tax shoes” of the predecessor company. This 
theory, however, has not been extended beyond the basis of property except 
with respect to the status of life insurance as provided in section 110 of the 
Revenue Act of 1942. Thus, the Commissioner has not conceded that net operat- 
ing losses of the predecessor can be carried forward against income of the 
successor, or vice versa. Interest paid on additional taxes asserted against 
the predecessor can be deducted by the successor only to the extent accrued 
since the date of the reorganization, except possibly in the case of statutory 
mergers or consolidations. The tax benefit rules provided in sections 22 (b) 
(12) and 127 of the code with respect to recoveries on bad debts or taxes or 
losses or other items previously claimed or allowable to the predecessor is 
not extended to the successor. Other items of expenses paid by the successor 
on account of the predecessor, which would have been deductible by the 
predecessor had it continued in existence, are not allowed as deductions to 
the successor. 

In addition, the successor is not now permitted to step into the “tax shoes” 
of the predecessor company regarding pension contribution and credit carry- 
overs, capital loss carryovers, the unused excess-profits credit carrybacks and 
earryovers under the Excess-Profits Tax Act of 1950, inventory replacement 
in the case of involuntary liquidation, and amortization of emergency facilities. 

This should be corrected by providing that the successor in such cases suc- 
ceeds to the tax status of the predecessor for the purpose above mentioned with 
appropriate safeguards where necessary in the case of carrybacks. 

The principle asserted above should be made applicable to all transactions 
recognized as tax free under section 112 of the Internal Revenue Code, in- 
cluding complete liquidations of corporations under subsection 112 (b) (6). 
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The corrective amendment should be made applicable retroactively to all tax- 
able years not barred by limitation or closing agreement. 

3. The code should be amended to provide that in the case of the sale of 
all the assets of a corporation followed by the liquidation of the selling corpora- 
tion within a reasonable period of time, no gain or loss should be recognized 
by the selling corporation if the transaction is part of a plan to sell its assets 
and liquidate completely. 

At the present time, if the shareholders of a company wish to dispose of 
the business, the form of the tranaction, i. e., sale of all of the capital stock or 
of all the corporation’s assets, followed by liquidation of the corporation, pro- 
duces different tax results. In the case of a sale of the stock, only one tax 
is imposed, whereas a sale of assets results in two taxes, one on any gain 
realized by the corporation, and another to the shareholders upon liquidation 
of the corporation. Since from a practical point of view, the net result is 
the same, namely that the stockholders receive the net proceeds of the sale 
of the business, it is inequitable to let the mere form of a transaction produce 
such divergent tax results. Accordingly, it is recommended that in the case 
of the sale of all the assets of a corporation followed by the liquidation of 
the selling corporation within a reasonable period of time, no gain or loss should 
be recognized by the selling corporation if the transaction is part of a plan to 
sell its assets and liquidate completely. 

In the alternative, the corporate purchaser of all of the capital stock of a 
corporation which is promptly thereafter liquidated should be allowed to treat 
the purchase price of the stock as the cost basis of the assets thereby acquired. 

4. Section 112 (b) (7) should be amended to include liquidations made after 
1952. The election privilege should be allowed up to the time of the filing of 
a return for the taxable year involved and should be made effective for years 
beginning after December 31, 1950. 

Section 112 (b) (7) provides for an election as to recognition of gain in 
certain corporate liquidations when the distributions in liquidation were made 
in 1952. In recent years, the benefits of the section have been brought for- 
ward to cover specific years, but the section has never been amended to allow 
the election generally. The principle of the election is well established, and 
there is need for the election for distributions in liquidation made in years 
subsequent to 1952. Accordingly, section 112 (b) (7) should be made a perma- 
nent part of the Internal Revenue Code. 

Section 112 (b) (7) (D) requires that shareholders desiring to enjoy the 
benefits of the section file a written election within 30 days after the adoption 
of the plan of liquidation. The present requirement is too rigorous and does 
not allow enough time for many taxpayers desiring to enjoy the advantages of 
section 112 (b) (7) to inform themselves about the plan. It is recommended 
that shareholders, or the liquidating corporation, be allowed to exercise the 
election privilege up to the time of the filing of the return for the taxable 
year involved. This needed correction should be made effective for years begin- 
ning after December 31, 1950. 

5. A transfer of substantially all the assets of a corporation to another cor- 
poration should not be disqualified as a reorganization under section 112 (g) 
(1) (C) merely because the voting stock received in exchange is that of a 
parent company of the transferee corporation. 

In Groman v. Commissioner (302 U. S. 82) and Helvering v. Bashford (302 
U. S. 454) the Supreme Court held that where all the assets of one corporation 
were transferred to another company for its stock, and such properties were 
then transferred to the subsidiary of the company issuing the stock (or were 
transferred directly to such subsidiary in the first instance), the company issuing 
the stock was not a party to the reorganization and the receipt of its stock 
by the shareholders of the company whose properties were acquired was a 
taxable exchange—and not, as in most mergers, an exchange on which gain 
or loss is not recognized. Such transfers should qualify as tax-free reorganiza- 
tions to the same extent as if the stock-issuing company had no subsidiary and 
retained the properties itself—the transfer to such subsidiary being purely an 
internal arangement of the stock-issuing company. This condition can be 
remedied by extending the term “party to a reorganization” to include the 
parent corporation owning all of the stock of a corporation to which the prop- 
erties are transferred. 


(Thereupon, at 11:30 a. m., the committee adjourned.) 
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TUESDAY, AUGUST 4, 1953 


House or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEANS, 
Washington, D. C. 


The committee met at 10 a. m., Hon. Daniel A. Reed (chairman) 
presiding. 

The Cuarrman. The committee will come to order. 

The first subject this morning is topic 27, continued, corporate 
reorganizations and distributions. 

The committee will hear witnesses presenting testimony on topics 
27, 28, 29, and 30 this morning. I note there are 13 Ww itnesses, and it 
would appear the hes aring could be completed by 1 o’clock. There is 
another meeting at 7 o’c lock this e vening. 

I wish to welcome as the first witness Mr. Theodore R. Hanff, vice 
president and director of Ocean City Automobile Bridge Co., Ocean 
City, N. J. 

Mr. Hanff, we are ver ‘y glad to see you here. If you will give your 
name and the capacity in which you appear, you may proc eed. 


STATEMENT OF THEODORE R. HANFF, VICE PRESIDENT, OCEAN 
CITY AUTOMOBILE BRIDGE CO., OCEAN CITY, N. J. 


Mr. Hanrr. Mr. Chairman and members of the committee, a corpo- 
ration may render satisfactorily a needed public service for, say, 25 
years. During that period no return on their investment may be 
earned or paid to its stockholders. The Revenue Code, however, re- 
quires that an annual charge for depreciation be recorded regardless 
of whether or not such sum was earned (Regulations 111, sec. 29.113 
(b) (1)-1 (b)). This results in a constant reduction of the book 
value of the property for tax purposes although there may be no 
actual reduction in its value. It is required despite the fact that no 
tax benefit may be derived from it. It may continue for many years. 
For instance, if continued for 25 years at 2 percent the book value of 
the property will have been reduced to one-half of the original cost. 

The property may be subject to condemnation for public use. If in 
condemnation an amount be awarded equalling the original cost of the 
property a capital gains tax will be due on 50 percent of the sum 
received although there is, in fact, no actual gain to the corporation. 
There are, howev er, accepted and proper practices by which this corpo- 
rate capital gains tax may be avoided. For instance, if the property 
were to be conveyed by sale of all the capital stock there would be no 
corporate capital gains tax, and this is the method most often em- 
ployed to effect such a tax-free transfer to either a public or private 
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purchaser. But the very nature of condemnation proceedings is to 
effect the public acquisition of physical property and not of securities, 
so that the relief referred to is not available where condemnation 
proceedings are employed. There are also various other accepted 
means by ‘which the li: rbility for the corporate capital gains tax may 
be avoided, such as the liquidation of the corporation and distribution 
of its assets to the shareholders, followed by the sale of those assets 
by the shareholders. But, for reasons of law it may be, as it is in the 
case of our company, that none of these means is available. It will 
be seen, also, that in condemnation the corporation has no freedom of 
rejection of the transaction because of dissatisfaction with the tax 
consequences, nor does it enjoy control over the price it will receive. 
It would appear, then, that a serious inequity exists in that as the 
act now stands the relief apparently intended is not available to all 
taxpayers alike. The particular circumstances confronting our com- 
pany and its shareholders are these: 

Ocean City Automobile Bridge Co. was organized under a Bridge 
Act in New Jersey, chapter 385, laws of 1912. Its charter provides 
for construction and maintenance of bridges through or running into 
Cape May and Atlantic Counties. There are no locations in either 
county or between the counties which are not already served by our 
present structure or by bridges operated by other bodies. The com- 

yany has no other powers than to construct and operate toll bridges 

onmens it is organized under a special Toll Bridge Act, and in New 
Jersey only a company organized under that act, or under another 
act applying only to bridges over the Delaware River, has power to 
charge tolls for bridge crossings. An individual, partnership or 
trustee may not do so. 

Our bridge crosses Great Egg Harbor Bay between Beesley’s Point 
in Cape May County and Somers Point in’ Atlantic County, nearby 
Ocean City, a town of about 7,000 population. It was constructed and 
opened to the public in June of 1928, at a cost of more than $800,000. 
The cost was met from the proceeds of a 614-percent first mortgage 
bond issue of $375,000, sold in the general market, a second mortgage 
of approximately $60,000, issued to general creditors, a preferred 
stock issue of $375,000, and 25,000 shares of no-par common stock. 
The preferred and common stock was sold in units for cash to local 
investors. There are presently 245 stockholders, largely original in- 
vestors or their heirs. 

The revenues from the beginning were meager and insufficient to 
pay operating expenses, maintenance and interest charges, and the 
company was reorganized in 1935 under chapter 77 of the Bankruptcy 
Act. In that reorganization the first-mortgage bonds were converted 
into 6-percent income bonds and were given “voting preference stock 
which held sole voting power, 10 shares being issued for each $1,000 
bond. The second mortgage was extended for 10 years without pay- 
ment of any interest, and under that extension it was entitled to any 
interest only if the first mortgage bonds received 6 percent in any 
year. The preferred stock was ‘cut in half by reduction from $100 par 
to $50 par, and the common stock was cut in half by the exchange of 1 
new share for each 2 original shares. In the years subsequent to the 
reorganization the first-mortgage bonds rec eived an average of a little 
more than 4 percent until their maturity in 1948. 

The company was unable to meet the maturity of the first- -mortgage 
bonds, March 1, 1948, thereby making necessary another reorganiza- 
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tion, this time under chapter 10 of the Bankruptcy Act. The court 
enjoined all interest payments to the first-mortgage bondholders dur- 
ing those proceedings. The reorganization was consummate Lin De- 
cember 1951. Under it the first-mortgage bonds were paid in full as 
to principal only from the proceeds of a new first-mortgage loan, and 
received new common stock in payment for past-due interest. The 
second mortgage was again extended, on an income-interest basis, the 
preferred stoc k was again reduced, this time from $50 par to $40 par 
per share, and the common stock was given 1 share of new common in 
place of each 5 shares held. The principal carried out was to — ve 
the interests of the local investors insofar as possible and no class was 
wiped out and none given undue preference. But it will be seen that 
other than compromise interest payments on the original first-mort- 
gage bonds there have never been any returns on any of the invested 
“apital, no interest ever having been paid on the second mortgage, and 
the preferred and common stockholders having had their holdings 
severely reduced. 

There has been created the New Jersey Highway Authority, to con- 
struct a toll road from the northern to the southern ends of the State, 
roughly paralleling the east coast, to be known as the Garden State 
Parkway. It is our informal understanding that this authority in- 
tends to ‘take our bridge property for incorporation into and continued 
use in its parkway system, by condemnation proceedings. These pro- 
ceedings have not been commenced. They would deprive the company 
of all of its physical property and its sole source of income, and since 
there are no locations for a new bridge, or any other privately owned 
structure which could be acquired, the company would be forced to 
liquidate and dissolve. 

The company has charged off $16,000 per year in depreciation over 
a period of 25 years, so “that its tax base is now in the amount of 
$400,000. This depreciation has never been earned prior to 1951 so 
that the charge, while required by the Revenue Act, has never resulted 
in any tax benefit prior to 1951. The company has been advised by 
its engineers that it should receive an amount somewhat in excess of 
its original cost for the taking of the bridge. If the corporate capital 
gains tax were to apply there would be a heavy burden on the company 
in liquidation which would prevent the preferred and common stock- 
holders from receiving the maximum amount available toward repay- 
ment of their original investment. It is particularly unfortunate 
that these proceedings should come when the company is, for the first 
time in its history, earning suflicient revenue to pay its expenses and 

reduce its debt. 

Under date of January 15, 1953, the company made application to 
the Bureau of Internal Revenue for a ruling that the proposed trans- 
action be declared nontaxable, and recited therein the circumstances 
in detail. The following reasons were advanced in that application: 

(a) In the cases of the utility holding companies whose dissolution 
was forced by law it was recognized and provided for that the trans- 
actions necessary to carry out the provisions of the act were forced 
and should therefor be nontaxable except, of course, as to such sums 
as are finally received by the shareholders in dissolution, against which 
there is no protest. 

(0) If the property were to be acquired by the public body through 
purchase from the stockholders of all of the c apital stock (and in our 
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case all of the stock is held in a voting trust in anticipation of just 
such an event) there would be no corporate vapital gains tax. But 
the very nature of condemnation proceedings is to cover the taking of 
physical property and not of securities, and therefor this avenue of 
avoiding double taxation is not available to the stockholders. 

(c) If a sum equalling that originally invested in the property 
were to be realized: from the condemnation, and this were held to be 
a taxable transaction, the shareholders would be in the position of 
having invested in a property which well met a real public need for 
more than 25 years, during which time they received no return on 
their investment, and at the end of that period a public body will have 
forcibly taken away the property for continued use for the same pur- 
pose, and yet there would be due in corporate taxes 26 percent of all 
of the money received for the property in excess of $400,000. This 
would seem to be no longer a tax upon earnings, or upon a share of 
profits, but seizure of capital. 

(d) In the case of the United States y. Cumberland Public Service 
Co., decided in the United States Supreme Court January 5, 1950, and 
reported 94 law edition 251, the validity seems to be recognized of 
liquidation of a corporation and distribution of its assets to its share- 
holders, entailing no corporate taxation even with the immediately 
following sale of those assets by the former shareholders. But this 
avenue of avoiding double taxation is denied to our stockholders also 
for, as previously noted, in New Jersey only a company organized 
under a special toll bridge act may operate such a structure. “An in- 
dividual, partnership or trustee may not do so. 

(e) The company is being forced out of business when its earnings 
are, for the first time, good, and it is without freedom of decision as 
to whether it will or will not accept, regardless of tax consequences, 
the proposed transaction. 

(f) By reason of the restrictions placed upon its activities by its 
charter and by the provisions of the act under which it is organized, 
the company is without opportunity to reinvest the proceeds of the 
transaction and is thus denied this opportunity to conserve the 
original capital, a thing permitted under the present revenue act. 

In reply to this application the Commissioner of Internal Revenue, 
in his letter to the company of March 16, 1953, first reviewed the cir- 
cumstances and then held that recognition of the entire gain is manda- 
tory as the act now stands. He said: 

It has been held that gain from a condemnation award is not exempt by 
reason the fact that there was no similar property available which could be 
purchased. 

As we have seen, however, there would be no actual gain in our case, 
assuming that the condemnation award equals the original investment, 
but only an illusory gain brought about by the requirement for charg- 
ing depreciation. It should also be noted that even if the company 
were to receive for the taking of the property a sum much in excess of 
that originally invested, there would still be no true gain to the stock- 
holders on this account because the common stock has been so largely 
diluted by the necessity for reducing it and for issuing new common 
stock in payment for accumulated past indebtedness, as was done 
in the two reorganizations. If in spite of this there be any who ac- 
quired their holdings at a cost so low that there be a profit to them, 
that profit will, of course, be taxable to them personally. In fact, any 
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sum received, no matter how fanciful and if not subject to the cor- 
porate capital gains tax, would still place such a shareholder only in 
the position now enjoyed by other shareholders in other enterprises 
who may properly avail themselves of the legitimate methods for 
avoiding double taxation now existing, and leave him subject only 
to the tax upon his own personal gain. In the closing paragraph of 
the Commissioner’s letter above referred to, he stated: 

Although this office recognizes the hardship involved in your situation, based 
on the information submitted, it is the opinion of this office that the entire gain 
realized in the condemnation proceedings must be recognized. 

The matter was subsequently taken up with Chairman Reed of this 
committee, who was kind enough to interest himself in the circum- 
stances, and with the staff, to see if it were possible to include in the 
pending revenue bill a provision which would afford relief from what 
seems to be a serious inequity. Asa result of this I believe I am being 
heard today. 

I would like to call attention again to the opinion of Justice Black 
in the Cumberland Public Service Co. case, in which he says among 
other things: 

But Congress has imposed no tax on liquidating distributions in kind or on 
dissolution, whatever may be the motive for such liquidation. Consequently a 
corporation may liquidate or dissolve without subjecting itself to the corporate- 
gains tax, even though a primary motive is to avoid the burden of corporate 
taxation. 

In the light of this opinion it would seem clear that we are debarred 
by the application of other laws, which we must obey, from enjoying 
the relief which is permitted to others from a tax upon a gain which, 
in our case, doesn’t even exist but becomes an illusory one only from 
the application of a present provision of the revenue code, that is, 
the requirement for charging depreciation even though unear ned. 
And when it is considered that the whole problem arises from a forced 
transaction, that is, a condemnation proceeding which we are power- 
less to reject, it becomes apparent that a serious inequity does exist. 
We pray, of course, that the Congress will see fit to include in the 
pending revenue act a provision which will afford equitable relief 
in such cases. We are bold enough to suggest the following additions 
to the Internal Revenue Code: 

Section 22. (b) Exclusions from gross income: 

(8) MISCELLANEOUS ITEMS.—The following items, to the extent provided in 


section 116: 
“Gains by certain toll-bridge corporations resulting from condemnation.” 


And under section 116. Exclusions from gross income: 


GAINS FROM CONDEMNATION OF TOLL BRIDGES.—In the case of a corporation 
organized under State law for the specific purpose of operating a toll bridge, 
amounts received, on and after July 1, 1953, from condemnation proceedings 
instituted by a State, a State authority, or any political subdivision of a State 
of a bridge or bridges owned by such corporation, if, within 24 calendar months 
after the receipt of the condemnation funds (exclusive of reasonable reserves 
for taxes and expenses related to its previous business and its final dissolution) 
said funds are distributed to the creditors and stockholders on account of final 
dissolution of such corporation. 


It is suggested that the foregoing provision, if adopted, could be 
placed as an addition to section 116, or placed as subsection (f) there- 
of, following the present subsection (e) which already refers to the 
income of certain toll bridges. The latter procedure would necessitate 
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dropping the present subsections (f) to (1) one letter each, or from 
(g) to (m). The following is an income statement of the company 
for the calendar year 1952 


Ocean City Automobile Bridge Co.—Statement of income, year ended Dec. 31, 1952 
IT UR OR csc eee eeepc cine omen $107, 125. 10 
Expenses : 

Interest s aeias 7 io caidncekmeatel SS 33 

Operating expenses______— a 9. 58 

Repairs and maintenance__ 32. ; 51 

I I iin svctensinergntnnthiinedmenenicnnaiens Se Oe 

Taxes, payroll and real estate 5, 748. 35 

Depreciation j a 16, 000. 00 


96, 582. 61 


Net income before Federal income tax 10, 542. 49 

The Cuatrman. Does that conclude your statement? 

Mr. Hanrr. Yes, sir. 

The Cuatrman. You have made a very interesting and very fine 
statement, Mr. Hanff, and we see you are in a position where con- 
demnations have again stepped in and forced you to dispose of your 
property whether you wanted to or not. 

Mr. Hanrr. That is right. We have no choice. 

The Cuatrman. That seems very unfair under the circumstances. 

Mr. Esernarter. Are there some other companies that are similarly 
situated ? 

Mr. Hanrr. I believe so, for the reason, as you know, that through- 
out the country these highways and parkways are being built, and it 
is inevitable that there must be many other structures in the same 
position. 

Mr. Exnernarrter. Especially along the coastline? 

Mr. Hanrr. That is right. 

Mr. Esernarrer. So I imagine there is more than one company 
that is affected ? 

Mr. Hanrr. That is right. 

The CuHamman. We certainly thank you for the information you 
have given our committee. 

Mr. Hanrr. Thank you. 

The Cuatmrman. The next witness is Mr. Walter A. Slowinski, sec- 
retary of the section of taxation, American Bar Association. 

Mr. Slowinski, if you will give your name and the capacity in which 
you appear for the record, you may proceed. 


STATEMENT OF WALTER A. SLOWINSKI, SECRETARY, SECTION OF 
TAXATION, AMERICAN BAR ASSOCIATION 


Mr. Stowrnskr. My name is Walter A. Slowinski. I am an at- 
torney with offices in Washington, D. C., and secretary of the sec- 
tion of taxation of the American Bar Association. I appear here to- 
day on behalf of the American Bar Association. 

The association’s four principal recommendations with regard to 
corporate reorganizations and distributions were brought to this 
committee’s attention a few years ago. In July of 1951, they were in- 
corporated into H. R. 4775 and H. R. 4825, 82d Congress, 1st session, 
introduced by the honorable chairman of this committee and Repre- 
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sentative Camp, of Georgia. These recommendations became sections 
121, 122, 123, and 125 of the so-called Reed-Camp bill. I should like 
to explain briefly each of the proposed amendments. 

Amendment to section 112 (b) (7) of the Internal Revenue Code— 
recognition of gain or loss (election as to recognition of gain in certain 
corporate liquidations) : Many corporations hi aving no substantial ac- 
cumulations of earnings and profits nevertheless hold real estate or 
unlisted corporate securities not readily marketable but considerably 
appreciated in value. Several times Congress has passed temporary 
legislation to permit such corporations to be liquidated under certain 
circumstances without adverse effects upon the stockholders; that is, 
by taxing to the individual stockholder as ordinary income only that 
part of the distribution which represents accumulated earnings. 

The Cuatrrman. I dislike to interrupt you, but I notice on page 1 
you say: 

Many corporations having no substantial accumulations of earnings and profits 
nevertheless hold real estate or unlisted corporate securities not readily mar- 
ketable but considerably appreciated in value. 

I think that is due to the change in the value of the dollar. Is that 
right? 

Mr. Stowrnskr. Probably, Mr. Chairman. 

As I say, several times Congress has passed temporary legislation to 
permit such corporations to be liquidated under certain circumstances 
without adverse effects upon the stockholders; that is, by taxing to the 
individual stockholder as ordinary income only that part “of the 
distribution which represents acc umulated earnings, the remainder 
being treated as a capital gain, but excluding from tax the unrealized 
appreciation in value of assets—and that is dollar value—that gain 
being postponed until the stockholder sells such assets. 

Section 206 of the Revenue Act of 1950 reactivated section 112 (b) 
(7) of the Internal Revenue Code, but as amended by section 316 of 
the Revenue Act of 1951 it applies only to those liquidations where 
the transfer of all the property in liquidation occurs within one cal- 
endar month in 1951 or 1952, pursuant to a plan adopted after Decem- 
ber 31, 1950. 

Likewise, section 101 of the proposed Technical Changes Act of 
1953 extends the provisions of section 112 (b) (7) of the Internal 
Revenue Code to such liquidation occurring in a single calendar month 
in 1953. It is felt that the purpose accomplished generally by this 
type of legislation is beneficial to the public; and, if this is true, it 
should not be limited to a single short period. 

The proposed amendment. would make permanent in the Internal 
Revenue Code the temporary provision of section 112 (b) (7), which 
this committee incorporated into the Technical Changes Act of 1953. 

This change could be made by deleting the words “in 1951 or 1952” 
in section 112 (b) (7) (A) (ii) of the Internal Revenue Code, or if the 
Technical Changes Act is approved by the President within the next 
few days, we might delete only the words “in 1951, 1952, or 1953.” 

The second amendment is somewhat in line with the suggestion of 
the speaker just prior to me. : 

Amendment to section 112 (b)—Recognition of gain or loss (gain 
or loss in connection with certain corporate liquidations) : Under 
existing law, if a corporation is liquidated by distributing its assets 
to its stockholders, no tax is imposed on the corporation on any appre- 
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ciation in the value of the assets over the adjusted basis, or cost, to the 
corporation. As far as the stockholders are concer ned, any excess of 
the value of such assets over the cost or other basis of the stock is 
taxed as capital gain. 

On the other hand, if the corporation sells its assets just prior to 
liquidation, a tax is imposed on the corporation, and when the proceeds 
are distributed to the stockholders another tax may be imposed on 
them. In a great many cases disputes have arisen between govern- 
ment and the taxpayer as to whether a sale was made by a corporation 
or by its stockholders. 

The problem first went to the Supreme Court in the Court Holding 
Co. case (324 U.S. 331 ae ))s and again in the Cumberland Public 
Service Co. case (338 U.S. 451 (1950) ), where the Court said: 

The oddities in tax consequences that emerge from the tax provision here 
controlling appear to be inherent in the present tax pattern. * * * Congress 
having determined that different tax consequences shall flow from different 
methods by which the shareholders of a closely held corporation may dispose 
of corporate property, we accept its mandate. 

The American Bar Association recommendation provides that if 
a corporation sells its assets just prior to liquidation, no gain or loss 
shall be recognized to the corporation. It contains safeguard provi- 
sions against liquidation being used as a device for paying taxes at 
capital gain rates on sales in the normal course of trade. 

The recommended language to accomplish this change may be found 
in section 122 of the Reed-Camp bill of 1951, mentioned above. 

Amendment to section 112 (c) (2)—Recognition of gain or loss 
(gain from exchanges not solely in kind): As the result of ‘Treasury 
Dep: irtment rulings, the rec ‘eipt by a taxpayer of preferred stock tax- 
free as a stock dividend or in a corporate reorganization depends not 
only upon whether the dividend is in form a tax-free dividend or the 
reorganization is in form a tax-free reorganization, but also upon 
whether the preferred stock so received is sold by the receiving stock- 
holder or whether it is subject to redemption under sinking fund pro- 
vision or by reason of an agreement that the stock may otherwise be 
redeemed by the corporation in whole or in part. 

This Treasury attitude makes uncertain the previously well-estab- 
lished law as to tax-free dividends and as to the tax-free status of 
stock received in exchanges under section 112 (b) (3) of the Internal 
Revenue Code. This uncertainty is hampering many legitimate trans- 
actions which should be consummated. 

The effect of the proposed amendments is to state explicitly what 
is deemed to be declaratory of existing law, namely, that the effect of 
the tax-free character of a corporate distribution of stock should not 
be lost merely because the stockholder sells or intends to sell his new 
securities, or that the new securities are subject to a sinking fund pro- 
vision of reasonable length fixed with reference to assuring the mar- 
ketability of the stock, or that the stock is subject to redemption, in 
whole or in part, at the option of the issuing corporation. 

The proposed amendments also include a provision that would 
close any loophole that may exist by reason of a taxpayer entering 
into a tax-avoidance plan to receive a tax-free distribution in stock, 
sell the stock, and then have the stock redeemed in the hands of the 


purchaser. 
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These changes are spelled out in technical language in section 123 
of the Reed-Camp bill, and they represent the current position of the 
American Bar Association. 

Amendment to section 112 (g¢)—Recognition of gain or loss (defini- 
tion of reorganization) : The American Bar Association recommenda- 
tion provides that section 112 (g) of the Internal Revenue Code (relat- 
ing to recognition of gain or loss in corporate reorganizations) be 
amended so as to provide that no gain or loss shall be recognized 
where assets exchanged solely for stock are transferred to a corpora- 
tion which is a wholly owned subsidiary of the corporation from 
which the stock is received. 

Under the present definition of reorganization in section 112, as con- 
strued by the courts, a reorganization which would in all other re- 
spects be nontaxable may be made taxable if the assets transferred in 
exchange for stock are transferred not to the corporation issuing the 
stock but to a subsidiary of that corporation. The nature of the in- 
terest of the corporation transferring the assets and the nature of the 
interest of the corporation issuing the stock in return therefor are 
substantially the same whether the assets are transferred directly to 
tle corporation which issued the stock or to a subsidiary of that cor- 
poration. 

The proposed amendment to incorporate this change may be found 
at section 125 of the Reed-Camp bill. 

Amendment to section 112 (b) (6)—Recognition of gain or loss 
on dissolution of subsidiary corporation by parent: The American 
sar Association also supports a technical amendment to section 112 
(b) (6) providing that after a purchase of stock to take over the 
assets of another corporation, the purchasing corporation may use, as 
the basis of the assets purchased, the cost so paid for the stock. 

It often happens that a corporation desires to purchase the assets of 
another corporation, but the latter is unwilling to sell at current value 
merely because of a low-tax base resulting from de preciation deduc- 
tions and the inflation in value accruing since acquisition which would 
result in a substantial tax to the selling corporation and a second 
tax on its stockholders on distribution of the proceeds. 

In such a situation, the stockholders of the second corporation are 
usually willing to sell their stock rather than their assets. However, 
the purchasing corporation is immediately faced with the possibility 
that when it liquidates the other, in order to take over the assets, it 
will be faced with the claim that it may not use the true cost of the 
acquisition for future depreciation, but must use the depreciated basis 
in the hands of the former owner. 

Where it has appeared that the purpose of buying the stock was to 
take over the assets, the courts have held favorably to the taxpayer, 
because the price paid for the stock in reality represents the cost of the 
assets. The matter has not, however, been sufficiently crystallized 
and clarified by judicial decision to make this effect certain, and as a 
result there is continued litigation in this field which discourages such 
property acquisitions. The leading case on this subject, as you know, 
is Kimbell-Diamond, Milling Co. 

Section 156 of the Reed-Camp bill would clarify the statute by pro- 
viding a practical mechanism through which, after a purchase of stock, 
the purchasing corporation may use, as the basis of the assets pur- 
chased, the cost so paid for the stock. 
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Those are our recommendations, except I have been authorized to 
say, as previous representatives of the American Bar Association 
have said, that we would be pleased to offer our assistance to this com- 
mittee and its staff in any way to achieve a more sound and equitable 
taxing system. 

The Cuarrman. Mr. Slowinski, does that conclude your statement ? 

Mr. SLtow1nski. Yes, sir. 

The Cuarrman. We want to thank you. ‘That is a very fine presen- 
tation of the subject. 

Mr. Siowrinskt. Thank you, sir. 

The Carman. We also appreciate your offer to cooperate in the 
monumental work which we have undertaken. 

Mr. Stowrnsxt. Thank you. 

(The following material was submitted for the record on topic 27 :) 


STATEMENT BY ELLSworTH C. ALvorD, WASHINGTON, D. C., IN RE Topic 27, 
CORPORATE REORGANIZATIONS AND DISTRIBUTIONS 


REORGANIZATIONS 


Section 112 of the Internal Revenue Code, dealing with the nonrecognition of 
gain in corporate reorganizations, is in need of a complete legislative overhaul- 
ing. Some of its provisions are inadequate, and the meaning of others has be- 
come confused as a result of legislation by the courts in an attempt to compen- 
sate for real or imagined inadequacies. This is an extremely technical field, 
but certain general recommendations may be made. 

Recommendations: (1) Substitute specific statutory standards, where neces- 
sary, for the vague court-made tests such as the business-purpose doctrine and 
the continuity of interest rule. 

(2) Clarify the meaning of the term “recapitalization.” 

(3) Provide specific rules for the treatment of unused excess profits credit 
and net operating loss carryovers and carrybacks, involuntary liquidation and 
replacement of LIFO inventories, the tax-benefit rule, and other similar pro- 
visions in the case of predecessor and successor corporations in tax-free 
reorganizations. 

(4) Define the word “securities” to include the types of corporate obligations 
commonly considered to be securities. 

(5) Define “a party to a reorganization” to include a corporation exchanging 
its stock and any subsidiary of such corporation which receives properties in 
exchange for such stock. 

(6) Make section 112 (b) (7) a permanent provision of the Internal Revenue 
Code. 

(7) Provide provisions similar to those in supplement R of the Internal 
Revenue Code for transactions resulting from antitrust decrees or orders of 
administrative agencies. 


LIQUIDATION AND SALE OF CORPORATE ASSETS 


If a corporation sells its assets and then liquidates, it is taxable on any gain on 
the sale of the assets and its shareholders are taxable on any gain to them as 
a result of the liquidation. But if the corporation distributes its assets to its 
shareholders in liquidation and the shareholders subsequently sell the assets, no 
gain is realized by the corporation, the shareholders are taxable on any gain 
realized by them as a result of the liquidation, and the assets received by the 
shareholders take a basis equal to their fair market value at the time of the 
liquidation, so that no gain is realized when the assets are immediately sold by 
the shareholders. This difference between a double tax and a single tax on what 
is essentially the same transaction places a tremendous premium on the order 
in which the steps in the transaction are carried out. And it is virtually impossi- 
ble to predict in a particular case whether the courts will hold that negotiations 
for the sale of the assets were carried on on behalf of the corporation or on 
behalf of the shareholders. A comparison of the Supreme Court’s decisions in 
Commissioner v. Court Holding Co. (324 U. S. 331) and U. S. v. Cumberland 
Public Service Co. (338 U. S. 451), furnishes ample proof of this. Since a double 
tax on a corporation and its shareholders is undesirable in any situation, the 
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problem of the liquidation and sale of corporate assets should be solved by 
imposing a tax only at the stockholder level. 

Recommendation: Provide that gain to a corporation on the sale of its assets 
(other than sales of inventory to customers in the ordinary course of business) 
shall not be recognized if the proceeds of the sale are promptly distributed in a 
taxable liquidation. 


PURCHASE OF STOCK TO ACQUIRE CORPORATE ASSETS 


Prior to the decision of the Tax Court in Kimbell-Diamond Milling Co. (14 T. C. 
74 (affirmed per curiam, 187 F. (2d) 718) ), most people thought that the liquida- 
tion of a corporate subsidiary which met the requirements of section 112 (b) (6) 
of the Internal Revenue Code would be governed by that provision and that, 
consequently, the basis of the assets acquired by the parent in the liquidation 
would be the same as their basis in the hands of the transferor (section 113 (a) 
(15) of the Internal Revenue Code). Our own opinion was that section 112 (b) 
(6) and section 113 (a) (15) did not overrule the principles of Ashland Oil € 
Refining Co. v. Commissioner (99 F. (2d) 588, cert. denied, 306 U. S. 661), and 
the Kimbell-Diamond Milling Co. decision has borne this out. Kimbell-Diamond 
Milling Co. held that, if the stock of the subsidiary was purchased for the purpose 
of obtaining its assets by liquidating it, section 112 (b) (6) does not apply, and 
that when the subsidiary is liquidated its assets take a basis equal to the cost 
of the stock. 

The Kimbell-Diamond Milling Co. decision is not unreasonable—certainly it 
reached an equitable result on the facts of that particular case. But the lack 
of a clear line of demarcation between this decision and section 112 (b) (6) 
has caused uncertainty as to the tax treatment of a common type of business 
transaction. The problem is intensified by the fact that corporations are often 
unwilling to sell their assets because the gain will be subjected to a double 
tax, and since their shareholders are unwilling to liquidate the corporations 
and then sell the assets because of their fear of violating the doctrine of the 
Court Holding Company case (324 U. 8S. 331). a corporate purchaser often finds 
it necessary to buy the stock of a corporation in order to acquire its assets. 
The law should provide a definite rule as to the tax treatment of a transaction 
of this type. 

Recommendation: Provide that section 112 (b) (6) of the Internal Revenue 
Code shall be generally applicable regardless of the purpose for which the trans- 
feror’s stock was acquired, but permit taxpayers to elect to treat section 112 
(b) (6) as inapplicable if the liquidation occurs within 1 year after the stock 
of the transferor was acquired, and provide that section 112 (b) (6) shall not 
be applicable if acquisition of the stock of the transferor resulted in the non- 
recognition of gain under section 112 (f) of the Internal Revenue Code. 


PREFERRED STOCK DIVIDENDS BY PUBLIC UTILITIES 


In 1942 Congress authorized public utilities, in computing their income subject 
to the corporate surtax, to offset such income by the amount of the dividends 
which they paid during the year on preferred stock issued prior to October 1942. 
This credit continues today in substantially its original form, except that it is 
now a partial offset against both normal tax and surtax net income, rather than 
a complete offset against surtax net income. 

The reason for this credit is obvious from its terms. Prior to 1942 many 
public utilities, unable to forsee the extraordinary wartime corporate tax in- 
creases, had elected to finance additions and betterments through the issuance 
of large amounts of cumulative preferred stock. Unlike interest on bonds, the 
dividends on such stock were not deductible for Federal income-tax purposes. 
Nevertheless these dividend charges, equally as much as bond interest, had to 
be met each year. Otherwise, the issuing corporations would be unable to obtain 
funds for subsequent expansion or even, during an inflationary period, funds 
to make replacements. 

But in one respect the terms of the law providing the credit were drafted 
without a full appreciation of the situation for which relief was required. A 
public utility eligible for the credit was defined to mean only a corporation 
engaged in the “sale” of utility services. Thus, even where consolidated returns 
were filed by several utility corporations, the credit was denied unless the same 
corporate entity which was directly obligated to pay the dividends was also 
the corporation engaged in the sale of services. If capital for the public utility 
enterprise was raised by the parent corporation through issuance of preferred 
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stock while its subsidiaries were engaged in marketing the utility services, 
denial of section 283 (h) credit for this reason was probably not intended, and 
it certainly results in an arbitrary discrimination against affiliated groups. 

This discrimination should be eliminated by extending the credit to a parent 
corporation with one or more subsidiaries engaged in selling utility servces. This 
extension of the credit can be limited to parent corporations which bear the same 
close degree of relationship to their subsidiaries as exists between corporations 
entitled to file a single consolidated return, and by requiring that at least 80 
percent of the parent’s gross income be paid to it by such subsidiaries in the 
form of dividends, interests, and rents. These limitations will insure that the 
credit will not be made available except with respect to preferred stock issued to 
finance the acquisition of public-utility properties, and stock which still repre- 
sents an obligation of an integral part of an operating utility system. 

Even though both the parent and its subsidiary have pre-1942 preferred stock 
outstanding, and part of the subsidiary’s preferred is held by the parent, there 
would be no doubling up of the credit. If the parent and its subsidiary file a con- 
solidated return the section 26 (h) credit will have no application to the pre- 
ferred stock dividends received by the parent from its subsidiary. If they file 
separate returns the section 26 (h) credit allowed the subsidiary will be offset 
by the reduction in the parent’s dividends received credit provided in section 
26 (b) of the Internal Revenue Code. 

The suggested extension of the section 26 (h) credit should be applicable all 
the way back to 1942 in cases where a parent utility has already claimed the 
credit on its return, but no refunds should be authorized. This limited retro- 
active application is necessary for several reasons. Cases have been reported 
in which the Government has threatened a double exaction of taxes by denying 
a dividends paid credit to a parent utility corporation, while it was simulta- 
neously collecting (or claiming) a tax from an incorporated preferred-stock 
holder in the parent computed without regard to the dividends received credit 
on the same dividends, although under the law either the one credit was allow- 
able to the payor or the other allowable to the payee without question. Further- 
more, the stock on which the credit is allowable must have been issued in 1942 
or a prior year, and the failure on the part of the Congress to grant the credit 
to such parent corporations in 1942 was very likely an oversight. 

Recommendation: Extend the definition of a “public utility’ in section 26 
(h) (2) of the Internal Revenue Code to include the parent of 95-percent-owned 
public utility subsidiaries, if at least 80 percent of the parent’s gross income 
consists of dividends, interests, or rents derived from such subsidiaries. Make 
the amendment applicable to years prior to 1953 if the parent corporation claimed 
the credit on its return, but allow no refunds. 


TAX-FREE DISTRIBUTION OF SECURITIES 


Corporations often find that, for sound business reasons, they should divest 
themselves of stock or securities in other corporations, but the tax consequences 
under the present law prevent them from either selling these securities or dis- 
tributing them to their stockholders. The stock or securities may be those of a 
wholly owned subsidary which ought to be separated from its parent. Or they 
may represent an investment no longer appropriate, or one which imposes undue 
supervisory responsibility on management. The tax system should be designed 
to facilitate the divestiture of such securities, rather than making it impossible. 

Recommendation: Permit the tax-free distribution of stock or securities by a 
corporation, if such securities have been held by it for more than 10 years. The 
basis of such securities in the hands of the distributees should be an allocable 
portion of the basis to them of the stock of the distributing corporation. 


REDEMPTION OF STOCK TO PAY DEATH TAXES 


Section 115 (g) (3) of the Internal Revenue Code was designed to permit 
money to be raised to pay estate taxes without forcing sale of stock in closely 
held corporations. It permits the redemption of stock in a corporation in order 
to pay estate taxes without the risk of the redemption being treated as essen- 
tially equivalent to a taxable dividend. While it prevents the forced sale of 
family businesses in many cases, section 115 (g) (3) fails to achieve its pur- 
pose in two important situations. 

First, since it is applicable only if stock in the family corporation accounts 
for more than 35 percent of the gross estate, it is of no help to an estate which 
owns stock in several different family businesses. Second, since the provision 
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applies only to redemptions during the initial period for estate-tax assessments— 
3 years beyond the date of filing of the estate-tax return—it denies relief in 
many situations where it is most needed. For instance, under section 822 (a) of 
the code the Commissioner may extend the time for payment (and assessment) 
up to 10 years, where he finds that payment of the estate tax on the due date 
“would impose undue hardship upon the esiate.’ Under section 871 (h) the 
Commissioner has a similar authority to extend the time for payment and for 
assessment of estate-tax deficiencies up to 4 years. The situations in which the 
Commissioner exercises his Authority to extend the time for payment of estate 
tax are likely to be those in which the greatest need is felt for relief under 
section 115 (g) (3). 

The running of the 3-year period for assessments of estate tax is also sus- 
pended whenever the Commissioner has asserted a deficiency and the executors 
have contested this action before the Tax Court. In this situation the executors 
may not know within 3 years after filing the estate-tax return whether a further 
tax is payable. Clearly the opportunity for paying the estate tax which section 
115 (g) (38) affords should not be withdrawn before the amount of the tax is 
determined in the course of appropriate legal proceedings. 

Recommendations: (1) Remove the 35 percent limitation from section 115 (g) 
(3) of the Internal Revenue Code. 

(2) Make section 115 (g) (8) of the Internal Revenue Code applicable to 
redemptions effected within the period for assessment of estate taxes as ex- 
tended under sections 822 (a), 871 (h), or 875 of the code. 


STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES ON INTERNAL 
or 


REVENUE Cope REyIsIons; Re Topic 27, CorporATE REORGANIZATIONS AND 
DIsTRIBUTIONS 


Chamber position: “There should be a complete revision of the code section 
dealing with reorganizations. No corporation tax should apply upon the dispo- 
sition by a corporation of all of its assets, followed by liquidation.” 

Among the most salutary provisions of the Internal Revenue Code are those 
providing for the nonrecognition of gain or loss upon transfers and exchanges 
pursuant to corporate reorganizations carried out in a prescribed manner. As 
early as 1921 the Congress recognized the necessity of removing any tax impedi- 
ment to the revamping of corporate interests which does not effect a true sale 
of the assets of a corporation or of a stockholder’s interest therein, but rather 
merely changes the form in which the enterprise had been conducted or modifies 
the interests of the stockholders. In essence the principle established was that 
so long as the enterprise continued with at least a substantial proportion of the 
stockholders retaining their interest in the enterprise, any transfers or exchanges 
on the part of the corporation or the continuing stockholders should not be treated 
as a true realization of gain or loss to be recognized for tax purposes. 

These statutory provisions were as carefully worked out and as meticulously 
worded as any to be found in the Internal Revenue Code. The precise conditions 
under which gain or loss is to be recognized were carefully prescribed so as to 
effectuate the congressional purpose. Experience in the administration of these 
provisions led Congress from time to time to make some modifications, either 
expanding or limiting the scope of these provisions; but the essential principles 
were maintained. In recent years, however, the Internal Revenue Service and 
the courts have, in effect, assumed the prerogative of amending these provisions 
in accordance with policies which they deem proper, based on their assumptions 
as to what Congress must have meant or should have meant in enacting these 
provisions. The Congress understood precisely what it was doing when it wrote 
the law. The proper tax treatment of reorganization changes cannot be left to 
an administrative agency or the courts to work out. The kinds of exchanges 
which are to be exempted and these which are to be taxed can only be decided 
by the Congress. 

For a number of years now the application of these provisions has been in 
a state of great confusion. Hardly any corporate reorganization which is not 
of a purely formal character can be carried out with certainty as to the tax 
consequences involved without submitting it to the Commissioner of Internal 
Revenue for an advance ruling and the execution of a binding closing agreement 
with the Secretary of the Treasury. In the absence of such precautions, there 
is no telling whether some day in the future the corporation transferring its 
assets to another or the stockholder exchanging his old stock for new stock will 





1324 GENERAL REVENUE REVISION 


be faced with a tax liability which more than offsets the benefits of the reorgani- 
zation and which would have prevented the reorganization if it had been fore- 
seen 3ut it is not always easy to get such a ruling and closing agreement. The 
Commissioner makes such rulings only in the clearest and simplest cases. He 
often hesitates to rule in a case which he believes is covered by the law for fear 
that the next day some court will hold differently in a similar case. 

What has happened is a gradual, almost unconscious, development of an 
attitude that the main objective is to prevent avoidance of tax rather than the 
original purpose of facilitating desirable corporate readjustments which do not 
result in the realization of income in any true sense. 

It has, therefore, become imperative that the reorganization provisions be 
rewritten so that their meaning and application are as clear as words can make 
them, and to remove any real or fancied necessity on the part of the Commis- 
sioner or the courts to read into them additional criteria and requirements such 
us the vague “business purpose” and “continuity of interests” tests which are 
now being applied in addition to those prescribed in the statute. There was 
a time when any person who could read intelligently could say definitely and 
confidently that a given corporate reorganization plan was either within or 
without the scope of section 112 (g). It is essential that this condition be 
restored. 

It is felt that the reorganization provisions would be substantially improved by 
the following changes: 

1. The term “party to the reorganization” should be redefined to include the 
parent of any corporation which is also a party to the reorganization so as to 
permit the same treatment whether the stock of a corporation which is trans 
ferring its assets to another is exchanged for the stock of the transferee cor- 
poration or for the stock of the parent of the transferee. There is no conceivable 
reason why the gain should be recognized in the one case and not in the other. 
Precisely the same result would be reached if the assets of the transferor went 
to the parent company in exchange for its stock followed by a retransfer on these 
assets from the parent to the subsidiary, but in that event there would be no 
recognition of gain under the existing law. The recommended change would 
make such a cumbersome procedure unnecessary and would eliminate the trap 
into which the unwary have fallen in the past. 

*. The definition of a reorganization should be rewritten to make it clear that 
the transfer of a portion of the assets of a corporation to another corporation 
constitutes a reorganization so long as the transferee corporation is controlled 
by either the transferor corporation or by persons who are or were stockholders 
of the transferor. A splitoff or splitup of a corporation is considered by the 
Commissioner not to qualify as a reorganization unless all the stock of the trans- 
feree corporation or corporations is acquired pro rata by all the stockholders 
of the transferor. This attitude is a wholly unnecessary impediment to many 
corporate reorganizations and is, in fact, in conflict with a number of court 
decisions and with the intent of Congress. Surely, if Congress had intended 
to require a pro rata acquisition of the stock of the transferee by all the stock- 
holders of the transferor, it would have said so in clear terms. Congress un- 
doubtedly recognized that it is frequently necessary or desirable that there be 
some shift in the interests of the several stockholders if the business is to survive 
or become more productive. Certainly, if the business is continued and no new 
stockholders enter the scene, there is no excuse for imposing a tax, except on 
those of the old stockholders who step out of the picture and are paid off. Nor 
do we see any reason why the splitup of a corporation in which one group of 
the old stockholders acquires the stock of one new corporation and the balance of 
the stockholders acquires the stock of the other new corporation should be 
treated any differently than a splitup in which all the old stockholders receive 
stock in both new corporations. There is as little true realization of income 
in the one case as in the other. The same is true of splitoffs and spinoffs; there 
is no real justification for the Commissioner’s position that all the stockholders 
must participate on a pro rata basis. After all, the character of the change 
in interests in a non-pro-rata splitup, splitoff, or spinoff is no different than that 
which occurs in a merger, a consolidation or the creation of a corporation—all 
of which can clearly be had without tax consequence. 

3. In 1988 Congress added supplement R to the revenue laws in recognition 
of the fact that special tax treatment should be given to the various types 
of involuntary transactions that were likely to arise under the Public Utility 
Holding Company Act of 1935, commonly known as the Death Sentence Act. 
Transfers, exchanges, distributions, and other forms of corporate reorganiza- 
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tions were contemplated under that act in the integration and simplification 
of public utility holding company systems which would not fit the more or less 
restricted provisions of section 112 dealing with corporate reorganizations 
generally. It was felt that the involuntary nature of the transactions justified 
a much broader approach. Similarly, by the Revenue Act of 1943, Congress 
enacted section 112 (m) to give special treatment to involuntary conversions 
resulting from the policies of the Federal Communications Commission against 
multiple ownership of radio broadcasting stations. 

There are other types of involuntary transactions not yet covered, however, 
and the time has come to cover all such cases. Such cases will involve in- 
voluntary divestitures as a result of the antitrust laws, the banking laws, or 
other regulatory statutes or regulations. It is believed that the public interest 
would be served, and the orderly administration of the regulatory laws them- 
selves would be greatly facilitated, if reasonable and well-considered rules 
should be written into the Internal Revenue Code providing for nonrecognition 
of gain or loss upon certain exchanges and distributions of stock or securities, 
exchanges in kind, or sales followed by reinvestment, made in the process of 
earrying out the requirements of injunctions, orders, and decrees in proceed- 
ings under the antitrust laws, or pursuant to anticipatory arrangements ap- 
proved by the Department of Justice, or pursuant to judicial or administrative 
orders under any other regulatory statutes or regulations, such as the banking 
laws. 

Certain cases have arisen in the past and similar cases seem probable to 
recur with increasing frequently in the future. For example, the burden of 
the Govenrment’s complaint of violation of the antitrust laws, if sustained by 
the courts, requires remedial action involving some form of involuntary splitup 
of an existing corporate enterprise. These are not cases in which the violation 
of the statutes consists in consummation of contracts or agreements in restraint 
of trade, cartel arrangements, or trade practices, the motive or necessary effect 
of which is to control prices or lessen or stifle competition in contravention of 
the purposes and policy of the regulatory laws, for which the normal remedy 
is a prohibitory injunction or consent decree enjoining for the future the par- 
ticular forms of behavior found to be invidious, with or without the imposi- 
tion of fines or other penalties and/or assessment of damages for past violations 
They are situations in which the Government contends that the acquisition 
and ownership of certain business units by a particular enterprise, whether 
direct or indirect by means of stock, violates the antitrust laws by reason of 
the alleged effect or tendency of such acquisition and ownership to create 
monopoly by stifling competition. Here the Government seeks to invoke the 
antitrust statues essentially as a weapon against undue concentration of eco- 
nomic power rather than as a device to prevent specific forms of unlawful 
behavior. Where the Government is successful in this type of case, the normal 
remedy is to require the defendant in some manner to divest itself of ownership 
or control of the particular unit or units the acquisition and ownership of which 
have been found to be in contravention of the statute. 

The need for tax relief in these cases may be illustrated by the following 
example: Assume that corporation X acquires the stock of corporation Y 
Subsequently—perhaps many years later—the acquisition and ownership of the 
Y stock by X is held to contravene the antitrust laws and X is ordered by court 
decree to divert itself of this stock within a limited period of time. The market 
conditions may be such that the stock can be sold to the public only at depressed 
or sacrificial prices. A natural way of meeting the situation would be for X to 
distribute the Y stock to its shareholders on a basis proportionate to their stock- 
holdings. The existing tax laws, however, create a serious obstacle in the way 
of this simple procedure in that such a distribution would be taxable. Further- 
more, the distribution would be taxable as a dividend to the extent that the fair 
market value of the Y stock when so distributed did not exceed the current or 
accumulated earnings and profits of X. Such a distribution could therefore 
create a serious tax problem for X’s shareholders, requiring them or many of 
them to sell a major part of the stock so received, or some of their X stock, 
quite possibly at depressed prices, to procure the cash required to pay the tax. 
This unfortunate result would be avoided if the law permitted such a distribution 
to be made under these special circumstances without recognition of gain or loss 
but with an appropriate allocation of the shareholder’s basis between the X 
and Y stock. 

It appears to be neither fair nor in accordance with sound policy to penalize 
the stockholders in such cases. If a mistake has been made, the mistake is that 
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of management and its legal advisers. Not infrequently such mistake will con- 
sist merely in the failure or inability of the management or its counsel to foresee 
accurately the course of future judicial interpretation of the statute. A case in 
which management, with the knowledge and sanction of the shareholders, de- 
liberately embarks upon a program of acquisition or expansion which is known 
or believed to be in contravention of the antitrust laws would be a rarity indeed. 
Management is itself subject to severe penal sanctions for conduct plainly in 
violation of these laws. Such violations would not be encouraged by reasonable 
amendments to the tax laws, the primary purpose of which would be to protect 
the shareholders from hardship and loss in cases of involuntary splitup and 
divestiture. 

A good precedent for such special provisions applicable to involuntary con- 
versions arising out of antitrust proceedings may be found in supplement R of 
the Internal Revenue Code, already referred to. These sections contain a body 
of special rules enacted by the Congress providing for nonrecognition of gain or 
loss on a fairly broad basis with respect to exchanges and distributions of stock 
or securities and exchanges in kind made pursuant to orders of the Securities 
and Exchange Commission. There can be no doubt that the enactment of this 
supplement has greatly facilitated the orderly and expeditious administration of 
the so-called death sentence provisions of the Public Utility Holding Company 
Act. 

4. Paragraphs (3), (4), and (5) of section 112 (b) of the code provide for the 
nonrecognition of gain or loss in the case of certain exchanges of property solely 
for stock or securities of a corporation. Section 112 (1) provides that no gain 
or loss shall be recognized upon an exchange consisting of the relinquishment 
or extinguishment of stock or securities in a corporation in consideration of 
the acquisition of stock or securities in a corporation organized or used to effec- 
tuate an insolvency reorganization described in section 112 (b) (10). It is 
obvious that the scope of application of these nonrecognition provisions is 
dependent to a major degree upon the interpretation placed upon the term 
“securities.” 

For many years after these provisions came into the law it was generally and 
quite justifiably believed that Congress, in using the word “securities,” had in- 
tended to make a significant addition to the category of things covered by the 
term “stock,” the latter term apparently referring to equity, as distinguished 
from creditor, interests. The only interpretation of the term “securities” which 
would give it any significant effect is that it was intended to cover debt obliga- 
tions; i. e., corporate bonds, debentures, and the like. Pursuant to this belief 
or assumption, which was encouraged and supported until relatively recently by 
a long course of judicial decisions, large numbers of corporate reorganizations 
were consummated in which the consideration received by the transferors con- 
sisted in part of equity stock and in part of obligations (bonds, debentures, etc.) 
of the transferees. In numerous cases before the Board of Tax Appeals and the 
circuit courts of appeals such exchanges were treated as tax-free, if made pur- 
suant to a plan or reorganization, both with respect to the stock and the bond 
or debenture securities. The same result was reached by the Supreme Court in 
a case of this type as recently as 1936. See Helvering v. Watts (296 U. S. 387). 

However, a number of court decisions have virtually taken the word “securi- 
ties” out of section 112. As a result, not only has the proper scope of the 
reorganization provisions been unnecessarily limited, but a number of other 
undesirable results will follow. The proper interpretation of the term “securi- 
ties’ is of even greater importance on the giving up side of the exchange than on 
the acquiring side. The statute uses the same term in both contexts. A narrow 
and destructive interpretation of the term which does not include the common 
types, at least, of corporate debt obligations will reduce to a meaningless ab- 
surdity the 1943 amendments to the code relating to insolvency reorganizations, 
This must be true since that which is surrendered or extinguished on the giving 
up side in a typical insolvency reorganization exchange, as the consideration 
for stock or securities of the transferee, will consist of bonds, debentures, notes, 
or other forms of debt obligation of the corporation which is being reorganized. 
Moreover, there doubtless have been numerous reorganizations and section 112 
(b) (5) transactions in the past quarter of a century in which long-term bonds 
and debentures have been exchanged or received tax-free because both Govern- 
ment and taxpayers in all good faith have treated them as securities. The 
holders of such obligations probably can now claim stepped-up bases, with the 
result that gain realized on their exchange or receipt may escape taxation 
altogether. Consequently, the Government’s triumph in that case may well turn 
out to be a Pyrrhic victory. 
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The only adequate remedy for this situation is a retroactive statutory definition 
of the term “securities” which will include those forms of corporate obligations 
which generally have been regarded as constituting securities. Congress may 
see fit in such a definition to exclude obligations, at least on the acquiring side, 
whose maturity is so short as to make them the practical equivalent of cash. 
But a definite line should be drawn. 

5. Section 112 (b) (5), which governs exchanges in the formation rather than 
the reorganization of corporations, should be amended to remove the require- 
ment that the amount of stock or securities received by each transferor shall be 
substantially in the proportion to his interest in the property transferred to the 
new corporation. This requirement has been a source of much confusion and 
litigation, with various circuit courts of appeal divided as to how it should be 
applied. But there is no real need for the requirement. If A, B, and C each 
own a building of equal value which they transfer to a newly organized corpora- 
tion, and A receives 40 percent of the stock, B receives 27 percent, and C 33 per- 
cent, the benefit to A may represent a gift or the payment of compensation by 

s or the satisfaction of an obligation of B. Sut this does not necessitate the 

determination of a taxable gain to each of the parties involved, including B 
and ©. It will not be difficult for the Commissioner to ascertain the true reason 
for any such discrepancy in values and to impose whatever tax is properly 
required. If a gift is involved, the gift tax can easily be applied. If it is a 
payment of compensation or an obligation, it can be treated as such. At the 
least, it may be said that any cases in which a true reason for a substantial 
discrepancy in the relative interests received by the transferors cannot be 
established would be inconsequential and would not justify the retention of the 
present unsatisfactory requirement. 

6. Since under existing law a successor corporation following a reorganization 
is a different taxpayer from its predecessor corporation, the chain of continuity 
is broken for carryforward and carryback purposes; provisions like section 22 
(d) (6) dealing with involuntary liquidation and replacement of last-in, first- 
out inventories; rights and liabilities under the tax benefit rule; interest deduc- 
tions on predecessor's deficiencies, and so forth. This is because the applicable 
statutory provisions speak in terms of a single taxpayer. Where more than one 
point of reference is involved and a change has occurred in the interim, the lan- 
guage becomes too restrictive. Continuity of interest being one of the basic 
postulates of a valid reorganization, the theory should be followed through on 
all relationships between predecessor and successor corporations. Therefore, 
provision should be made for treating a successor corporation as in effect the 
same taxpayer as its predecessor for all purposes, particularly those above 
mentioned. These principles in the past have been recognized in isolated in- 
stances, such as when percentage depletion for mines was in elective form, and 
in the carryforward and carryback provisions for reorganized railroads. 

7. Finally, in order to lessen and perhaps eliminate the confusion and uncer- 
tainty created by the extrastatutory business purpose requirement which the 
courts have attached to the definition of tax-free reorganizations, it is suggested 
the statute contain a new provision to the effect that, in determining whether or 
not any transaction or series of transactions constitute a reorganization as de- 


fined, the motives of the parties involved shall be disregarded. 
DISTRIBUTIONS 


The proper treatment of various types of corporate distributions to sharehold- 
ers presents a number of baffling problems which cry for a sensible solution fair 
to both the taxpayer and the Government. This is particularly true of dividends 
declared in one class of stock of a corporation to the holders of another class. 
Such a dividend in itself does not affect a distribution of any of the earnings of 
a corporation for it parts with none of its assets. On the other hand, it is rec- 
ognized that such stock dividends make it possible for a subsequent indirect dis- 
tribution of earnings (or its equivalent) to be received by a shareholder with 
his tax limited to capital-gain rates. It is difficult to formulate general rules 
for dealing with these situations since the proper treatment in any case will 
depend upon its own facts, and the chamber is not prepared at this time to make 
specific recommendations in this area. As a practical matter, however, the 
problems presented by stock distributions, other than those of common on com- 
mon, are largely related to the personal affairs of stockholders in closely held 
corporations. 
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In any event, the chamber urges the enactment of a provision which will nail 
down the prevailing sound rule that a common-on-common stock dividend dves 
not constitute taxable income. Taxpayers should not be required to face the 
possibility that the courts may some day reverse this rule nor should the Treasury 
face the same prospect—for the reversal may mean an unjustified escape from 
tax by stockholders who had theretofore received such dividends tax-free but who 
would get an addition to the cost basis of their stock, thus permitting them to 
realize a capital gain without tax. 

It is essential to include in the code a definition of the term “earnings and 
profits.” The term may be defined in general as the earnings as shown on the 
books of the corporation in accordance with sound accounting principles, ad- 
justed for the differences between the accounting treatment and the tax-law 
treatinent of specific items, such as exchanges in connection with tax-free reor- 
ganizations, depreciation allowances, and the like. In any event, such a defini- 
tion should specifically exclude any appreciation in the value of property which 
is distributed to shareholders. The courts have consistently denied the conten- 
tion—repeated in case after case—of the Commissioner that such unrealized 
appreciation is a part of accumulated earnings and profits; and it is time to put 
a quietus to this matter. Also, specific rules should be put in the statute—or the 
Commissioner directed to promulgate appropriate regulations—to cover the 
attribution of the accumulated earnings or deficit of one corporation to another 
us the resuit of tax-free reorganizations and liquidations. This is admittedly ¢ 
highly technical and difficult problem, but even if the rules adopted are imper- 
fect, they would be far better than the uncertainties which now prevail. 

We note with satisfaction that in the Technical Changes Act of 1953, now 
awaiting the President’s approval, section 112 (b) (7) has been extended to cover 
corporate liquidations occurring during 1953. It is urged, however, that this 
provision be made a permanent part of the code. The principle involved—that 
a qualified electing shareholder may be exempt from tax on that part of his 
gain on the liquidation of a corporation which is attributable to unrealized appre- 
ciation in the value of specific assets distributed to him until he disposes of 
them—is sound, There is no reason why this principle should not be applied to 
corporate liquidations occurring in the future. 


STATEMENT BY THE WESTERN UNION TELEGRAPH Co., New York, N. Y., IN RE 
Topic 27, CORPORATE REORGANIZATIONS AND DISTRIBUTIONS 

Where section 112 (b) tax-free exchanges take place between corporations, the 
continuing corporation should be looked upon not as the successor of the disap- 
pearing corporations but as a continuation thereof. The continuing corporation 
should be looked upon for tax purposes as the same taxpayer as all of the prede- 
cessor corporations. 

This step would overrule, among other cases, the very harsh result reached by 
the Supreme Court in the New Colonial Ice Co., Inc. v. Helvering (292 U. S. 435 
(1934)). The continuity of substantial proprietorial interest requirement, the 
independent corporate business purpose test, and the statutory phrase “stock 
or securities” as judicially interpreted, serve adequately to protect the revenue 
against bail-outs. In tax-free exchanges, at least since January 1, 1936 (cf. 
sec. 113 (a) (7) (B)) a carryover of the transferor’s basis has been mandatory. 
It seems only simple justice, therefore, to provide that a deduction should be 
available to the continuing corporation where it is required to pay out sums as a 
result of a tax-free exchange and where those sums would have been deductible 
if expended by a predecessor corporation. 

Great uncertainty has crept into the law by reason of the conflicting court 
decisions dealing with the deductibility of this type of expenditure. New 
Colonial Ice has been followed in literally dozens of subsequently decided cases. 
On the other hand, Helvering v. Metropolitan Edison Co. (306 U. S. 522 (1939) ) ; 
New York Central R. Co. v. Commissioner (79 F. 2d 247 (2d Cir. 1935) ), cert. 
(C) denied (296 U. S. 653 (1935)), reached a different result and these cases 
in turn have been followed in numerous subsequent decisions. Im consequence, 
it is almost impossible for counsel to advise their clients which particular line 
of decision will govern any specific set of facts. 

These conflicting results have so confused the administrative officials in the 
3ureau of Internal Revenue that they have taken in P. §. 62 the highly anoma- 
lous position that items may be deducted as business expenses if a tax-free re- 
organization takes place under section 112 (g) (1) (A), but not if any other 
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type of tax-free exchange occurs. Of course, there is no justification in law 
for according special tax benefits to one type of tax-free exchange and denying it 
to others. The pertinent legislative histories of section 112’s subsections reveal 
no intention on the part vf Congress to discriminate in favor of statutory merg- 
ers or consolidations as the Bureau presently does. 

Remedial legislation seems imperative in view then of the extreme confusion 
into which the law—as exemplified both in the court decisions and in Bureau of 
Internal Revenue practice—has fallen on this point, and the continuing impor- 
tance to the business community of establishing certainty as to how these ex- 
pense items are to be treated for tax purposes. The artificiality of the present 
rules, far from serving as a valuable safeguard to the revenues, merely serves 
to place an unjustified premium on form. It is further felt that such corrective 
legislation should be made retroactive with respect to all taxable years not al- 
ready closed by the statute of limitations or by closing agreements. 


THE KIMBELL-DIAMOND DOCTRINE 


Section 112 (b) (6) of the Internal Revenue Code was first enacted by the 
Revenue Act of 1935 to provide for the tax-free liquidation of corporate subsidi- 
aries. The section is applicable where a parent corporation owns stock possessed 
of at least 80 percent of the total combined voting power of all classes of stock en- 
titled to vote and of at least SO percent of the total number of shares of all 
other classes of stock (except nonvoting preferred) of a subsidiary at the time 
a plan for the liquidation of such subsidiary is adopted. In such event neither 
gain nor loss is recognized upon the parent’s receipt of the subsidiary’s assets 
provided such transfers in liquidation are completed within 3 years after close 
of the taxable year in which the first distribution under the plan occurred and 
provided the parent’s percentage ownership of the subsidiary’s stock at the date 
of the adoption of the plan of liquidation never thereafter diminished. Comple- 
mentary basis provisions are contained in section 113 (a) (15) of the Internal 
Revenue Code so that the adjusted basis of the subsidiary for the assets so 
transferred carries forward to the parent. 

Under recent case law (Kimbell-Diamond Milling Co. 14 T. C. 74 (1950), 
affirmed per curiam, 187 F. 2d 718 (5th Cir., 1951), cert. denied, 342 U. S. 
827 (1951); Wage, Inc., 19 T. C. —, No. 35 (1952); H. B. Snively, 19 T. C. — 
No. 102 (1953); Tennessee, Alabama & Georgia Ry. Co. vy. Commissioner, 
187 IF’. 2d 826 (6th Cir., 1951), affirming, 13 T. C. 486 (1949)), the courts 
have taken to ignoring the specific provisions both of section 112 (b) (6) and 
of section 113 (a) (15). In disregard of the specific rules provided by 
Congress, the courts have focused upon the statutorily irrelevant purpose 
with which the parent acquired a subsidiary’s stock, following earlier cases 
arising under the law antedating the adoption of section 112 (b) (6). 
(Prairie Oil € Gas Co. v. Motter, 66 F. 2d 309 (10th Cir., 1933) ; Commissioner 
v. Ashland Oil & R. Co., 99 F. 2d 588 (6th Cir., 1938), cert. denied, 306 U. S. 
661 (1939).) Thus, if the subbbsidiary’s stock was acquired with an immediate 
liquidation in mind, the courts, under the judge-made, so-called net-effect 
test, disregard the actual acquisition of stock and treat the entire trans- 
action as though the subsidiary’s assets had been acquired directly by the 
parent in a purchase rather than through an acquisition of stock followed by 
an intercorporate liquidation. This rule is currently being followed by the 
courts and attention focused solely upon the intent of the buyer in complete 
disregard of the equally material intentions of the seller, who may in fact 
have resolutely refused to countenance a sale of corporate assets and have 
insisted throughout upon a sale of stock, 

In the face of the foregoing case law, however, the Tax Court (Kanawha 
Gas & Utilities Co., 19 T. C. —, No. 115 (1953)) has refused to follow the 
Kimbell-Diamond rationale where consolidated returns were filed. This ex- 
ception to an exception is rendered even more anomalous when it is recalled 
that consolidated returns had been filed for the tax year in question (1925) 
in the Ashland Oil case, supra. 

As a result of this developing case law, the greatest confusion and uncer- 
tainty has been imported into a most important field of business-tax law. 
In consequence, conscientious tax advisers are nable to determine whether 
in any given case a purchase of corporate stock followed by a prompt inter- 
corporate liquidation will be looked upon by the Bureau of Internal Revenue 
and the courts as a purchase of stock followed by a section 112 (b) (6) tax- 
free intercorporate liquidation, or as simply a purchase of the underlying 
corporate assets. In consequence, it is impossible to determine such vital 
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questions as whether or when a closed transaction has occurred, the basis of 
assets acquired, the existence of tax liabilities attributable to constructive 
“sales” of assets, transferee liabilities of the parties to such a “sale,” and 
numerous other related problems. 

Where Congress has prescribed specific statutory rules, it is indeed un- 
fortunate to find that the courts have substituted an intangible, often un- 
knowable “intention of the parties” rule. In order to resolve the current 
confusion, it is urged that section 112 (b) (6) be amended to make clear that 
its provisions apply where its formal terms are met, without regard to under- 
lying intents of any of the parties to the transaction. This could be readily 
accomplished by striking the period at the end of section 112 (b) (6) and 
inserting in lieu thereof the following: “; nor shall a distribution otherwise 
constituting a distribution in complete liquidation within the meaning of this 
subsection fail to be so considered merely because the parent corporation ac- 
quired any or all of the subsidiary’s stock with the intention of securing such 
subsidiary’s assets through a liquidating distribution.” 





COMMERCE AND INDUSTRY ASSOCIATION OF NEW York, INC., 
New York, N. Y., July 28, 1953. 
Topic 27, corporate reorganizations and distributions. 
Hon. DANIEL A. REED, 
Chairman, Committee on Ways and Means, 
Room 1102, New House Office Building, 
Washington, D.C. 

DEAR CONGRESSMAN REED: Commerce and Industry Association of New York, 
Inc., wishes the following recommendations to be inserted into the record of the 
hearings of the Ways and Means Committee pertaining to the revision of the 
code : 

1. Election as to recognition of gain in certain corporate liquidations.—Since 
the principle of the election under section 112 (b) (7) of the code has been estab- 
lished, and it has been extended from time to time to cover specific years (the 
latest being the year 1952) the election should be made a permanent part of the 
code. 

The 30-day period prescribed by section 112 (b) (7) (D) for the filing of writ- 
ten elections does not allow sufficient time for taxpayers to fully apprise them- 
selves of the details of the plan of liquidation. A longer period should be allowed. 

2. Dividends paid credit for distributions in liquidation.—The code should be 
amended to make clear that section 27 (g) pertaining to distributions in liqui- 
dation is not limited by the provisions of section 27 (h) pertaining to preferen- 
tial dividends. If individual stockholders receive payments in liquidation of 
their interests, such distributions may include amounts chargeable to earnings or 
profits accumulated after February 28, 1913. The corporation should be allowed 
a dividends paid credit for the portion chargeable to earnings and profits. 

Such a distribution, by its nature, cannot be pro rata, and the fact that all 
shareholders are not liquidating their interests at the same time should not be 
deemed to make it a preferential distribution. It is because of the basic differ- 
ence between liquidating distributions and those made in the ordinary course of 
business that distributions and liquidations are covered by special sections. It is 
inequitable to tax liquidating gain realized by the recipient, a portion of whch 
represents accumulated earnings and profits of the corporation and, at the same 
time, to deny the dividends-paid credit to the corporation for reasons that may 
be applicable in the case of regular distributions but should have no application 
to distributions in liquidation. 

The change here recommended would have the effect of overruling the ques- 
tionable decision in May Hosiery Mills, Inc. (42 B. T. A. 646, affirmed on appeal 
123 F. (2d) 858 (C. C. A. 4)). If approved, a dividends-paid credit not now 
allowable would be allowed for section 102 purposes and, in the case of personal 
holding corporations, in the computation of undistributed subchapter A net 
income. 

3. Redemption of stock to pay death tares.—Under section 115 (g) (3) of the 
eode, which permits certain corporate distributions to be made in redemption of 
stock of clesely held corporations to pay estate and inheritance taxes without 
danger of a claim that dividends have been distributed, the law is applicable only 
to distributions made within the period of limitations provided for in section 
874 (a) (determined without the application of section 875) or within 90 days 
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after the expiration of such period. This means that distributions which fall 
within section 115 (zg) (3) must be made within 3 years and 90 days after the 
estate tax return is filed. 

In many legitimate causes it may be impossible to determine the Federal estate 
tax witliin this period. This is particularly true of cases taken to the Tax Court 
of the United States. In such cases the statute of limitations on assessment of 
deficiencies is extended by section 875. Section 115 (g) (3) expressly provides 
that this suspension of the running of the statute shall not be taken into account, 

When the amendment which became section 115 (g) (3) was under considera- 
tion in the revenue bill of 1950, the Senate made an amendment which would 
have included within the allowed period distributions made during any suspen- 
sion of the statute under section 875. This provision was eliminated in con- 
ference without explanation. 

The financial problem of the executor in financing the payment of the estate 
tax continues until the estate tax is finally determined, even though this requires 
a period of more than 3 years and 90 days. 

It is recommended that section 115 (g) (3) be liberalized to make it applicable 
to distributions made at any time prior to the expiration of the statute of limi- 
tations on assessments of deficiencies in estate tax, including the period for 
which the statute is suspended by section 875 because of an appeal to the Tax 
Court. 

It is further recommended that the other limitations appearing in this sec- 
tion of the law be reexamined with a view toward liberalizing its application. 

Sincerely yours, 
THOMAS JEFFERSON MILEY, 
Executive Vice President. 


STATEMENT oF LOVELL H. PARKER, CHAIRMAN, SPECIAL TAx COMMITTEE OF THE 
NATIONAL COAL ASSOCIATION IN RE ToPiIc 27, CORPORATE RBORGANIZATIONS AND 
DISTRIBUTIONS. 


Mr. Chairman and members of the committee, my name is Lovell H. Parker, 
of Washintgon, D. C. I am chairman of the special tax committee of the Na- 
tional Coal Association. The National Coal Association is the trade association 
of the bituminous coal mine operators, and has in its membership the producers 
of approximately two-thirds of the Nation’s commercial tonnage of bituminous 
coal. 

The bituminous coal industry recommends that section 122 of the code be 
amended to provide that, in the case of any reorganization as defined in section 
112 (g) (1) or complete liquidation as defined in section 112 (b) (6), net op- 
erating losses of a transferor corporation sustained prior to the reorganization 
or liquidation may be carried over and availed of by the transferee. 

Section 122 of the code provides that “if for any taxable year—the taxpayer 
has a net operating loss,” then after certain modifications the unused amount of 
the net operating loss deduction shall be allowed as a deduction for the preceding 
taxable year and the 5 years succeeding the taxable year in which the loss 
occurs. This language gives rise, in the case of corporate reorganizations and 
other transfers, to the question whether the successor corporation is a different 
taxpayer from the predecessor corporation. 

The leading case on this point is New Colonial Ice Company v. Helvering 
(292 U. S. 485). In that case the taxpayer corporation had taken over the as- 
sets of another corporation in exchange for its stock. The Supreme Court held 
that the transferee corporation could not deduct a net loss which had been 
sustained by the transferor corporation, on the grounds that the two corpora- 
tions were separate and distinct taxpayers. The decision in that case has been 
followed in General Finance Company v. Commissioner (85 F. 2d 846), Weber 
Flour Mills v. Commissioner (82 F. 2d 764), and Standard Paving Company v. 
Commissioner (190 fF. 2d 330, cert. den. Oct. 22, 1951). 

The reorganization statutes recognize that the same taxpayer continues in 
business when a notaxable reorganization occurs, and for that reason the stat- 
utes impose no tax under the specified conditions. It is equitable and in ac- 
cordance with the theory of the other reorganization sections of the code that 
a taxpayer’s net operating loss should carry over when a nontaxable reorganiza- 
tion occurs. We feel that the theory of continuing identity which is recognized 
and applied under sections 112 (g) (1) and 112 (b) (6) should also be recognized 
and applied under section 122 of the code. 
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RECOMMENDATIONS WITH ReGarp To Topic 27, CORPORATE REORGANIZATIONS AND 
DISTRIBUTIONS 

The Pennsylvania State Chamber of Commerce submits the following: 
“(a) Basis of propertics received in liquidation or tax-free exchange 

“In many instances corporations which desire to acquire the properties of 
another corporation find that the only feasible method of acquiring such proper- 
ties is to acquire the stock of such other corporation, either by purchase or by 
tax-free exchange, and thereafter to liquidate it, receiving the properties in 
liquidation. At present the decisions are in conflict with respect to the deter- 
mination of the basis of the properties so received. It is therefore recommended 
that section 113 (a) (6) and (a) (15) of the code be amended to provide 
specifically that where a liquidation or tax-free exchange occurs within 1 year 
from the date of acquisition of 8O percent or more of the voting stock of another 
corporation, the basis of the properties received shall be the same as that of 
the stock or other securities for which such properties were received. 
“(b) Deductions and credits in cases of mergers 

“The code should be amended to provide specifically that a surviving corpora- 
tion in a merger may use the excess-profits credits and net operating loss carry- 
overs of its component corporations. The courts have held in a number of 
cases that where one corporation is merged into another, the identity of the 
merged corporation is preserved in the surviving corporation. In such a case, 
the properties of the merged corporation pass to the surviving corporation by 
operation of law and the business enterprise is continued without interruption. 
For this reason, the surviving corporation is generally allowed to deduct the 
liabilities of the component corporations which were assumed in the merger. A 
conflict of decisions, however, has arisen over the right of the surviving corpora- 
tion to use the excess-profits credits and net operating loss deductions of its 
component corporations. In the Stanton Brewery, Inc. v. Commissioner (156 
KF. (2d) 573) the Court of Appeals for the Second Circuit, following the general 
rule stated above, held that the surviving corporation was entitled to the excess- 
profits credit and net operating loss deductions. It is believed that this rule is 
sound and in accordance with judicial precedents and should be codified by a 
specific provision in the Internal Revenue Code.” 


The West Virginia State Chamber of Commerce submits the 
following: 


“Corporate reorganization and distributions: Our action is that we endorse 
the clarification by statute (as distinguished from judicial decisions and bureau- 
cratic rulings) of the rules concerning corporate reorganizations and liquida- 
tions, successor corporations, the sale of stock and of corporate assets, and 
similar matters, so as to remove the existing uncertainties and make it possible 
for businessmen to plan their affairs with more certainty.” 


Los Angeles Chamber of Commerce, Los Angeles, Calif., re cor- 
porate reorganizations and distributions: 


“(1) That the temporary provisions of section 112 (b) (7) of the Internal 
Revenue Code, providing special tax treatment on the liquidation of certain 
corporations having limited accumulated earnings and owning appreciated assets, 
be made a permanent part of the code. 

(2) That, in the case of a corporation which sells its assets and which is 
liquidated within a reasonable time thereafter, no gain or loss to the corpora- 
tion be recognized in connection with such sale. 

“(3) That, in the case of preferred stock received as a stock dividend or in a 
corporate reorganization, such stock should not be treated as a taxable dividend 
merely because it is sold by the receiving stockholder or is subject to redemption 
under sinking fund provisions or is subject to redemption at the option of the 
issuing corporation. 

“(4) That the definition of a tax-free reorganization be broadened to cover a 
case in which the assets exchanged solely for stock are transferred to a wholly- 
owned subsidiary of the corporation issuing the stock rather than to the latter 
corporation. 

“(5) That, subject to proper safeguards, the transferee corporation in a tax- 
free reorganization or liquidation be permitted to use the net operating loss carry- 
over of the transferor corpcration. 

“(6) That, in the case of a corporation acquiring the assets of another corpora- 
tion by stock purchase and liquidation, the acquiring corporation be permitted to 
use, as the basis of such assets, the cost of the stock.” ; 
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TOPIC 28—STATUTE OF LIMITATIONS, ASSESSMENT AND COLLECTION 
OF TAXES AND PENALTIES 


The CHarrman. We come now to topic 28—statute of limitations, 
assessment and collection of taxes and penalties. 

The first witness is Mr. William Mason, of Mason, Plowman & 
Mason, accountants and auditors, Parsons, Kans. 

Mr. Mason, we are very glad to have you here. 

Mr. Winu1am Mason. Thank you. 

The CHarrMan,. Give your name and the capacity in which you 
appear for the record. 

Mr. Mason. I have to say, Mr. Chairman, this gentleman has a very 
fine name 

The Cuarrman. I suspect he is like a member of our committee— 
aman with a very fine mind. 

Mr. Witi1am Mason. I am ready to state it does not begin with 
the prefix “Noah.” 


STATEMENT OF WILLIAM MASON, OF MASON, PLOWMAN & MASON, 
ACCOUNTANTS AND AUDITORS, PARSONS, KANS. 


Mr. Wini1am Mason. My name is William Mason, and I am the 
senior partner in 4 firm of pub lic accountants with offices in Parsons, 
a city of approximately 17,000 people, situated in southeastern Kansas. 
I have been practicing for upward of 15 years, and for the past 12 
years have defended, free of charge, many victims of the Bureau’s 
errors who were financially unable to pay for their own defense. 

Gentlemen, before I read my statement, may I be permitted to thank 
each and every one of you for the privilege ‘of seotidirinies before you 
today. Although I happen to be chairman of the Federal Taxation 
Council of the Kansas State Chamber of Commerce and its representa- 
tive on the Federal Taxation Committee of the Council of State Cham- 
bers of Commerce here in Washington, I have come here at my own 
expense only in the capacity of a private citizen and as an advocate 
for approximately 30 million low-income taxpayers who, having been 
granted numerous rights under the provisions of the Internal Revenue 
Code, actually do not have a vestige of power to enforce those rights. 
On the other hand, the newest junior appointee on the Bureau’s en- 
forcement staff, after 3 months’ indoctrination in a Bureau school, 
may implement and enforce his own decree with all the might of the 
most powerful Nation on earth, immune from any possibility of im- 
partial review. It was Abraham Lincoln who said “To consent by 
silence when they should protest makes cowards of men.” Gentlemen, 
with good conscience, we may no longer consent by silence. We must 
at this late date begin to protest. 

Mr. Chairman, this is my respectful protest and a suggested 
remedy. 

A dispassionate survey of these cases brings to mind the unassail- 
able truth of the statement that rights without remedies are vain 
things, and to those who are unjustly compelled to pay a tax as a 
disaster of less magnitude than a ruinous and unequal contest with 
the Bureau, a code which fails to provide even one solitary effective 
remedy for low-income taxpayers ranks no higher than an instrument 
of extortion. 
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The cost of conference, appellate, and legal staffs of the Bureau 
and the cost of the Tax Court—all paid out of the National Treasury— 
is attributable almost entirely to controversies and litigation initiated 
by high-income taxpayers. Furthermore, the right which such tax- 
payers enjoy to deduct their litigation expenses and save tax at high 
rates amounts to a Government grant-in-aid, and contrasts sharply 
with the defenseless position of a vast army of low-income taxpayers. 

I fervently hope that it is not necessary to stress the enormities com- 
mitted against defenseless taxpayers in order to prove the urgent need 
for remedies. It should be sufficient to point out that although the 
Bureau’s enforcement personnel are all made in the image of God, they 
have not been endowed with His attributes. 

Mr. Foranp. Let me congratulate you there, Mr. Mason. 

Mr. Wii1am Mason. The fear, distrust, and resentment which 
mark the attitude of taxpayers generally toward the Bureau is the 
direct result of their naked and defenseless position under the code and 
the surrender by the Congress to the Bureau of a degree of power no 
less absolute than was Hitler’s at the zenith of his despotism. Effec- 
tive remedies guaranteed by law would prove a certain specific for 
this situation by removing at once all temptation to determine defi- 
ciencies which could not survive impartial scrutiny and review. 

Pending consideration of my request, if the committee is so per- 
suaded, two evils which now sully the fair name of the greatest democ- 
racy on earth should be rooted out. First, the 100- percent levy against 
salaries and wages should no longer be tolerated in the administration 
of the code. It is inhuman, and the threat of garnishment is equally 
so. A continuing levy of 10 percent, as was proposed in the bill 
introduced by Mr. King in the 82d Congress, would get the money 
and remove the stigma. Second, the monthly production quotas of 
deputy collectors, if still in force under the reorganization plan, should 
be abolished and relegated to the limbo of forgotten things. Not- 
withstanding the pronouncements of former commissioners, enforce- 
ment personnel interpret their quotas as mandates to produce and 
if, under the compulsion of a high quota accompanied by low produc- 
tion, practices ensue which are devoid of either moral or legal sanction, 
the evil lies in the system of quotas. 

Any plea for remedies for the millions of taxpayers who now have 
none should be accompanied, of course, by an expression of the most 
unyielding opposition to a vast extension of the judicial or quasi- 
judicial function, for such a pretended cure would be many times 
worse than the disease. 

It would be presumptuous of me to attempt to propound a construc- 
tive scheme of effective remedies which would satisfy the need for 
them, for Washington, I am sure, is amply endowed with the capacity 
to do just that. But, perhaps, the committee will allow me to propose 
a plan which, in my humble judgment, may merit further considera- 
tion. I refer to the appointment of summary appeal agents on an 
honorary and volunteer basis somewhat in the manner of appeal agents 
appointed to check the decisions of draft boards under the Selective 
Service Act. There are men of high integrity in every community 
far better qualified to determine the facts than any deputy collector 
operating, as he does, under the duress of production quotas and the 
fear of losing his job, and there are tax attorneys and tax accountants 
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who have spent long years in learning the tax law who are far better 
qualified to apply it. 

If the power of decision is not to be vested in such summary appeal 
agents then, as an alternative, it could be vested in an appointee for 
each administrative district, who should be paid a salary on a full- 
time basis commensurate with the importance of the work he will be 
required to perform. 

A petition to the Tax Court or the district court appealing a de- 
cision against the Bureau should go up on the finding of facts in the 
summary proceeding and at the entire cost of the Government, the 
taxpayer’s brief to be prepared by the summary appeal agent or the 
district appeal agent without cost to the taxpayer. 

Summary proceedings should be informal, and a simple finding of a 
controversy by the summary appeal agent should stop the running 
of all statutes of limitation until a decision become final. 

Jurisdiction should not be limited, but should embrace all con- 
troversies involving open years, including a determination of defi- 
ciency, an abatement of a warrant, the staying of an execution sale, 
and a claim for refund, whether filed or not. 

Almost a generation ago a Republican Congress created the Board 
of Tax Appeals in the teeth of a Re publican administration. The 
records of that tribunal and of the Tax Court which succeeded it prove 
beyond cavil that this statutory remedy, available only to high-income 
taxpayers, is now, and always has been, an acute necessity. In the 
July 20, 1953, issue of the publication named “Lawyers’ Weekly 
Report” Prentice-Hall, Inc., published an analysis of 11,013 cases 
decided by the Board of Tax Appeals and the Tax Court over the 
11-year period 1940 through 1950, which showed that taxpayers won 
22, percent of the cases and partially won another 39 percent of the 
cases, or a total of 61 percent of the cases won by taxpayers in whole 
or in part. 

Although the foregoing figures may not properly be used to estimate 
the percentage of errors in deficiencies against low-income taxpayers 
they are sufliciently informative to compel the conviction that the 
annual total number and amount is very large and, if generally known, 
would shock the national conscience. 

In conclusion, I would like to remind this committee that it now 
has a golden opportunity to reimpose, on a safe and sound basis, dem- 
ocratic processes in the all-important business of tax collection and, 
incidentally, renew the people’s faith in the integrity of our Govern- 
ment—theirs, yours, and mine. 

I thank you for listening so patiently. 

The CuarrmMan. We certainly thank you, Mr. Mason, for your very 
able presentation on this topic. 

Are there any questions? 

Mr. Mason. I would just like to ask where Mr. Mason got his 
education. 

Mr. Witu1aAm Mason. A few miles from where you got yours, sir. 

Mr. Mason. And your flow of language—you can use some pretty 
cutting language and pretty forceful. 

Mr. Wiittam Mason. Thank you, sir, and assuredly justified if you 
knew the facts. 

The Cuarrman. Thank you. 








1336 GENERAL REVENUE REVISION 


Mr. Baker. Mr. Mason, I have been very much impressed with 
your testimony, and I am interested in the jurisdictional branch of 
it—of course in criminal cases. What do you understand the law to 
be now on that subject ? 

Mr. Witu1am Mason. If any of these people who are financially 
unable to pay the cost of a petition to the Tax Court, just what is nec- 
essary, if any of those controversies, as so many of them are, are to 
be contested ¢ 

Mr. Baker. I mean jurisdiction. There is a sharp division of opin- 
jon at the moment on the jurisdictional question. What do you un- 
derstand the law to be now as to venue? 

Mr. Witit1am Mason. There is not any alternative, of course, to the 
20 days. 

Mr. Baker. What do you understand the law to be now on venue— 
the jurisdiction in criminal cases under the Internal Revenue Code? 

Mr. Wittiam Mason. He must go to the Tax Court. 

Mr. Baker. I am talking about a criminal case you might have. 

Mr. Wituram Mason. Oh! A criminal case. I beg your pardon. 

Mr. Baker. I thought you were referring to jurisdiction. 

Mr. Witiiam Mason. No, sir. 

Mr. Baker. Do not you have any knowledge of the criminal aspects 
of it? 

Mr. Witxi1am Mason. A little. 

Mr. Baker. Allright. For many years it has been understood to be 
the law that the exclusive venue is in the district of the State wherein 
the return is filed. 

Mr. Witt1am Mason. I understand your point now. 

Mr. Baker. But there is a sharp division in the courts now on the 
subject, on the question of accessibility of witnesses and so forth. 
Have you gone into that? 

Mr. Witi1am Mason. No, sir. I am afraid I am not competent on 
that point. 

Mr. Baxer. That should be clarified, Mr. Chairman, in this bill. 

The Cuairman. Thank you, sir. Iam glad you brought it up. I 
hope you will bring it up with Mr. Stam. 

Mr. Foranp. Mr. Mason, I have been on this committee since 
1943, and I believe that your statement is one of the best I have 
heard in all that long period of time. 

Mr. Witit1am Mason. Thank you, sir. 

Mr. Foranp. You have presented to the committee the troubles 
of the little fellow, so-called, and I think you have given us food 
for thought. 

We have received many complaints—I am sure every member on 
this committee has at some time or other received complaints along 
the lines of what you have set out in your brief and again I say, 
“My compliments to you.” 

Mr. Witi1am Mason. Thank you. 

The Cuarrman. Any other questions? 

Mr. Esernartrer. I want to agree with what my colleague, Mr. 
Forand, just said. It was a very stimulating statement, and I am 
certain that all members of the committee have some idea from 
complaints they have received of the general attitude of some of 
these collectors and their agents. 
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I would like to ask you this specific question as to production 
quotas: Are you quite sure that the deputies have a production 
quota ¢ 

Mr. Witu1am Mason. My own man in my own little town has a pro- 
duction quota of $5,000 a month. 

Mr. Esernarter. In other words, he must produce that much 
taxes which were not reported or something like that? 

Mr. Witi1am Mason. That is what they say. They say they havea 
mandate to go out and determine deficiencies of at least $5,000 a month, 
regardless of whether they are there or not, legally. 

Now, let us be fair. Previous Commissioners of Internal Reve- 
nue have said time and time again—Mr. Dunlap for one—that these 
production quotas—what these men actually turned in in the form 
of money and the amount is, therefore taken into account in con- 
nection with an increase in their salary or promotion, but when you 
say that to these other enforcement personnel themselves, they say 
this: “We know what they are for.” 

Mr. Esreruarter. Do you think that the promotion of a deputy 
depends somewhat upon his collections of so-called delinquencies? 

Mr. Witt1amM Mason. I do not think so, but they do. When they get 
thos production quotas—this man who has said his production quota 
for each month is $5,000, that man is afraid if he does not turn in at 
least $5,000, something is going to happen to him. 

Mr. Enernarrer. It seems to me that I have heard some expres- 
sions from collectors that certain men are very good producers and 
that seems to be the yardstick to measure a man for promotion. 

Mr. Witxt1am Mason. I think it is. 

Mr. Esernarter. You think it is? 

Mr. Witi1am Mason. Yes, sir. 

Mr. Esrrnarrer. Is that your experience ? 

Mr. Witit1Am Mason. Yes, sir. 

Mr. Ernernartrer. It seems to me, Mr. Mason, that the Congress 
could very well have a committee go into that specifically—a special 
committee ? 

Mr. Witt1amM Mason. Yes. Now, then, may I say this, too: It may 
be strange to you that possibly this is the first time that this subject 
has been broached before this committee—— 

Mr. Exnernarrer. I will say to you, frankly, that it has been 
brought before our committee before and discussed in executive 
session, but always the Commissioner has stated, “Oh, we do not do 
things like that.” 

Mr. Witx1am Mason. I have got a very full file of these cases—a very 
full file. In my town, they know if anybody is set upon unjustly, their 
friends usually say “You go to Mason.” Consequently—I am not talk- 
ing now from anything else but my own personal experience in con- 
nection with actual cases, and, gentlemen, on the most conservative 
estimate, it is my firm conviction that the Bureau of Internal Reve- 
nue determines every year not less than 100,000 illegal deficiencies 
against this large group of low-income taxpayers, simply and solely 
because they have no means of contesting it and then reviewed by 
any impartial authority. 

Mr. Esernarter. It is too expensive for the ordinary taxpayer? 

Mr. Witu1am Mason. Oh, much, sir. The bulk of them cannot 
afford to go to somebody like me and say “Can you do anything about 
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this case and do I really owe it?” If you say “No, you do not owe it, 
but it is going to cost you, because I have got to file a protest and I may 
have to file a petition to the Tax Court.” I have filed four petitions in 
the last year and three of them have already been disposed of. One 
went to trial and the Commissioner lost. It was considered by the 
entire Tax Court and they handed down a decision for the taxpayer. 
The other two cases were settled in conference on the taxpayer’s terms 
and not on the Government terms. There is one other case that is to be 
heard during the week of October 13 and in that case, when the agent 
came in, he said to my wife, “I am going to throw the book at him.” 
He did just that. I think he assigned six or seven allegations of error 
in the petition to the Tax Court and, gentlemen, when I get before 
the conferees, I will set that committee to questioning it. 

Mr. Esernarrer. It seems to me that that term “I am going to 
throw the book at you” has been used quite frequently, especially in 
the Bureau of Internal Revenue. 

Mr. Witx1am Mason. I laid the question before several of the high 
officers of the Bureau in the Kansas district, including Mr. Bookwalter, 
who is now tax director at Kansas City for the western half of Mis- 
souri. I mentioned this case and I told him it was a shocking case. 
All I got from Bookwalter was, “Well, we are in the throes of reor- 
ganization and the guy that did it probably hasn’t now got a job,” and 
he does not know whether he himself has got a job. 

Gentlemen, there is not a vestige of fairness about the whole thing 
and it simply amounts, brutally, to this: If the agent says “this is it,” 
that is it. There is no appeal; there is nothing you can do about it. 
It is another job for me if it happens to come up to me, but I am one 
little man. There is one group in this country that could satisfy you 
gentlemen as to the urgent need for some additional remedy and that 
is the man in our own localities. It has got to be in our own locality. 
A prospective victim of the Bureau has ‘got to be able to go to some 
yerson or some board in their own locality and say “This is what the 
anal is going to do to me; are they right or are they wrong?” He 
cannot do that now; he has got to pay, and there is no other alter- 
native. 

Mr. Esernarter. Do you think, Mr. Mason, that the fear that the 
ordinary low-income taxpayer has of going through proceedings and 
hiring a lawyer is used to the advantage of the Federal Government in 
assessing these delinquencies? 

Mr. Witi1am Mason. There is no question about it, sir, and I think 
the main reason is this system of production quotas. Those men are 
married and have families; they have financial responsibilities and 
when they are faced with a production quota of $5,000 a month, that 
man knows he has got to produce $5,000 a month, whether it is done 
legally or not. 

Mr. Kean (acting chairman). The Bureau denies it. 

Mr. Witi1am Mason. Yes, sir. 

Mr. Kean. Every Commissioner we have consulted with denies the 
fact there is such a production quota. 

Now, they do say that there is a quota of the amount of work that 
they do—not the amount of money they collect—but the number of 
cases which they complete. They say they evaluate them on the 
amount of work they complete. The fact whether they bring in a 
certain amount per year, they say, is not at all true. 
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Mr. Wiit1am Mason. Mr. Kean, couldn’t we then properly dispose 
of the amount feature of the quota? What use do they perform if it is 
merely a question of cases that is going to be the criteria as to whether 
this man is to be promoted or get more salary? What do we want 
the amounts there for? 

May I say this too: You are too much of a lawyer and know enough 
about it to know perfectly well—— 

Mr. Kran. I am not a lawyer. 

Mr. Witt1am Mason. That statement by any Commissioner is self- 
serving, just as my statement before you today. Can that be considered 
self-serving? What kind of inducement could there be for me to spend 
$200, which I cannot deduct on my tax return, incidentally, to come 
here before you and make the statements that I have. I have got to 
be able to prove every one of them. May I say this, too: We started 
a brush fire in Kansas about 2 years ago on this very subject in answer 
to Colin Stam’s request for answers to the questionnaires. My com- 
mittee rather went wild and made certain changes against the Bu- 
reau in what we thought was too red-blooded and vigorous language 
and we put that brush fire out. The point I was going to make 
escaped me at the moment. Yes; I was talking about self-serving 
statements. 

Mr. Kean. If you can give us any proof that there is such a quota, 
we would be extremely glad to hear it. 

Mr. Witu1am Mason. Thank you, Mr. Kean. 

Mr. Kean. But it has been denied by every Commissioner that 
we have questioned that there is such a quota, and that they have to 
bring in a certain amount per month, which you say is $5,000. 

Mr. Witi1amM Mason. The agents know as a rule 

Mr. Kran. I have talked to the agents about it and no agent will 
acknowledge it to me that it is a fact. 

Mr. Witt1am Mason. Have you talked to a deputy collector? 

Mr. Kean. Yes. 

Mr. Witu1am Mason. Why not let us address this question directly 
to Mr. T. Coleman Andrews and see what he says about it? 

Mr. Kean. I have done so. 

Mr. Witu1am Mason. What does he say? 

Mr. Kean. He said “No.” He told me just what I have told you. I 
talk to the deputy collector every time I run into an income-tax 
matter—that is, those who happen to come to look at anything that 1 
have anything to do with—and I have asked them various things. 
I have discussed with the deputy collector the question of what their 
troubles were; I have discussed with them this question that it seemed 
to me that the collectors when they come to the taxpayers seem to 
me to feel that they have to make a showing as to collecting money 
and that, therefore, they will make some charges which will be a small 
sum of money in favor of the Government, which is so small that it 
does not pay a person to fight it, and I have taken that up and they 
have always said that they do not have a quota. Mr. Andrews said 
that they are judged on the amount of cases that they close. That is 
what they told me, and if you can give me any proof to the contrary, I 
would be very glad to have it. 

Mr. Wiii1aM Mason. May I cite the most recent case that came to me 
only last week? It is the case of a man who works for wages and also 
had a 160-acre farm. Hesold 120 acres which was an unimproved por- 
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tion of the farm and retained 40 acres that was improved with a 
house on it in which he lived. He is fe eding a bunch of cattle on these 
40 acres and 2 years ago he was called on by the de sputy collector and 
the deputy told him he could not claim a deduction for the cost of the 
feed oe the cattle. There was a loss, of course, as there usually is 
and as there has been for a year or two in any livestock feeding 
activity. They called the matter up again with respect to 1951 and 
1952 and the same deputy said “I am going to allow you the cost of 
your feeding in connection with this cattle feeding activity of yours 
on this 40 acres.” So, the man said “What about the $250 you charged 
me 2 years ago because you would not allow me to treat the loss on this 
farm as a deductible loss?” and the deputy merely shrugged his 
shoulders. 

Mr. Kean. That may have been wrong in that case, but what 
has that got to do with what I was saying about the question of 
quotas ¢ 

Mr. Wituram Mason. Because that still exists, regardless of your 
information. 

Mr. Kean. Will you give us some proof of it? We shall be very 
glad to have it. 

Mr. Wiitr1am Mason. It is awful difficult to do that. You see, what 
I would probably have to do would be to obtain the termination of a 
deputy collector from his job; so, I would be reluctant to do that. 

Mr. Kean. You can find a deputy collector who has retired so that 
he can talk just as much as he wants to and have him tell us that he 
was under such a quota. 

Mr. Wit11am Mason. Mr. Kean, does this committee have the power 
of subpena? 

The Cuarrman. No, we do not. 

Mr. Wituiam Mason. You might be able, if you had the subpena 
power, to summon some of the deputy collectors to come before you 
and give this information. It will be difficult for me to get a deputy 
collector to swear in an affidavit that he has a production quota in a 
dollar amount every month. 

The Cuatrman. I have had a little experience of my own along 
this line. 

( Dise ‘ussion off the record) 

The Cuarrman. I believe there is something to this quota system. 

Mr. Foranp. I was quite interested in Mr. Kean’s statements that 
he had interviewed the Commissioner and others and could not find 
any verification of the charge that Mr. Mason is making. Well, I 
ean tell you that I had one of the deputy collectors in my own area 
come to me last year and complain not only as to the fact that they 
have a quota to meet, but also that discrimination was being shown 
and if they wanted to ax someone out of the service, they would give 
him a certain batch of cases to look into which were very difficult cases 
so that they could not make the quota and then they would charge 
them with inefficiency. 

So, while I can readily understand why none of these men would 
want to be questioned on the public record i in this regard for fear of 
losing their jobs, I say to you that the evil does exist and there should 
be ways found to get at it. 

Mr. Wrmu1aM Mason. I agree heartily. 
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Mr. Esernarter. I think, Mr. Chairman, if a searching investi- 
gation and survey were made, you would find without doubt that 
ae are based upon production. I do not have any doubt 
of that at all, because if you talk to any deputy in any territory, you 
can fee] it; in all cases they practically agree that that is what promo- 
tions are based upon. 

That is all I have to say, Mr. Chairman. 

The CuarrmMan, If there are no other questions, we thank you very 
much, Mr. Mason. It was very nice of you to appear. 

Mr. WiittAm Mason. May I go back to my own hometown and tell 
my friends there that I did one ‘thing while in Washington: I shook 
hands with Dan Reed. 

The Cuatrman, Thank you very much; that is very kind of you. 

The next witness is Mr. Harold Kamens of Newark, N. J. Is Mr. 
Kamens in the room ? 

Mr. Kamens. Yes, sir 

The CuarrMan. Mr. Kamens, if you will come forward and state 
your name and the capacity in which you appear, we shall be glad 
to hear you. 


STATEMENT OF HAROLD KAMENS, COUNSELOR AT LAW, 
NEWARK, N. J. 


Mr. Kamens. Mr. Chairman, I do not want to interject a gratuitous 
statement, but I have been with the Bureau of Internal Revenue and 
to say a quota exists is absolutely in error. I cannot stand by and 
see them defamed in vain. There has never been a quota system in 
the Bureau of Internal Revenue. I have been a deputy collector and 
an agent and we were judged on our ability and by no other criteria 
and certainly not by the amount of money we brought in, because if 
that were the case, you coul | literally go out and set up a taxpayer for 
hundreds of thousands of dollars for no cause whatsoever. 

Mr. Kran. How long ago were you with the Bureau, Mr. Kamens? 

Mr. Kamens. Five years; from 1942 to 1947. 

Mr. Kran. Were you in the State of New Jersey ? 

Mr. Kamens. Yes, sir, I was, Congressman Kean. 

Mr. Foranp. Do you mean to tell the committee, Mr. Kamens, that 
just because you did not have that experience that others have not 
had it? 

Mr. Kamens. I do not, but I have had conversations during the 
time I have been with the Bureau of Internal Revenue with many 
of my coworkers and I never knew a quota system to exist. 

Mr. Foranp. I will tell you very frankly that I prefer to take the 
word of the boy that came to me than to take your word that it did 
not exist. You, perhaps, did not have that experience, but do not 
tell the committee it does not exist, because I know it does. 

Mr. Esernarrer. How many offices did you work in? 

Mr. Kamens. Two offices. 

Mr. Evernarter. Where? 

Mr. Kamens. In Newark, N. J. 

Mr. Esveruarter. You worked only in the one city? 

Mr. Kamens. Newark, Hackensack, and Paterson, all in New 
Jersey. 

Mr. Esernarrer. Under one collector? 
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Mr. Kamens. First, I worked under the collector of internal rev- 
enue and then under the internal revenue agent there. 

Mr. Esernarrer. Your work was confined to practically one dis- 
trict or one region ¢ 

Mr. Kamens. Yes, sir, one district. 

Mr. Eseruarrer. How can you speak for the entire country and 
the entire system? 

Mr. Kamens. I am only speaking about my experience. 

Mr. Esernarrer. You said you absolutely denied that it went on. 

Mr. Kamens. Within the realm of what I know. 

The Cuarrman. Are you with the Bureau now? 

Mr. Kamens. No, sir. 

The Cuairman. When did you leave the Bureau? 

Mr. Kamens. In 1947, sir. 

The Cuarrman. During the 5 years prior to that you were in that 
district engaged in this work; i is that right ? 

Mr. Kamens. Yes, sir. 

The Cuarmman. What are you doing now? 

Mr. Kamens. Now I am practicing law, sir. 

The Cuarmman. Where! 

Mr. Kamens. In Newark, N. J. 

Mr. Exsernarrer. Specializing in tax matters? 

Mr. Kamens. Yes, sir. 

Mr. Kine. Mr. C hairman, I think that this problem would hinge 
a great deal on the district one works in and the personalities involv ed. 

‘| think that in the experience several of us have had with the Bu- 
reau that there was anything but uniformity at some of the policy 
levels throughout the country. W hat might be true under the juris- 
diction of one collector or one agent’s oflice, would be vastly tious 
from the same conditions prevailing in another. I only know of one 
instance of this sort. It was not brought to my attention officially, 
but it involved quite an important case which was sort of abandoned 
in one of the districts because it was so complicated and so involved 
that it was the genera] opinion of the agents working on it that, per- 
haps, many weeks, or even months, would be consumed in getting at 
the true facts, if they were ever gotten and in the meantime such agents 
that would be assigned to such a case would, perhaps, ruin their | pro- 
duction record because of the long hours or even days or weeks that 
would be employed by them on this assignment. So, I think that even 
though one area might not be afflicted with this situation, that would 
not mean that the very next or adjoining area could not very well 
have, even unwritten, the understanding that your ratings in the top 
oflice were predicated a great deal upon your production. 

The CHarrman. Mr. Kamens, you may proceed with your general 
statement. 

Mr. Kamens. My name is Harold Kamens and I am an attorney 
from Newark, N. J., specializing in Federal taxation. 

My recommendations are culled from experience and research and 
are designed to result in a more expeditious assessment and collection 
of Federa] taxes and are both fair and equitable to the Treasury De- 
partment and the taxpayers. 
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ASSESSMENT OF MISCELLANEOUS TAXES 


Problem: When a taxpayer is assessed for income, excess-profits, 
estate, and gift taxes, there is a clearly defined statutory right to ap- 
peal to the Tax Court of the United States under section 272 (d) 
1. R. C. However, when the same taxpayer is assessed for all other 
Federal taxes, such as withholding, amusement taxes, excises, and so 
forth, taxpayer has only the right granted by the Bureau of Internal 
Revenue procedure to appeal to the appellate staff and then to the 
Bureau of Internal Revenue at Washington, D. C., or pay the tax and 
file a claim for refund. 

This means that the taxpayer cannot get a court hearing unless he 
actually pays the tax which he may be financially unable to do. 

Proposed solution: In all cases involving assessment of taxes, the 
procedure for assessment of miscellaneous taxes should parallel 
income-tax procedure, that is, right of appeal to the United States Tax 
Court. 

JEOPARDY ASSESSMENTS 


Problem: Under the law with respect to jeopardy assessments, the 
Commissioner of Internal Revenue may make a jeopardy assessment 
without informing the taxpayer, and tie up the taxpayer’s assets for 
an indefinite amount of time, unless the taxpayer is willing either to 
file a bond for twice the amount or pay the proposed assessment. 

This is inequitable since it may have the eflect of literally putting 
ihe taxpayer out of business without notice. In any case, it certainiy 
jeopardizes his financial stability. 

Proposed solution: It is recommended that a jeopardy assessment 
be not good for more than a limited period, e. g., 2 weeks, unless the 
Commissioner states why he believes the taxes are in jeopardy and 
nermits the taxpayer to argue the issue of jeopardy before a United 
States district court judge, or some other authorized individual. This 
would give the taxpayer an opportunity to fully protect his assets. 
The intervention of a disinteres!2d party would certainly go far in 
assuring the taxpayer of an objective hearing with respect to whether 

r not there is jeopardy. 

The purpose of a hearing before a United States district court 
judge would not be to decide the case on the merits, but to make such 
equitable adjustments as the circumstances warrant. The final as- 
sessment would await the usual procedure. 

Mr. Urr. Could I interrupt at this point on the jeopardy question ? 
Did we not pass a jeopardy provision recently ¢ 

Mr. Reep. Yes, sir. 

Mr. Urr. Did it cover this? 

The Cuarrman. No, I do not think so. 

Mr. Kran. We passed a bill saying that jeopardy assessments could 
be taken off, if the Government wished it. That was the King bill. I 
do not know whether that went through the Senate or not. Yes, it did 
go through the Senate and that was the King bill, but it does not 
quite go as far as Mr. Kamens wants it to go. In other words, now 
when the Government once put a jeopardy assessment on, it stayed on 
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until the whole case was settled, and the new bill would make it possible 
for the jeopardy assessment to be taken off whenever the Government 
ielt it was no longer necessary. 

The Cuarrman. You may proceed with the balance of your state- 
ment, Mr. Kamens. 


APPEALS TO THE UNITED STATES TAX COURT 


Mr. Kamens. 9-3 In order to appeal to the Tax Court under 
section 272 (a), I. R. C ye taxpayer has a 90-day period from the 
time of mailing of his 90 ae Ly letter. The law makes the 90-day period 
a requirement for the Tax Court ee —_ this time period can 
not be waived no matter what the reason may be for the taxpayer’s 
failure to file his petition on time. This can and has resulted in 
harsh and unfair tax burdens upon the taxpayers for reasons based on 
form rather than substance. 

Proposed solution: It is recommended that the various judges of 
the Tax Court be given the right to extend the 90-day period for an 
additional 30 days for such reasons as failure of the mail, illness of the 
taxpayer, and such other grounds as the judges, in their good discre- 


+) 


tion, believe merit an extension of time. 
UNDERESTIMATING PENALTIES 


Problem : Under the present law, 294 (d) (2), the penalty for under- 

imating the tax is, among other possibilities, 6 percent of the dif- 
ference between the amount estimated and the amount of tax 
determined to be due. If the amount of the tax, which appears on 
the return, is $1,000 and the revenue agent’s office determines that the 
true tax is $2,000, and the estimate is $500, the penalty for underesti- 
mating this amount will be based on the $2,000 figure rather than the 
$1,000 figure. 

This is frequently unfair since the taxpayer may, after a careful 
review of the law, have determined his tax to be $1.000. The mere 
fact that the Director’s office determined that an additional amount 
of tax was due should not penalize the t axpayer if there was a genuine 
disagreement on the application of the law or fact 

Proposed solution: In any case, the underestimation penalty should 
not be based on the final tax of $2.000 if the taxpayer has, in good 
faith, determined his tax to be $1,000 as per above. 


LIENS 


A. Section 3672 A of the Internal Revenue Code provides that the 
Commissioner of Internal Revenue shall file a lien for taxes in either 
the place designated by State or Territory for filing such liens, 
or with the Clerk of the United States District Court for the Judicial 
district in which is eae the property subject to the lien. 

In New Jersey there are 21 couniees, and in order to.file the len, 
it is necessary that such lien be filed in the entire 21 counties. It 
would save the Government considerable expense if the lien with re- 
spect to real estate could be filed in the office of the Clerk of the United 
States District Court once, rather than in the various county offices 
21 times. 
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I am not sure as to the status in other States. Are there any 
questions ? ; 

Mr. Eseruarrer. On page 1 of your statement you say the— 
taxpayer has only the right granted by the Bureau of Internal Revenue Pro- 
cedure to appeal to the Appellate Staff and then to the Bureau of Internal Rey- 
enue at Washington, D. C. or pay the tax and file a claim for refund. 

How does the case vet To Washington é 

Mr. Kamens. I think there is still a discretionary review by Wash- 
ington, sir. : 

Mr. Esernarrer. Discretionary review ? 

Mr. Kamens. Right, 

Mr. Esernarrer. You are not sure about that? 

Mr. Kamens. [| think they have changed it in the last several 
months on miscellaneous type taxes. 

Mr. Exnernarrer. ‘Take the case of an assessment against a corpo- 
ration and if the Appellate Staff of the district or region is agreed 
upon it, there is no way of getting the case for review in Washington, 
is there? 

Mr. Kamens. No, except for miscellaneous taxes there might be the 
right. We are talking about all taxes except income. 

Mr. Exernarrer. You will agree with me that if there is an assess 
ment against a corporation on an income tax basis and if the staff has 
aoreed, there IShoway to get it tothe B ireau in Washington ? 

Mr. Kamens. Right: that serves for income tax. 

Mr, Eserwartrer. Thank you. 

The Cuarrman. Mr. Utt will inquire. 

Mr. Urr. I want to go into that lien matter again. 

In California it is considered to be a lien when it is docketed in the 
southern district in the Federal court and I think that is wrong. 
I still think that the pub ylic is entitled to notice in every single county 
where you naturally look for the posting of liens, because a member 
of the ‘pub lic will go in and buy an automobile and there is no lien 
registered in the county and then he pays cash for it and all of a 
sudden he finds in Los Angeles, several miles away, that there is a 
Federal lien on the docket there and he has to go to the expense of 
checking the Los Angeles docket before the average person in the 
county where he lives buys an automobile, he has to be sure that there 
is not a Federal lien and he should be able to do that in the county in 
which either the buyer or seller resides. I think, regardless of the 
cost, that notice should be given to the public. 

Mr. Kamens. May I add that this recommendation is intended to 
apply only to real estate and not to personal property, because I 
well realize the problems you mention. It would be almost impos- 
sible to buy and sell property up in New Jersey if no search were 
made in the judicial district at Trenton and that would cover all 21 
counties. If a man owned property, or the ¢ erent thought he 
owned property in 3 or 4 counties, they might be required to file 4 
liens at $2.50 per lien, which would be $10. We could save a con- 
siderable amount of money by requiring but one lien to be filed at 
Trenton and it would cover the entire State and if a search is made 
there of titles, such liens would be disclosed. I think in New Jersey 
there are maybe 15,000, 20,000 or 30,000 liens filed per year, because, 
theoretically, if a taxpayer owes money, within 10 days a lien should 
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be filed. I feel this would save a substantial amount of time and 
money. 

Mr. Urr. So far as real estate is concerned, but not on the other. 

Mr. Kamens. Yes, sir; I agree. This was not intended to apply 
to persenal property. It mentions real estate specifically. 

The Cuamman. You may proceed with the balance of your state- 
ment. 

Mr. Kamens. Under section 3674 of the Internal Revenue Code, 
the Government cannot subordinate its lien to a mortgage. The effect 
of this is to freeze the Government lien so that if a taxpayer wishes 
to borrow on property which is subject to a Government lien, he can- 
not increase his mortgage unless the lien is completely paid off. This 
has the effect or result of freezing the Government's assets on prop- 
erties subject to a lien, and in many cases never permitting the lien 
to be satisfied. 

By way of illustration, if we had a piece of property worth $20,000 
and there was a mortgage of $7,000 and the Government placed a 
lien of $15,0000, the taxpayer might come along and say “I can re- 
finance this mortgage for $3,000, but in order to do so, the Government 
must recede to the extent of $3,000 and reduce your $15,000 lien to 
$12,000 and I will give you the $3,000.” Under the law there is no 
specific authority to subordinate the liens of the Government, hence, 
they cannot move. Either the lien is discharged in full or not at all, 
which means that the property may be subject to a lien for many years 
and the Government may never collect some of its revenue on it. 
All it is, is that the Government be permitted to subordinate its 
liens. 

Under section 311 of the Internal Revenue Code, transferee lia- 
bility can be asserted only when there is a transfer of assets as a 
result of a tax based on income, excess profits, gift, and estate taxes. 
With respect to all other miscellaneous taxes, no transferee liability 
can be asserted so-that the Commissioner is frequently unable to ef- 
fectuate collection against a gratuitous transferee. This has resulted 
in taxpayers escaping the payment of a substantial amount of taxes 
each year. 

Proposed solution: It is recommended that the right of transferee 
assessment be permitted with respect to all miscellaneous taxes as 
exists with respect to income taxes. 

Next is the collection of unpaid income taxes from Federal and 
State employees. As the situation now exists, the Federal Govern- 
ment cannot levy against State or Federal employees for unpaid 
income taxes. This creates a discrimination in favor of Federal and 
State employees and permits such employees frequently to escape 
payment of taxes even though they may be earning a substantial 
salary. 

Proposed solution: It is recommended that the Federal Govern- 
ment have the right to levy for taxes against both Federal and State 
employees. 

I understand there is now a bill which would permit the Treasury 
Department to levy against Federal or State employees. Heretofore, 
I understood it could not be done except by possible coercion and you 
could not get a Federal employee to pay taxes if he is working for 
the Federal Government—that is, unpaid taxes. 

The Cuarrman. Does that complete your statement ? 
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Mr. Kamens. Yes, sir; thank you, sir. 

The CHarman. We certainly thank you very much for your 
appearance. 

Are there any other questions? I believe not. 

Mr. Kamens. Thank you, sir. 

The Cuarrman. The next witness is Mr. Clarence O. Schlegel. We 
are glad to see you here, Mr. Schlegel. 

Mr. Scuuecer. Thank you, sir. 

The CHarrMan. You come well recommended by your Congress- 
man, Mr. Bray, of whom we are all very fond. 

Mr. Scuiecen. Thank you, sir; we think very much of him, too. 

The Cuatrman. Yes, sir; he is a fine man. 


STATEMENT OF CLARENCE 0. SCHLEGEL, SECRETARY-TREASURER, 
RELIABLE BUILDING & LOAN ASSOCIATION, CLAY CITY, IND. 


Mr. Scuircet. Mr. Chairman and members of the committee, my 
name is Clarence O. Schlegel. I live in Clay City, Ind., where I am 
secretary of a small building and loan association. Also, I engage 
in some other business, and have become a tax consultant for several 
hundred friends and neighbors. 

I do not represent any organization, but have come before this 
honorable committee as a private citizen, because I have learned from 
practical experience as a tax consultant that some serious faults exist 
in our income-tax system and administration that need correction. 

I wish to state that I am not here because I might be seeking revenge 
as a tax chiseler or evader, for although my reports have been scru- 
tinized frequently by unfriendly investigators, those tax agents have 
had to accept my returns as rendered. Nor do I seek to defend any 
tax chiseler. While I do not like some of the existing rates and 
regulations yet I would not knowingly violate those rates and regula- 
tions that are legal. 

Neither are the people for whom I make reports tax chiselers. They 
are industrious, patriotic, native Americans. Probably the most seri- 
ous offense of which they are guilty is the fact that they belong to 
the lower tax brackets. They often complain of the high taxes, yet 
there is no effort to evade payment. Often, also, they express dis- 
satisfaction with the attitude and the methods of the tax agents who 
examine their returns. Unfortunately, their resentful feeling has 
been spreading and growing quite rapidly. A few years ago it was 
expressed only in whispered murmurings. While the taxpayer so 
often felt and was confident that his report was correct, he could 
not prove that errors and miscalculations had been made by the indi- 
vidual from the Internal Revenue Department who presumably ex- 
amined his report. It must be remembered that the average American 
taxpayer is neither a lawyer nor an accountant. Consequently, he 
is not aware of his rights as an American citizen nor can he detect 
mathematical miscalculations. Neither is this taxpayer able finan- 
cially to hire a competent attorney to appear with him when he is 
called before a tax inquisitor. He goes alone with a longing hope— 
too seldom is it a trust—that he may receive just treatment and a 
fair examination. 

No longer, however, do our long-forgotten and neglected taxpaying 
citizens whisper their resentful dissatisfaction in faint murmurs, but 
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they voluntarily tell of abuses, real or imagined, and penalties they 
have suffered. They regard themselves and they are regarded as 
martyrs, 

This condition is producing two very bad results and may produce a 
third evil. 

1. Taxpayers who are actually guilty of evasion and chiseling are 
given undeserved sympathy. 

2. Since it is recognized that the principal is responsible for the 
acts of his agent, the prestige and the reputation of our own United 
States suffer because of any unjust and un-American methods em- 
ployed by its tax agents. 

This is at present a potential evil that might easily develop into 
one that would be real. Psychologically we are inclined to reflect 
the treatment we receive. Since the tax agents so often treat honest 
taxpayers as dishonest crooks there could very easily be a reaction that 
they would become evaders and chiselers such as we are told abound 
in France. 

I have learned from many sources that this condition of unjust 
treatment exists not only among a few unfortunate unknowns in my 
little, obscure, and remote Hoosier village, but in all too many parts 
of our land. The illustrious Senator from Delaware, our able Senator 
Jenner, the popular Congressman from my district, the Honorable 
William G. Bray, a reverend bishop from Kansas City, farmers, 
laborers, small-business men, professional folk, have related inci- 
dents of unethical and un-American tactics used by deputy tax 
collectors. 

To repeat those incidents would consume too much time of this very 
important committee. I will state that I could get substantiating 
statements and affidavits. 

It often happens, though, that a taxpayer, called before a petty tax 
official, is denied rights that our Constitution and courts guarantee 
the worst criminal. Since these investigations are in reality judicial 
or at least quasi-judicial, comparisons and contrasts between a crimi- 
nal and a taxpayer are justifiable. 

Let us assume that I have robbed a bank in my home State, Indiana. 
What rights am I, a criminal, assured? First, unless I am arrested 
before the expiration of 5 years, the courts ine bring me to trial. 
And if I am arrested, I must be given a speedy trial before an im- 
partial jury and with the assistance of counsel. I know that I will 
not be twice put in jeopardy for my crime. Furthermore, I will be 
considered innocent until the prosecution can prove me guilty. 

I am not a bank robber, however, nor have I ever been accused of 
that crime. I am merely a taxpayer of a low bracket. Let us observe 
what rights I, an American citizen, may be denied. 

It is improbable that my report will be checked until almost 3 years 
after it is made. Unless I have kept a very minute set of records, for 
which the average American has neither the time nor the knowledge, 
it will be extremely difficult to recall the particulars of all transac- 
tions. And then as the examiner most probably will use the net worth 
method I will be almost helpless and unable to prove my innocence. 
My report should be checked more promptly. 

After 3 years I am not yet secure from prosecution. Should there 
be any evidence of fraud—whatever that may be, and regardless of its 
reliability—I may be haled before an internal-revenue agent to 
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answer for an income of 30 years ago. Asa robber I will be free from 
all prosecution after 5 years regardless of accumulated evidence of my 
guilt. Asa taxpayer I am considered worse and lower than a robber, 
an arsonist, or a rapist. I rank with the murderer and the traitor. 

Shall we now contrast evidence as it applies to the robber and the 
taxpayer. Shortly after a bank was robbed I buy a new car, get my 
wife a new fur coat, and give evidence of suddenly acquired wealth. 
Would that be conclusive evidence of guilt? I grant that it might 
be circumstantial but unless the prosecution connected the money I 
spent directly with the money stolen from the bank, I would be 
acquitted. Now as tomy treatment asa taxpayer 

We " suppose that in my 1940 return, I showed a net income and 


paid tax thereon for $3,000. As more than 3 years had passed, I con 
sidered “that nothing would ever be questioned, consequently I de- 
stroyed my records. However, ore ealous neighbor secretly in- 
formed the tax department that I had bo cal anew car that year, pur- 


chased my wife an expensive fur coat, a a trip to Satie, and bought 
other property. The tax agents begin checking. They employ the 
net worth method in their calculations and determine that I owe upon 
$7,000 rather me $3,000. Unless I can produce rebuttal evidence 
that I used s $3,000 from funds taken from a safety deposit box 

earned and sanentea in previous years, and had $1,000 income from 
nonre portable sources, I W il] be forced to pay taxes | do not and never 
owed. The bank robber must be proven guilty; the taxpayer must 
prove his innocence. 

Let us consider another contrast that is favorable to the criminal. 
The robber was found guilty in his trial and was sentenced to prison 
for 2 years. But sometime later the judge and the prosecutor con- 
side red 2 years too light a punishment, so they call the robber again 
to trial that a more severe penalty might be imposed. You say, how- 
ever, that they cannot do that. No, they cannot to the criminal, but 
it is done to the wses He is not immune from further investiga- 
tions even after 2, 3, or more examinations. 

Half a block an my home the re is a businessman who was sub 
jected to 4 examinations for 1 year’s venott In Vincennes, Ind., my 
wife’s cousin and her husba a also were called 4 times for 1 report. 
I did not make either report. I do not know as to their accuracy, but 
I do know that a robber, a murderer, and a traitor can be tried but 
once for a crime, so our taxpayer, whether innocent or guilty, of eva- 
sion or fraud, is a worse, more contemptible creature than these vile 
criminals. 

A robber must be tried before an impartial jury. Am I allowed that 
right as a té ixpayer ¢ Let me ask. Does the tax examiner ever profit 
financially or in any other way when he collects extra taxes from me? 
He says he does not, but from his attitude and methods we taxpayers 
suspect that he does. I was told by the illustrious Senator from Dela- 
ware that he had been seeking the answer to that same question for 
6 years without being certain in his own mind. Many incidents could 
be told that occasion doubt and wonder. Personally, after I was 
checked by one of the Bureau experts I was told I had failed to report 
all my income and owed some $500 extra and delinquent tax. When I 
chec ked his miscalculations, I found he had erred 27 times, and, strange 
to rel: ate, every error was against me; nota single mistake in my favor. 
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Was that merely gross incompetency? The laws of probability sug- 
gested some definite conclusions 1 in my own mind. One of my clients 
was informed that he owed $700 additional tax. He remonstrated so 
firmly that the agent sohueed the amount to $300, upon continued 
opposition from my client, a third computation showed $180; then 
$120, and finally $55, which he paid to stop the inquisition. 

Perhaps the agent does not profit from extra collections, but, as I 
stated before, we taxpayers wonder. It should be remembered at all 
times by all Government agents that they represent our Government, 
the United States of America, and that they should conduct them- 
selves and their official activities above reproach and suspicion, even 
as Caesar’s wife. 

Although I could continue my criticism for hours and produce 
cases in evidence, I will not waste your time with further faultfinding. 
May I now offer some positive suggestions to improve the lot of the 
ae honest taxpayers. 

An absolute statute of limitations of 5 years. And may I inter- 
ak ate that in my experience I have not known where there has been 
any abuse of the statute of limitations, but the law as it is now I fear 
could bring about a lot of abuses on the part of the unscrupulous tex 
collectors and agents, but in order to protect absolutely against the 
abuse, I am making the suggestion that we have a statute of limita- 
tions of 5 years, such as is granted in most States to criminals. 

Second: That the period of checking of tax returns be reduced to 
2 years. I would rather it be 1 year, but we are suggesting the 2 2 years. 

Third: Only one inspection may be made for each taxable y ear for 
any taxpayer. 

Fourth: Requiring the tax agent to inform the taxpayer as to his 
legal rights before extra or delinquent taxes are assessed or collected. 

Fifth: All salaries and remunerations of tax officials and examiners 
to be absolutely independent of unpaid taxes collected, and that all 
their compensations be of open record so as to prevent suspicions of 
any unfairness or partiality. 

Sixth: Tax officials of all ranks and grades to be appointed abso- 
lutely independent of political partisanship and their continued serv- 
ice to be dependent upon their efficiency, integrity, and justice toward 
the taxpayer. 

Seventh: This is a supplementary suggestion and bears little con- 
nection with the above. An employer is required to give his employee 
& statement of his earnings, called a W-2, on or before January 31. 
The taxpayer, however, in many instances must file his annual report 
on or before the same date. To require the employer to supply the 
W-2 earlier in January would often be an imposition. However, the 
taxpayer needs some time after receiving his W-2 until the final date of 
filing his annual return, so I would suggest that the final date for his 
filing be delayed until February 15. 

May I add one further statement, Mr. Chairman. 

The CHarrman. Yes. 

Mr. Scuiecen. Since Congress has indicated an unwillingness to 
lighten the heavy tax burden, as taxpayers we hope it will remove some 
of the onus regulations and laws that harass the taxpayers. 

The Cramrman. Thank you very much for your fine statement. I 
take it from your remarks that you are in favor of tax reduction as 
such; is that right? 
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Mr. Scuuece.. That is correct, Mr. Chairman, for 2 or 3 reasons. 
As I understand, there was a promise that the voters should receive it, 
and when a promise is made, I think it should be kept. And second, 
I would say, fundamentally, that I believe that our tax structure 
would not be damaged too much. If England can reduce taxes on the 
bonus that we give them, then we taxpayers ought to be allowed some 
relief. 

In addition, according to the historical background, in the days of 
the Harding-Coolidge administration there was a very able Secretary 
of the Treasury, Mr. Andrew Mellon, who had advocated a reduction 
in taxes, and everybody thought that the high debt we had was such 
that it would ruin the United States. But he was able to get a reduc- 
tion in the high rates, and strangely enough the revenue was increased, 
rather than decreased. I believe we have passed the point of diminish- 
ing returns. 

The Cuarrman, Thank you very much. Are there any questions? 

Mr. Exvernarter. I want to say, Mr. Schlegel, that I congratulate 
you for coming here, and I appreciate your statement. We have all 
too few private citizens coming before this committee, and in some re- 
spects your statement represents all of them. We listen to witnesses 
who have been coming here week after week, and I suppose that 
perhaps 95 percent of them represent large wealthy financial institu- 
tions, and organizations who are seeking revision of the revenue laws, 
which in many instances are for the benefit of the organization that 
they represent, their clients or their companies. 

I believe also that you have made some very practical suggestions 
here, and perhaps you represent many more thousands of people than 
vourself when you say this statement only represents your own views. 
I think you have expressed the opinion of many millions of American 
taxpayers, and I thank you very much. 

Mr. Scuiecet. Thank you, Mr. Eberharter. 

The Cuamman. We thank you for your presentation. 

Mr. Scutecet. I wish to say that I feel I serve a patriotic duty when 
I discover something which I felt should be brought here, and I wish 
to say also to this committee, that I am thankful that we have a countr y 
in which a private citizen has the opportunity of coming before a com- 
mittee like this. 

The Caatrman. Thank you very much. 

Mr. Scuixcen. Thank you, Mr. Chairman. 

The Crarrman. Is Mr. Sidney Gelfand of New York City here? 
Apparently he has not arrived. I will call Mr. H. Ober Hess. 


STATEMENT OF H. OBER HESS, CHAIRMAN, FEDERAL TAX COM- 


MITTEE, TAXATION SECTION, PENNSYLVANIA BAR ASSOCIA- 
TION 


The Cuatrman. Will you give your full name and the capacity in 
which you appear for the record, Mr. Hess? 

Mr. ‘Hess. Mr. Chairman, my name is H. Ober Hess, and I am 
appearing in behalf of the Pennsylvania Bar Association, in support 
of two matters which fall within the purview of topic No. 28. I have 
preparéd a written memorandum of the suggestions of our association 
in regard to this matter, which is on file with the clerk, and I would 
like to request permission to have it printed as a part of my remarks. 
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The CHarrman. Without objection, it is so ordered. 
(The memorandum referred to follows:) 


MEMORANDUM 


Gentlemen of the Ways and Means Committee of the House of Representatives: 


I am authorized by the Bar Association of the Commonwealth of Pennsyl- 
vania to appear in support of two recommendations which fall within the classi- 
fication of your topic 28. 

I 


The first such recommendation relates to code section 275 (c). We suggest 
that it be amended to provide that the 5-year statute of limitations should apply 
only if a taxpayer omits from gross income an amount in excess of 25 percent 
of that reported without reasonable disclosure upon the return of the omission. 
As the law presently stands, the 5-year statute of limitations upon the assessment 
of additional tax applies whenever 25 percent is omitted from gross income, 
whether or not there is disclosure on the return that the amount has been 
omitted. 

It is not uncommon that a taxpayer, uncertain of the taxability of a certain 
item, but will include it in gross income, but will simply make a statement on his 
return disclosing the fact of the omission. Where there is a reasonable dis- 
closure of the omission on the return it is believed the taxpayer should not 
have the final determination of his liability kept open for 5 years just because 
he has omitted 25 percent from gross income. As the section presently reads, 
the only way a taxpayer could raise a question concerning the doubtful tax- 
ability of a substantial item without having the 5-year statute apply, would be 
to pay the tax on the amount and file a claim for refund. 

It is recommended that section 275 could be amended to take this suggestion 
into account if it were to read as follows: 

“If the taxpayer omits from gross income, without reasonable disclosure upon 
the return of the omission, an amount which is properly includible in gross in- 
come which is in excess of 25 percent of the amount of gross income stated in 
the return, the tax may be assessed or proceeding in court for the collection of 
such tax may be begun without assessment, at any time within 5 years after the 
return was filed.” 

II 


Our second recommendation relates to code sections 3670, 3671, and 3672. 
Under these sections unpaid Federal taxes are a lien in favor of the United 
States upon all property and rights to property of the taxpayer. The lien arises 
at the time the assessment list is received by the Director, but is not valid as 
against any mortgegee, pledgee, purchaser, or judgment creditor, until notice 
thereof has been filed in the appropriate office specified in section 3672 of the 
code. This section also provides that even if a notice is so filed, the lien shall 
not be valid with respect to a security as against any mortgagee, pledgee, or pur- 
chaser of such security, for an adequate and full consideration in money or 
money’s worth, if at the time of such mortgage, pledge, or purchase such mort- 
gagee, pledgee, or purchaser is without notice or knowledge of the existence of 
such lien. Security is defined to mean any bond, debenture, note, or certificate, 
or other evidence of indebtedness, issued by any corporation, with interest 
coupons or in registered form, share of stock, voting trust certificate, or any 
certificate of interest or participation in, certificate of deposit or receipt for, 
temporary or interim certificate for, or warrant or right to subscribe to or pur- 
chase, any of the foregoing; any negotiable instrument; or money. 

It is believed that this provision about securities was designed to permit the 
free flow of banking transactions and the making of collateral loans without 
subjecting the bank to the necessity of constantly checking liens filed in the 
appropriate office in the State where it was located in order to find out whether 
any lien had been filed against its particular customer. At the time this pro- 
vision was adopted, and the definition of “security” was laid down, it is probable 
that this provision did adequately protect the banks because most secured loans 
probably involved the pledge of stocks, bonds, or other securities which clearly 
fell within the statutory definition. 

The banking business has changed greatly in recent years, however, and 
many bank loans are made against collateral which does not fall within the 
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statutory definition of security. While there are many types of collateral which 
might be mentioned, the two most important are life-insurance policies and 
accounts receivable. To include life-insurance poliices within the foregoing 
definition is certainly to stretch its wording very far, and it is doubtful whether 
a court would do this. Certainly no court will hold that an account receivable 
constitutes a security within the meaning of the code. 

It is therefore quite possible that a bank might make what it thought to be a 
fully secured loan to a customer who, unknown to it, had failed to pay his taxes 
and against whom a lien had been filed in the appropriate office; and the bank 
might suddenly find itself without any collateral whatever if the amount of the 
lien exceeded the amount of the collateral which had been pledged to the bank. 
In fact, there have been several recent instances where this has occurred, and 
where after litigation the bank’s position has been held subordinate to that of 
the United States. See United States v. Phillips (198 F. 2d 634 (5th Cir., July 31, 
1952) ), and In re Western Plastics (an unreported decision of a referee in bank- 
ruptcy in California, handed down September 21, 1951). 

It is quite impossible, from a practical point of view, for a bank constantly 
to check all of the offices where income-tax liens against any of tis customers 
might be filed. A large metropolitan bank has thousands of customers living not 
only in many counties, but in a number of States. Any check, to be effective, 
would have to be a daily one and the cost of making it would be prohibitive. Yet 
it is very unjust to impose this risk of loss on the bank where it takes as col- 
lateral property which does not fall within the code definition of a security. 
Once Congress has recognized that pledgees are entitled to protection, it ought 
not to limit that protection by confining it to particular types of property. 
It is submitted that the code should be amended so that anv bona fide pledvee 
for a present consideration, who receives property as collateral for a loan 
without notice or knowledge of the filing of an income-tax lien, should be pro- 
tected against the lien. Such a rule would not impair the ability of the Gov- 
ernment to collect from the taxpayer because the latter would receive the pro- 
ceeds of the loan at the time he pledged his property to the bank. It would, 
however, prevent the Government from being unjustly enriched at the expense 
of the bank by having the latter advance money on what it believed to be a 
secured basis, only to find out later that its security was absolutely valueless 
because the Government had a lien both on the proceeds of the loan and on the 
property pledged to the bank. 

Another serious question affecting banks is raised by sections 3670, 3671, and 
3672 of the code. Their language seems to be broad enough to make it possible 
for a court to hold that after a tax lien has arisen, or at least after notice of the 
lien has been propertly filed, a bank should not permit any withdrawals from 
the taxpayer's deposit account. It is even possible that such a decision might 
be made irrespective of actual knowledge by the bank of the existence or filing 
of the lien. This view has some support in the opinion of General Counsel for 
the Bureau of Internal Revenue reported in GCM 5482, etc. 

It is conceded that the Government has never taken such an extreme position 
in an actual case. The Commissioner of Internal Revenue took a quite different 
attitude in letters dated October 4, 1935, reported in Commerce Clearinghouse 
1938 Federal Tax Service 6249, and January 2, 1941, reported in Prentice-Hall 
1946 Federal Tax Service 176141. The 1941 letter states that the bank will not be 
liable to the Government if it pays checks in the ordinary course of business 
without actual knowledge of the filing of a tax lien; but that once it is informed 
of the lien it should refuse to honor checks for a reasonable time and should 
notify the collector of the extence of the deposit account. 

This qualification in the 1941 letter is, however, an uncertain and impractical 
requirement. It leaves completely indifinite the questions of when a bank is 
informed of the existence of a lien and how long the bank must then refrain 
from honoring its depositor’s checks. Considering the wide publicity that it 
is given in the public press to the filing of certain income-tax liens, it is entirely 
possible that some officer of a bank might read in the newspapers of the filing of 
a lien but that the filing would never come to the attention of the officials of the 
bank in charge of attachments, stop orders, and similar matters. If it should 
be held that the bank had been informed of the lien through the casual reading 
of its officer, a bank which had thereafter paid its depositor’s checks might be 
under a serious liability to the Federal Government. If, on the other hand, the 
bank acted on the newspaper report, and it turned out to be incorrect, or the tax 
claim had been paid, the bank might be under heavy liability to its depositor for 
wrongfully dishonoring his checks. 
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It is recommended that this matter be reviewed and an effort to clarify the 
law should be made at the present time, before some bank has suffered a serious 
loss because of the present unsatisfactory state of the statute and the rulings 
thereunder. 

Respectfully submitted. 

H. Ozer Hess, 
Chairman of Federal Tar Committee, Taxation Section, Pennsylvania 
Bar Association. 

Mr. Hess. Therefore, I can confine my remarks to a very brief state- 
ment. 

Our first proposal has to do with section 275 (c) of the Internal 
Revenue Code. Under section 275, as it stands at the present time, 
if a taxpayer omits from gross income an item which is equal to or 
greater than 25 percent of what he reports, the statute of limitation 
with respect to return is 5 years, in place of the usual 3 years. In 
other words, if the taxpayer’s omission was 25 percent of the gross 
income, the 5 years’, rather than the 3 years’, statute of limitation ap- 
plies to him. 

It is our suggestion that this provision be modified so that the 5-year 
statute of limitation should apply only if there is both an omission of 

25 percent and a failure on the part of the taxpayer to disclose. In 
other words, we think it is essentially unfair to apply a 5-year statute 
of limitation if the taxpayer makes a full disclosure of the fact that he 
omits the income deliberately from the return with a disclosure suffi- 
cient to put the Commissioner on notice, because it is not such an un- 
usual practice for taxpayers where the taxability of an item is in ques- 
tion to indicate on the return that he is not reporting the item because 
of the doubtful taxability of the item. When he does so, it would seem 
to us that the 5-year statute of limitation should not apply if he dis- 
closes the omission of the 25 percent of the gross income in his report. 

Our second recommendation has to do with sections 3670, 3671, and 
3672 of the code, which you gentlemen will recall are the lien sections 
of the code. 

We have several suggestions with respect to those sections in the 
interest of facilitating the Commissioner’s transaction. 

As presently written, the Federal income-tax assessment of any 
type becomes a lien the minute the Commissioners enter it upon the 
assessment list; it becomes a lien binding upon the taxpayer’s prop- 
erty when it is filed in the appropriate office specified in the code. 

There is a further provision in these lien sections which was in- 
tended to facilitate Commissioner transactions, which says that as to 
anything which might be defined as security to persons who take the 
security as a pledge, or as a purchaser, without actual knowledge of 
the lien on file, shall not be bound by the lien. 

The problem with respect to this particular provision, as we see it, 
is there the security which passes free of Federal income tax is too 
narrow a term. In banking transactions these days it is not at all 
unusual to pledge accounts receivable, to pledge insurance policies 
and other items of property of that character which should not fall 
within the definition of security, and therefore would not receive the 
same freedom from lien for taxes from the innocent pledgee or pur- 
chaser as is received presently by stocks and bonds. 

Furthermore, as these sections are presently written, there is nothing 
to show clearly ‘whether a bank would be protected in honoring checks 
drawn on ‘he bank account of a taxpayer against whom a lien has 
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been filed. It is not clear, although the Commissioner, it should be 
said in all fairness, has some informal rulings in rather guarded lan- 
gauge indicating that normally it would be his position that bank 
deposits would not be tied up in that manner as against the payee of 
checks. However, it is our position that that should be cleared up in 
statutory language. 

That, Mr. Chairman, is in substance my remarks. 

The Cuarrman. We certainly thank you for your appearance and 
the information you have given the committee in your oral statement 
and in the statement that has been filed. 

Mr. Hess. Thank you, Mr. Chairman. 

The Cuarrman. Has Mr. Sidney Gelfand come in? 

Mr. Foranp. Mr. Chairman, I ask that Mr. Gelfand’s paper be 
made a part of the record. 

The Cuamrman. Without objection, it is so ordered. 

(The statement referred to follows :) 


STATEMENT OF SIDNEY GELFAND, New York, N. Y. 


Gentlemen, recognizing the need for the mitigation of the effect of the statute 
of limitations in income-tax cases under certain conditions, Congress enacted 
section 3801 of the Internal Revenue Code. This section has been heartily wel- 
comed by both taxpayers and the Treasury, and with only occasional exceptions 
has been singularly free of litigation. However, the present definition of re- 
lated taxpayers, section 3801 (a) (8), discriminates against the corporate form 
of doing business. The code recognizes that unintentional error may occur in re- 
porting income or deductions between husband and wife, grantor, and fiduciary, 
grantor and beneficiary, decedent and decedent’s estate, fiduciary and bene- 
ficiary, and partners. But no provision has been made for error made between 
100-percent affiliated corporations. Thus, under present law a 100-percent owned 
subsidiary corporation may incur an expense and claim a deduction which is 
eventually disallowed and sustained as being a proper deduction of a parent 
corporation. But at that time the statute of limitations may prevent the adjust- 
ment of the parent corporation’s tax liability. Of course, the item in dispute 
might also pertain to income, and it could possibly be the Treasury that loses be- 
cause of the statute of limitations. 

A concrete happenstance indicating the need for adding 100 percent affiliated 
corporations to the definition of related taxpayer is the following: 

S. Corp., a 100-percent-owned manufacturing subsidiary of P who sells the 
product, pays administrative fees to a foreign corpor: tion for items produced 
abroad, which fees are not recognized as a deduction. Since S’s costs are 
passed on to P, the parent, the disallowance is made to P’s income and the 
tax collected. Subsequently it is determined that the disallowance should 
be made to 8’s income. When this takes place, the statute of limitations pre- 
vents P from obtaining a refund. So the consolidated enterprise pays the 
tax twice on the single disallowed expense. 

The suggested amendment. to the code would prevent such happenings. 


The Cuarrman. Our next witness is Mr. Randolph W. Thrower, 
Ksq., appearing on behalf of the American Bar Association. 


Will you give your full name and the capacity in which you appear 
for the record ¢ 


STATEMENT OF RANDOLPH W. THROWER, ESQ., ATLANTA, GA., 
APPEARING ON BEHALF OF THE AMERICAN BAR ASSOCIATION 


Mr. TuHrower. My name is Randolph W. Thrower. I am an at- 
torney living in Atlanta, Ga., and I am appearing on behalf of the 
American Bar Association in connection with recommendation for 
legislation under item 28. I am chairman of the committee on the 
statute of limitations of the tax section. 
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The Cuatrman. Mr. Thrower, is Mr. Camp your Representative? 

Mr. Turower. He is not my Congressman. Mr. Davis 7 my Con- 
gressman. However, I have a very high regard for Mr. Camp, and 
I am sorry he is not here. 

The Cuatrman. There are two very fine men. 

Mr. Turower. With one exception all of the proposals which we 
are urging before the committee were incorporated in the Reed-Camp 
bill, H. R. 4775, of the 82d Congress. I will not attempt to cover 
in my discussion this morning each one of them. I would like to 
have permission, Mr. Chairman, to file a written statement as a part 
of my remarks. 

The CuarMan. Without objection, it is so ordered. 

Mr. Turower. I would like, however, to discuss briefly 3 or 4 of 
the proposals which are being made, which I think are possibly the 
more significant of the proposals; and which point up the sort of 
problems that all of the proposals are directed to. 

The first proposal which I would like to discuss is that establishing 
the period of limitation where no return is filed by the taxpayer, pro- 
vided that the failure for doing so is the result of ignorance on the 
part of the taxpayer and not fraud. 

As you gentlemen know at the present time there is no statute 
of limitation where a taxpayer fails to file a return no matter how 
innocent. Consequently, the taxable year is open for any period 
of time, which may be 5 or 10 or 15 or 20 years. The time is limited 
only by the unfettered discretion of the revenue agent. Usually it 
is the small, uninformed, poorly represented taxpayer who does not 
file the return, and it is the particular sort of taxpayer who does not 
have records available for earlier decades or earlier periods. 

Our proposal would correct this situation and where the failure 
is due to innocence, and is not due to fraud, would establish a 6-year 
period of limitation. I think that some additional period beyond the 
normal period should be allowed for the Commissioner to make cor- 
rection of errors, but we think that normal corrections could be made 
in a 6-year period and that would be a fair period. That would apply 
here the policy of repose, which we think is as applicable to this sit- 
uation as it is now to the other. This proposal was set forth in 
section 139 of the Reed-Camp bill. 

Our next proposal would give to the Commissioner the authority 
to enter into an agreement with the taxpayer to extend the period of 
limitation in regard to estate and gift taxes. As you gentlemen know, 
he now has the authority with respect to income taxes, but he does 
not have that authority with respect to estate and gift taxes. Conse- 
quently, as regards estate and gift taxes, there is an inflexible, un- 
yielding period of limitation prior to which action must be taken, 
and the result of this is that often the action is hurried and ill-con- 
sidered; the issue is not fully negotiated, and sometimes arbitrary 
action is required. This does not stop the controversy, but extends it, 
and often leads to litigation which otherwise would be avoided. 

We think that it is very much in the interest of the taxpayer that 
this authorization be given to the Commissioner, and we think that 
it clearly would be in the interest of the Commissioner to have this 
authority. 

These proposals were incorporated in sections 211 and 253 of the 
Reed-Camp bill. 
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The next proposal on which I would like to comment relates to the 
period of limitation in regard to claims «against transferees. Under 
the present law where t axpayers trans fer property cre ating : a reversion 
in him, the Commission may have an addition: ul period of 1 year for 
moving against the transferee. The present law 1s so written that he 
has this additional period of 1 year, even though no action at all 
is taken against the taxpayer during the statutory period. 

The period expires as to the taxpayer where tri ansfer is made after 
expiration of the period. The effect of the present law is that where 
transfer is made by the taxpayer within the 1-year period after the 
period of expire ition, as to him, the claim or the balance of the claim 
8 revised, and revived. We think this is an unintentional result, and 
the legislation which we propose would correct it. 

The proposal which would accomplish this purpose was passed by 
the House as a part of H. R. 6712, which the House passed in the 80th 
Congress. 

The next proposal upon which I would like to comment relates to 
the limitation in criminal fraud cases. At the present time and under 
the interpretation of the code by both the Departments of Justice and 
Treasury, there is no statutory limitation as to a great m: iny taxpayers 
in this country for fraud under the internal revenue laws. As you 
know, the section 3748 (a) of the code does establish a 6-year period of 
limitation, but it also contains a provision which tolls or suspends 
the running of the statute where the taxpayer is absent from the 
district in which the offense is committed. 

The district-referred to is the Federal judicial district. The offense 
is committed where the return is filed. For many taxpayers the 
offense is committed in a district different from the district in which 
the return is filed. 

For example, residents of the District of Columbia file their return 
in Baltimore, Md., which is in a different judicial district, so they are 
continuously absent from the district in which the offense is com- 
mitted, so that there is no statute of limitation running as to them. 

The same situation exists in my State of Georgia, in the middle and 
southern district, where residents of those districts file their return in 
Atlanta, Ga., which is the northern district, and from which they are 
continuously absent. 

The Treasury advises that this situation exists with respect to resi- 
dents of 945 out of 3,070 counties in the country, so that as to the large 
parcel of those people there is no statute of limitation in regard 
fraud against the internal revenue, 

Mr. Simpson of your committee has introduced a bill which would 
accomplish the a intended by the bar association proposal, and 
that is in H. R. 3431, which is pending consideration by you. 

I would like “ call your attention to the fact that the House did 
eee substantially the same bill last session, and that that w: as approved 
by the Senate Finance Committee, and that even though the Treasury 
indicated no objection, it did not come to a vote in the Senate. We 
would like to urge that this bill be enacted into law at the next session. 

There is one further proposal which I would like to call to the atten- 
tion of the committee, which was commented upon by Mr. Hess, the 
preceding witness. The resolution previously passed by the Bar Asso- 
ciation covers the proposal which is similar to the first proposal made 
by him in regard to amending section 275 (c). Without further com- 
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menting, I would like to endorse on behalf of the American Bar Asso- 
ciation all the remarks he made in support of his proposal. 

We on the committee are now working with the Treasury Depart- 
ment in regard to all our proposals. As a result of conferences, we 
may have some modifications in language, or otherwise, to suggest to 
the committee, and we would like to have the privilege of filing a report 
with the committee before the next session. 

The CuarrMan. Without objection it is so ordered. 

You are submitting for our consideration the several proposals of 
which you have spoken. 

Mr. Turower. That is right. 

The Cuatrman. Thank you very much. Are there any questions? 
If not, we thank you for your statement. 

Mr. Thrower. Thank you, Mr. Chairman. 

(The following material was submitted for the record on topic 28 :) 


STATEMENT BY ELtswortHu C. ALvorD, WASHINGTON, D. C. 
FILING OF PETITIONS WITH THE TAX COURT 


Section 272 of the Internal Revenue Code gives the Tax Court jurisdiction if 
the taxpayer files a petition with the court within 90 days after notice of defi- 
ciency. The courts have held that the Tax Court does not have jurisdiction 
unless the petition is received by it within the 90-day period. Except possibly in 
cases of extreme delays in transit, the date the taxpayer mailed the petition is 
of no importance. This rule discriminates against taxpayers and their counsel 
located outside Washington, D. C., particularly those located on the west coast, 
by as much as 2 or 38 days, and it subjects them to the risk of lapses in mail 
services (and such lapses do occasionally occur) in cases which thay involve huge 
amounts. 

Recommendation: Provide that petitions to the Tax Court shall be considered 
to be filed when mailed. 


STATEMENT SUBMITTED BY THE AMERICAN MINING CONGRESS, WASHINGTON, D. C. 


REVIEW OF CREDITS AND REFUNDS BY JOINT COMMITTEE 

Existing provisions of section 3777 of the code require that no refund or credit 
in excess of $200,000 may be made until 30 days after report thereon has been 
made to the Joint Committee on Internal Revenue Taxation. 

Report is required even though the credit or refund is the result solely of a 
net operating loss or an unused excess-profits-credit carrvback. No such review 
is required if the losses or unused credits are carried forward. 

Report and review under these circumstances adds to the administrative burden 
of the joint committee and unreasonably delays the granting of the credit or 
refund. 

It is accordingly recommended— 

(1) That the limit fixed by section 8777 be raised from $200,000 to $500,000. 
(2) That review by the joint committee be eliminated in cases where the 
amount of the credit or refund in excess of the prescribed limit is due solely 
to the carryback of a net operating loss or an unused excess-profits credit. 

We further urge that it should be the net amount of overassessment which 
should be the test as to the amount of limitation. There seems to be some thought 
that if there are certain items which, considered by themselves, would give rise 
to an overassessment, the test is to be applied as to the amount of tax reductions 
which would result from their allowance even though there are other items to 
be taken into account which would, in whole or in part, offset such allowances 
or would even give rise to a net deficiency. We believe this is not and should 
not be the intent of the law. We urge that appropriate wording should be 
written into section 3777 to make clear that the report to the joint committee 
is required only if the net overassessment in any case is greater than the pre- 
scribed limit. 
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STATEMENT By PAUL D. SEGHERS, CHAIRMAN, FEDERAL TAX LEGISLATIVE CoM 
MITTEE OF THE FEDERAL TAx Forum, INC., or New York City, IN Re Toric 28 
ASSESSMENT OF TAXES AND PENALTIES 


(a) Taxpayers should not be charged for “potential” interest with respect to 
a tax liability extinguished by a carryback from a subsequent year. 

(6) Section 3801, relating to the mitigation of the effect of the statute of limi 
tations, should be amended to afford equal equitable relief to both taxpayers and 
the Treasury. 


STATEMENT OF AMERICAN FEDERATION OF LABOR RE Topic 28, STATUTE OF 
LIMITATIONS, ASSESSMENT AND COLLECTION OF ‘TAXES 


The American Federation of Labor would not favor any changes in the present 
law except such as would meet a definite need or correct a demonstrated inequity 
and would not result in the possibility of any tax evasion by any particular 
group of taxpayers. 





STATEMENT BY ADDISON B. CLOHOSEY, EsQ., ON BEHALF OF RESEARCH INSTITUTE 
OF AMERICA, New YorkK, N. Y., Re Topic 28 


In this connection the provisions of section 3748 of the Internal Revenue Code 
are extremely unfair with respect to criminal prosecutions of persons who, 
although they have never left the internal-revenue district in which their return 
is filed, are denied the benefit of this statute of limitation simply because their 
residence is within a different judicial district than the office of the director of 
internal revenue wherein the returns are filed. 

For example, in a State such as Illinois, having three judicial districts, a tax- 
payer residing in the eastern district, filing his return in the Springfield internal 
revenue office, is considered absent from the judicial district, since such cases 
woul! be tried in the southern district. This inequity could be easily corrected 
by inserting just before the word “district” in that section the words “Internal 
Revenue.” 

The foregoing has always seemed to me to be one of the most unfair statutes 
in existence today, and certainly should be corrected, or, if not corrected, should 
be eliminated entirely, since there is no justice in one man escaping prosecu 
tion where another is prosecuted and where the only difference between the two 
cases is the place of residence. 

Section 292 of the Internal Revnue Code provides that interest upon the 
amount determined as a deficiency shall be assesse! at the same time as the 
deficiency, shall be paid upon notice and demand from the collector, and shall 
be collected as a part of the tax at the rate of 6 percent per annum from the 
date prescribed for the payment of the tax to the date the deficiency is 
assessed, etc. 


Te charging of interest as outlined above can and does create an unjust 
hardship on taxpayers, especially in cases where the Commissioner has requested 
the taxpayer to execute form S872 (consent fixing period of limitation upon assess 
ment of income and profits tax) Section 275 of the Internal Revenue Code 


provides for the assessment of inccme taxes within 3 years after the return is 
tiled. This, of course, is qualified by section 276 which provides, among other 
things, that if the Commissioner and the taxpayer have consented in writing to 
its assessment after such time, the tax may be assessed at any time prior to 
the expiration of the period agreed upon. ‘This means that interest at 6 percent 
per annum will also be charged on the deficiency to the date additional tax is 
assessed. In the ordinary course of business, the taxpayer's records are avail- 
able for audit by the Commissioner when the tax return is prepared. However, 
on account of lack of help, or for other reasons, this is hot done, and the law 
therefore provides a period of 3 years after the return is filed for examination 
of the taxpayer’s records and assessment of tax and interest Our experience 
bas been that, in the majority of years, the Commissioner is unable to examine 
our returns and records within the 3-year period end we sre requested to execute 
form 872 (consent fixing period of limitation upon assessment of income and 
profits tax). An example of this is that our 1946 income-tax return was filed 
on June 15, 1947. Ordinarily, the statute would run on this return to June 15, 
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1950 However, on November 9, 1949, form S72 was signed extending this period 
to June 30, 1951. On March 138, 1951, another form S872 was signed extending 


this period to June 30, 1952. On January 28, 1952, form 872 was again signed 
extending the time to June 30, 1953. We also signed 2 forms S72 extending the 





time for assessment of taxes interest for the calendar year 1947 for a period 
of 2 years. These forms S72 were al Isigned as a convenience to the Commis- 
sioner However, uncer the present law, we will pay interest at 6 percent per 


annum on any deficiency agreed upon to the date the additional tax is assessed. 
This creates a hardship on the taxpayer and we firmly believe that provision 


1 be made in the Internal Revenue Code granting relief to the taxpayer 
aving interest during the period covered by form 872 (consent fixing period 





of limitation upon assessn of income and profits tax). Ags previously stated, 
these forms, insofar as we are concerned, are always executed as a convenience 
to the ¢ missioner and there surely can be no just reason why, uncer these 


s, the taxpayer should be compelled to pay interest on a deficiency 
after the expiration of the 3-year period. 


STATEMENT OF W. W. FINDLEY, ON BEHALF OF THE WEsT SIDE LUMBER ASSOCIATION 
AND THE CITIZENS OF THE STATE OF ARKANSAS, RE Topic 28, STATUTE OF LIMI- 
ATIONS, ASSESSMENT AND COLLECTION OF TAXES AND PENALTIES 


2 


The statute of limitations, covering the income taxes as set at 3 years, is 
apparently all right, but the question of deviation from this limitation of 8 years 
» 5 years or more, particularly in reference to certain items coming under the 
iX laws, apparently is without any real sound foundation. 

Under the present method of investigating the tax liability of the citizens of 
these United States, there is seldom an investigation made of tax returns within 
the 3 years’ limitation as provided by statute. 

In almost every instance that we have come in contact with, waivers are 
required and given extending the period for investigation and assessment of 
taxes, beyond the 3-year limitation for assessment, and not only is this for 1 year 
at one time, but for successive years In other words, take the year 1950 as an 
example, the 3-year limitation would be up in 1954, but by the time the investi 
gations are completed and additional taxes or overassessments determined the 

mitation may have been extended to 1955, 1956, or 1957, or on beyond. 

It does not seem reasonable that the United States Government, in the matter 
of income taxes, should be allowed an unreasonable time in which to investigate 
the liability of citizens’ income t es 

It would seem reasonable that within the limitation now set by the statute, at 
3 years, the taxes could be determined and assessed, and the Bureau of Internal 
Revenue should be furnished with sufficient agents to carry out this matter of 
investigating within the statutory limitations. 

On deficiencies in taxes or overassessments of taxes determined on the inves- 
tion of the tax liability of the citizen, interest is assessed on the basis of 6 
percent per annum, and under the present method of investigation of the tax- 
payer's liability interest on the deficiency or overassessment may run as high 
as 36 percent and more. 

The law should provide that on deficiencies interest will be charged for the 
first 2 years only, giving the Bureau of Internal Revenue two full vears to deter- 
mine the deficiencies or the overassessments and providing for interest for that 
period of time. Or in lieu of the 6 percent, the interest rate should be set at 4 
percent and a 3-year limitation given on the inclusion of interest on the actual 
deficiencies determined in the taxpayer’s tax liability. 

The penalties now in force according to statute covering negligence in reporting 
income and fraudulently reporting income, do not seem to be too harsh, but 
should be continued. 














STATEMENT OF Det R. Paice, CHATRMAN, TAXATION COMMITTEE, GEORGIA STATE 
CHAMBER OF COMMERCE, ATLANTA, GA., RE Topic 28, STATUTE OF LIMITATIONS, 
PENALTIES AND INTEREST 


(a) Five-year statute of limitations should not be applied when gross income 
is omitted if disclosure is made in the returns. 

(b) Interest on deficiencies and overassessments should be made more 
equitable. 
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STATEMENT OF THE AMERICAN INSTITUTE OF ACCOUNTANTS, NEW York, N. Y., RE 
Topic 28, STATUTE OF LIMITATIONS, ASSESSMENT, AND COLLECTION OF TAXES, 
AND PENALTIES 


1. The test for the penalty for substantial underestimation of tax should be 
based upon the tax liability shown in the return involved rather than upon the 
liability as finally determined, or, at least, no penalty for underestimating tax 
should be made upon a showing of reasonable cause for the underestimate 

According to the provisions of section 294 (d) (2) of the Internal Revenue 
Code, if the declaration of estimated tax results in a payment of less than 80 
percent of the actual tax there is a penalty of 6 percent of the difference between 
the actual and estimated tax (with some exceptions) 
be based upon the tax liability as finally determined and has been upheld by the 
Tax Court. This is unfair, for the taxpayer, making an estimate in good faith, 


should not be penalized for substantial underestimation of tax merely because 


The Commissioner has taken the position that the test for the penalty should 


the tax as shown on his return is changed by a Bureau adjustment which he 


could not predict when the estimate was filed. Furthermore, a penalty for under- 


estimate may result when reported income or a claimed deduction is merely trans- 
ferred to another taxable year. Finally the penalty is clearly absurd when it is 
required to be measured by the tax liability finally determined by the courts in 
meritorious litigation which may be necessary to determine the correct amount 
of tax. 

Accordingly it is recommended that the test whether a penalty is incurred for 
underestimating the tax should be based upon the tax liability shown in the 
return for the preceding year and not upon the tax liability as finally deter 
mined for such year; and the alternative SO percent test should be based upon 
the tax liability shown upon the return for such year and not as finally deter- 
mined, (It is recognized that fraudulent returns should be excepted from this 
rule and that returns must be filed in good faith.) 

In the alternative, it is recommended that no penalty for underestimating the 
tax should be asserted when a showing of reasonable cause can be made, i. e., 
reasonable cause for not meeting the*SO percent test (such as an estate distri- 
bution during the 65-day period) or the preceding year test because of a Bureau 
change of the tax liability for the preceding year 

2. The 5-year statute of limitations should not be applied, even if more than 
25 percent of gross income is omitted from a return, provided that there was 
adequate disclosure of the omitted item in the return 

Under the provisions of section 275 (c), if a taxpayer omits an amount properly 
includible in gross income which is more than 25 percent of gross income, the 
tax may be assessed, or a court proceeding for the collection of the tax may be 
begun within 5 vears instead of 3. The lengthening of the statute of limitations 
is an appropriate penalty when gross income is improperly understated. How- 
ever, there are instances when the application of the penalty is needlessly harsh. 
For example, a difference of opinion between the taxpayer and the Bureau as to 
when an item of income is taxable, or whether it is taxable at all (even though 
it is disclosed in the return) may result in the imposition of the longer statute 
of limitations, with attendant inconvenience for the taxpayer. This situation 
can be fairly remedied, and it is recommended that the 5-year statute not be 
applied, even though there is an omission of more than 25 percent of gross 
income, provided there has been adequate disclosure of the omitted item in the 
return. Such disclosure should show the amount, source, and nature of the 
omitted item. In this way, the Commissioner would be provided with all the 
information needed to protect the revenues, and the taxpayer would not be sub 
jected to unnecessary penalty. 

3. Where a claim for credit or refund is filed within 3 years of the filing of 
the return, it should apply to all amounts paid prior thereto with respect to that 
year even though the claim is filed more than 3 years from the time of payment 
of the tentative tax. 

At present, unless a claim for credit or refund is filed within 3 years from the 
time the return was filed by the taxpayer or within 2 years from the time the tax 
was paid, no credit or refund shall be allowed or made after the expiration of 
the later of those 2 periods However, when a taxpayer obtains an extension of 
time for filing the return, pays a tentative tax on the original due date, and files 
the final return at some later time, the beginning of the 3-year period for the 
purpose of filing claims for credit or refund is considered to be the date on which 
the return was filed. The effect of this provision is to limit the amount of a claim 
for credit or refund to the amounts paid within the defined period. 
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This is inequitable. An extension of time for filing the return postpones the 
beginning of the 3-year period for the assessment of deficiencies under section 
275 (a). The taxpayer should not be penalized by shortening the period of 
time within which claims for credit or refund may be filed, and limiting the 
amount of his claim, when he makes a timely payment of the tax estimated to 
be due. 

It is recommended that where a claim for credit or refund is filed within 3 
years of the filing of the return, it should apply to all amounts paid prior there- 
to with respect to that year even though the claim is filed more than 3 years 
from the time of payment of the tentative tax. 

4. Recommendaions re mitigation of effect of statute of limitations: The pur- 
post of section 3801 was to mitigate the effect of the statute of limitations since 
“It was never intended that the statute of limitations should have the result 
of allowing either taxpayer or Commissioner to reap a double advantage from 
its operation by assuming in 1 year a position inconsistent with that taken in a 
barred year.” 

Section 3801, as enacted, has limited application since (1) only income and 
profits taxes under chapter 1 and subchapters A, B, D, and E of chapter 2 may 
be involved, (2) the error and the determination, as denfined by section 3801 (a), 
must relate to the same type of tax as enumerated in (1) above; (3) the deter- 
mination and error must relate to the situations specified in section 3801 (b). 
These limitations restrict the benefits to be derived from this section and do 
not relieve the hardship in many meritorious situations, those falling outside 
these specific types of cases continuing to rest on general principles. For exam- 
ple, if the Commissioner shifts an item of income from a barred year to an 
open year, or a deduction from an open year, to a barred year the taxpayer in 
equity and good conscience should be entitled to a refund for the barred year. 
The Commissioner at present has no power to grant the refund. Another class 
ot situation involves an adjustment for one taxpayer because of another tax- 
payer’s error. 

The law should be amended to cover the following: 

1. When a deduction is made in good faith on the tax return of 1 year and 
is disallowed by the Commissioner on the ground that it was deductible in a 
return of a different year. 

2. When income is included by the taxpayer in good faith in 1 year and is 
held by the Commissioner to be taxable in another year. 

3. When the basis of an asset claimed by taxpayer is reduced by the Commis- 
sioner for the purpose of computing net income of 1 year on the ground that the 
reduction of the basis should have been made in another year. 

4. When income or deductions are included or deducted by one member of an 
affiliated group, as defined in section 141 (d), and are allocated by the Commis- 
sioner to another member of the group. 

5. When income or deductions are included in good faith in the tax return of 
one taxpayer but are adjusted by the Commissioner because of another taxpayer’s 
error. 

6. When income or deductions are included in good faith on the tax return of 
one taxpayer and adjustments are made by the Commissioner in respect to a 
related taxpayer under the provisions of section 45. 

7. The provisions of the code with respect to interest on deficiencies and over- 
assessments should be amended to provide for consistent and more equitable 
treatment between deficiencies and overassessments. 

The provisions of the Internal Revenue Code dealing with the allowance of 
interest on overassessments (refunds) contained in section 3771 provide a 
ceneral rule that interest on overpayments (overassessments) shall be allowed 
at the rate of 6 percent: 

(a) In the case of a credit, from the date of the overpayment to the due date 
of the amount against which the credit is taken, but if the amount against which 
the credit is taken is an additional assessment, then to the date of the assessment 
of that amount. 

(b) In the case of a refund, from the date of the overpayment to a date 
precoding the date of the refund check by not more than 30 days, such date to be 
determined by the Commissioner. 

This inequity is illustrated by the following common example: Whenever an 
item of income or deduction is shifted from 1 taxable year to another as a result 
of a revenue agent’s examination creating a deficiency in 1 year and an over- 
assessment in the other, and the original tax has been paid in installments, 


interest adjustments are made as follows: 
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(a) Upon the deficiency, interest is computed from the date the original return 
was due, namely, on the 15th day of the 3d month following the close of the 
calendar or fiscal year. 

(b) On the other hand, interest on the overassessment is computed from the 
time the tax is overpaid. If the entire overpayment is applicable to the last 
installment (Blair v. Birkenstock, 271 U. 8. 848; C. B. V-1, 142), interest is com- 
puted from the 15th day of the 12th month following the close of the calendar or 
fiscal year. ‘The taxpayer, under the circumstances, is overcharged to the extent 
of 9 months’ interest on the refund, purely on the basis of theoretical, if not 
arbitrary, bookkeeping. 

The provisions of the code with respect to interest on deficiencies and over- 
assessments should be amended to provide tor consistent and more equitable 
treatment between deficiencies and overassessments. 


RECOMMENDATION WirH Boarp To Topic 28, STATUTE OF LIMITATIONS, ASSESS- 
MENTS, AND COLLECTION OF TAXES AND PENALTIES 


The Georgia State Chamber of Commerce submits the following: 

“(a) The 5-year statute of limitations should not be applied, even if more 
than 25 percent of gross income is omitted from a return, provided that there 
was adequate disclosure of the omitted item in the return. 

“(b) The provisions with respect to interest on deficiencies and overassess- 
ments should be amended to provide for consistent and more equitable treat- 
ment between deficiencies and overassessments.” 

The Pennsylvania State Chamber of Commerce submits the 
following: 

“Limitation of assessment against transferees: The code should be amended 
to provide explicitly that the additional time for assessment against a trans- 
feree shall be limited to cases where the transfer took place prior to the ex- 
piration of the statute of limitations against the transferor.” 

The West Virginia State Chamber of Commerce submits the 
following: 

“Statute of limitations, etc. We endorsed the proposition that where a return 
gives full information concerning an amount not included in gross income, the 
38-year statute of limitations should apply rather than the 5-year statute of 
limitations ; and that the deduction on the return of nonallowable amounts should 
not make the 5-year statute applicable.” 

Los Angeles Chamber of Commerce, Los Angeles, Calif., re statute 
of limitations, assessment and collection of taxes, and penalties: 

“(1) That the penalty for failure to file an income-tax return should not apply 
in any case in which the taxpayer believes that no return is due and there is a 
reasonable basis for such belief. 

“(2) That the statute of limitations giving the Commissioner an additional 
year to assess taxes against the transferee of the taxpayer be narrowed to 
exclude cases in which the Commissioner takes no action against the taxpayer 
within the 3-year period and the taxpayer thereafter transfers the property to 
the transferee. 

“(3) That the 5-year statute of limitations applicable to the taxpayer who 
omits from gross income an amount which is more than 25 percent of gross income 
shown in the return be narrowed to exclude cases in which the taxpayer makes 
a full disclosure in his return as to the omitted income items.” 


TOPIC 29—PARTNERSHIPS 
The Cusirman. Our next witness is Mr. F. N. Bard, of Barrington, 
Ill. We are glad to have you with us, Mr. Bard. Will you give your 
full name and the capacity in which you appear for the record? 
STATEMENT OF F. N. BARD, BARRINGTON, ILL. 


Mr. Barn. My name is F. N. Bard. My home is Barrington, Il. 
I live and operate in the 13th [Illinois Congressional District, the 
Honorable Marguerite Stitt Church, Representative. I also operate 
a farm in the 14th Illinois Congressional District, the Honorable 
Chauncey W. Reed, Representative; and I operate a ranch in Mari- 
copa and Yavapai Counties, Ariz., the Honorable John Rhodes and 
Harold A. Patten, Representatives. 
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‘The Cuamman. You are very ably represented in each case. 

Mr. Barp. I give that, because I want to bring out the point that 
Tama proprietor and to develop the point of propriet: iry interest. 
Otherwise, it would not be necessary. 

I am the owner and operator of the Barco Manufacturing Co., 
manufacturers of flexible ball joints, gasoline percussive hammers, 
diese] locomotive speed recorders, airpla 1e and Air Corps devices, 
selling to railroads, various industries, Federal, State, and municipal 
government highway departments, and contractors. 

I do not bring that out to indicate I am a large industry, but I do 
appeal before this committee on Iny own account, I do not represent 
any other person or organization, 

The suggestions I am giving you I have talked over with State 
rganizations, State manufacturing associations, and national asso- 
ciations of druggists and merchants, and in my contacts with these 
associations I have never had any opposition to this plan. 

] appreci iate this op portunity to present to this committee the tax 
problem of the proprietor and partner engaged in business in compe- 
tition with the corporations, and under tax regulations which penalize 
the individual proprietor and the partner. 

Thi plan was presented to your committee on December 8, 1947. 
It was also presented by me at a joint meeting of your Joint Com- 
mittee on Internal Revenue Taxation, Colin F. Stam, chief, and 
like tax committee of the 7 reasury Department. 

This proprietorship-tax subject has been presented to the House 
as a formal bill a number of times; for example, H. R. 2064 in the 
S8ist Congress and H. R. 4214 in the 82d Congress, by Representative 
Reed, of New York, and previously by Representative Ralph Church. 
These bills, however, did not exempt the taxpayer from double taxa- 
tion on his venture ¢: ap ta 

The tax plan, which I am submitting for your consideration and 
acceptance, simply eee that an individual operating as a pro- 
prietor or partner should, at his own election, be permitted to sepa- 
rate his income into two cl: a ations. 

(a) The income obtained from his venture capital, or in other 
words, from the direct operation of his business. 

(5) The income he receives from investment capital in stocks, 
bonds, or other investment items. 

(c) Upon doing so, the proprietor or partner would pay corpo- 
rate tax rates on his business-venture capital and individual income 
tax rates on his invested or nonbusiness capital. This is the essence 
of the plan, and this should be included in any general revision of 
the tax laws. Simple justice must be done to 8 million businessmen. 
They cannot stand taxes higher than corporation taxes any longer. 

Under the proposed tax laws, unincorpor: ited business should only 
be allowed to carry as business capital that amount actually needed 
in the business. Venture capital should flow in and out of the busi- 
ness as needed, or not needed, without penalty, so as to avoid the 
lack of necessary capital to conduct the business or the accumulation 
of unnecesasry capital. An incentive must be provided to move 
venture-capital earnings to individual investment earnings, or there 
will be the same bad capital accumulation as with the corporations. 

Suggested reduction of individual tax rates is not adequate. Con- 
eress must recognize that the earned income of an individual con- 


] 
] 
is 
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ducting a business is separate from his invested income, and provide 
that his taxes on the venture capital employed at the risk of the 
business do not exceed that of a corporation. 

If Congress gives tax relief to proprietors and partners it will 
not only relieve those in the higher brackets, but it will furnish hope 
and incentive to those who are in the lower brackets to go to the 
higher brackets. That is the American free-enterprise way " doing 
business, and that, in my opinion, is the duty of Congress. 1 do not 
mean to say by higher income that $20,000 would be in this instance 
perhaps a higher bracket. 

There will be times when the relationship between the tax structure 
of propr ietors and corpor: itlons, as now in effect, woul | be more or 
less favorable to proprietors, depending on the charges made. If the 
present separate system is abandoned, and proprietorships and part- 
ners are on the same basis as corporations, they will automatically be 
in line, and no special further consideration will have to be given to 
the relative tax basis. 


WHAT WILL PUTTING UNINCORPORATED BUSINESS ON THE CORPORATE TAX 
BASIS DO TO THE FEDERAL BUDGET? 


It will not affect it in any appreciable way. Under the present 
tax system all proprietors and partners may be forced to incorpo- 
rate and get the corporate tax rates anyway. They will then retain 
their profits in the business. They will pay high salaries, and there 
will be little turned over to the stockholders for their individual 
tax account. Forcing proprietors and partners to incorporate against 
their will is wrong. 

The Treasury, most tax experts, and your own Joint Committee on 
Internal Revenue Taxation, and the Supreme Court, agree that a 
citizen should not be penalized, taxwise, by reason of his choice of 
the form of his business enterprise. 

Proprietorships and partnerships should be allowed to transfer 
venture capital not needed in the business, back to individual invest- 
ments and tax brackets without penalty. This prevents the undue 
accumulation of capital in the venture business, just as tax authorities 
are endeavoring to prevent the unnecessary accumulation of capital in 
a corporate structure. The question immediately arises about double 
taxation of corporate dividends and freedom from double taxes if the 
proprietors and partners are permitted to make the transfer suggested 
above. 

Mr. Rrep. Let me interrupt you: When you speak about venture 

capital, I wonder if you would specify just which class of capital you 
are referring to. 

Mr. Barn. I am referring only to venture capital as represented by 
investments of the proprietor or partnership in the particular business 
in which he is engaged. 

The CuarrmMan. Thank you. 

Mr. Barp. I separate it from any investments which he has. 

The CHarrMan. Yes. 

Mr. Barp. The sort of venture capital one borrows from a bank or 
wherever he gets it. 

The CHatrmMan. That is what I wanted cleared up. Thank you 
very much. 
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Mr. Baro. Yes. 

Double taxation of corporate dividends is a matter which Congress 
is very anxious to correct, and there is no excuse for loading the pro- 
prietors and partners with this undesirable situation in which the cor- 
porations find themselves. It is true that perhaps a few corporations 
will fuss or complain over the matter, but there are 8 million proprie- 
tors, and only less than one-half million corporations. The proprie- 
tors have unlimited liabilities. ‘They cannot deduct salaries. They 
must pay their taxes 1 year ahead of corporations, and they must est1- 
mate their tax hability in advance. The laws are full of special serv- 
ices and special benefits to special groups of people, and there is no 
reason why this great class of fundamental Americans, the real back- 
bone of American industry and commerce, should not be permitted a 
situation which will not balance out corporate benefits which they do 
not enjoy. 

Double taxation of corporate dividends will disappear soon. 

Small unincorporated businessmen have no organizations devoted 
solely to their interests. They are without representatives to study 
their cases and get them justice. They rely on their Senators and 
Congressmen. Conclusion: Why shouldn’t the man who goes it alone, 
with no liability limits such as a corporation has, have an equal tax 
base with a corporation, or even an advantage? He is a voter who 
has not sought refuge behind the corporate-structure and limited- 
liability provisions. 


IMPORTANCE OF PROPRIETORSHIPS AND PARTNERSHIPS 


Proprietorships and partnerships have existed since the dawn of 
history. They are the essence of free enterprise and are notable for 
the fertility and vigor of their activities and the virility and resource- 
fulness of their ideas. They have been the breeding grounds for our 
great corporations and great corporation executives. They are not 
corporate entities which can be highly regulated or taken over by the 
Government. They have the right to engage in political activities and 
express their opinions by voting. 


WHY NOT INCORPORATE? 


They operate as proprietors rather than corporations because they 
like that method of doing business. The American way is to give free 
choice. They also have the following reasons: 

(1) They have the right to do business in any State without 
licensing (as required of corporations). 

(2) Bookkeeping and legal simplicity. 

(3) No board of directors. 

(4) No minority interest. 

(5) No charter or corporation reports. 

(6) No double taxation of profits. 


HISTORICAL AND FACTUAL 


It is obvious that there are a great many more proprietors and 
partners than there are corporations—8 million as opposed to only 
500,000 corporations. It is a fact that the proprietorships and part- 
nerships are more profitable and bring relatively higher returns to 
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the Government taxwise. It would seem that driving this highly 
efficient group of proprietors and partners into the corporate struc- 
ture or out of business, might reduce their vigor and the returns 
which the Government would obtain. 

It is extremely important to protect the supply of risk capital 
provided by proprietors and partners, and to provide the incentives 
for risk taking in the form of a satisfactory tax basis and a satisfac- 
tory return on venture capital. It is only in this way that we can 
maintain a high level of production and employment. 

These unincorporated businesses are not concentrated in Detroits 
and Pittsburghs. They are scattered in towns and villages all over 
the country, and are the industrial lifeblood of many of the towns of 
your districts. 

The present tax structure for individuals leaves neither the means 
nor the incentive for large-scale risk-taking in the upper brackets, or 
the chance for small enterprises to expand into larger ones. We are 
experiencing sterilization of our economy by high taxes, and this is 
seen in its most exaggerated form in propr ietorships and partnerships. 

The proprietorships and partnerships require a substantial amount 
of capital for expansion and improvements and betterments. It takes 

about $8,000 investment per employee for the average factory and 
business establishment. If these groups are going to maintain or in- 
crease their employment, they must have additional capital and be 
free from confiscatory taxation. This additional capital will in turn 
produce additional taxes to the benefit of the Government. 

lake this example: Ten million dollars’ sales at a 10-percent profit 
produces $1 million. After taxes of $896,716, the proprietor has 
$103,204 left with which he could buy machines and add employees at 
$8,000 per employee with no arrangements whatever for his personal 
expenses, business losses, or additional capital for inventory ; SLO 
million of sales is a big business and yet it cannot finance itself. A 
corporation would pay $514,500—or $382,216 less than a proprietor. 

It is immediately obvious to you that a proprietor can almost afford 
to go back to the horse and buggy days and coast along, ‘rather than 
spend time worrying about giving the Government the results of his 
efforts and the efforts of his staff. 

The Department of Commerce states that 77 percent of the business 
enterprises in the United States are proprietorships and partnerships, 
including over 60 percent of the daily and weekly newspapers of the 
country. 

It is absolutely impossible for a war veteran or any other young 
man to start a business asa proprietor or partner and make a real suc- 
cess of it—and this is entirely due to the tax laws. The next genera- 
tion will see a great deterioration in American industrial virility if 
Congress does not act at once. , 

I hope that the proprietorship and parnership tax relief recom- 
mended in this presentation will be included by the committee in its 
recommendation for the general revision of the tax laws. If I can 
contribute anything further to this matter, I will appreciate being 
called on. | 

The Cuatrman. Mr. Bard, we certainly thank you for your appear- 
ance-and the contribution you have made to the matter under consid- 
eration. 
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I have been interested in your plan for quite some time. I hope now, 
in the revision of the code, that careful study and consideration may 
be given to it. : 

Mr. Mason. Mr. Bard, your main complaint, it seems to me, is due to 
the fact of the tremend usly high tax rates on individuals, partner- 
ships, and proprietorships as compared with the tax rates on corpo- 
rations. 

Mr. Barp. That is right. 

Mr. Mason. The tax rate upon a corporation is 70 percent, we will 
say, while the tax rate on me, as a partner or proprietor, is 90 percent. 

Mr. Barn. It is 92 percent. 

Mr. Mason. That penalizes the partnership method of doing busi- 
ness or the proprietorship method and seems to favor the corporation 
method. 

When individual income taxes were down very low, we seemed at 
that time—and that was years ago—to favor the partnerships and 
proprietorships and encourage them. They only became corporations 
in order to get rid of their private liability, and so forth, and were wili- 
ing to pay a little something for that privilege. But now the thing is 
reversed and it is working the other way. Is that the gist of what you 
said? 

Mr. Barp. That is correct. That variation may continue from time 
to time, but if the proprietor or partner has the choice of which one 
he can go into, that will settle that tax question for all time and it 
won’t have to be taken up again. It will put equity in there, and it 
will regulate itself. 

Mr. Mason. When we compare some 8 million proprietorships or 
partnerships with 500,000 corporations, it seems to me we ought to 
do something to take care of that large group and not force them into 
the con poration method of doing business. 

Mr. Barp. That is true. 

The Cuatrman. Mr. Bard, maybe it has been my fault in the past, 
but it seems to me you have presented this more clearly today than 
ever before. 

Mr. Barp. Thank you. 

The Cuamman. I want to thank you for the contribution you have 
made on the subject. 

Mr. Barn. Thank you, gentlemen. 

The Cuarrman. The next witness is Mark H. Johnson, Esq., on 
behalf of the American Bar Association. 

Mr. Johnson, if you will give your name and the capacity in which 
you appear, we will be glad to hear you. 


STATEMENT OF MARK H. JOHNSON, ATTORNEY, NEW YORK CITY, 
ON BEHALF OF THE AMERICAN BAR ASSOCIATION 


Mr. Jonnson. Mr. Chairman and gentlemen, my name is Mark H. 
Johnson. I am an attorney of New York City. I am appearing for 
the American Bar Association in connection with its recommendation 
for an overall statute covering the income taxation of partnerships. 

This recommendation represents more than 5 years of intensive work 
by a committee of the association’s section of taxation, and is the 
culmination of one of the most difficult projects ever undertaken by 
that body. With your permission, I will submit the text of the pro- 
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posed legislation, together with a technical report on each of the pro- 
posed sections as prepared by the tax section’s committee. I should 
like to limit my present statement to a very brief description of the 
neral problem. 

The CuatrrMan. Thank you. Without objec tion, that may be done. 
(The matter above referred to will be found at the conclusion of 
the statement of Mr. Johnson.) 

Mr. JOHNSON. Partnership taxation is one of the most complex al d 
one of the most confused subjects in the entire area of the tax law. 
In addition, it has become one of the most Important si bj cts in the 
tax law. ‘Taxpayers, their lawyers and accountants, and the Govern- 
ment have been floundering for many years in a sea of doubt. Al- 
though the subject is at least as complicated as that of corporate taxa- 
tion, the Internal Revenue Code has only a few lines which barely 
sketch the tax pattern. The Treasury regulations have been inade 
quate; the courts have been inconsistent; and the Bureau of Internal 
Revenue has never succeeded in formulating an overall policy. 

The difficulty arises primarily from the aml lwuous or ambivalent 
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nature of the partner hip as a legal concept. In some respects, 1 1S 
an independent, self-contained busine entity. In other respects, it 
is a mere aggregate of individuals who are coowners of property used 
for a joint purpose. This ambiguity is aggravated in the field of tax- 
ation because the definition of “partnership” includes all the loose 
forms of pools, joint ventures, syndicates, and o forth Therefore, 
we have to have a set of rules which at one end of the scale will be 
adequate and realistic for a large, complex mercantile company and 
for a 20-partner stock brockerage firm and which will be equally ade- 
quate and realistic at the other end for a two-man grocery store, for 
a father-son cattle partnership, and for a joint venture between an 
oil driller and a group of investors. 

The technical problems are numerous. There is the division of in- 
come during the operations of the partnership business. There is 
the problem of property contributed by a partner at a value other than 
his own cost and the problems of sales and services between the part- 
nership and one of the partners. There are problems involving cur- 
rent distributions, retirements, liquidations, and reorganizations. 
There is the problem of differing fiscal years, There is the problem 
of the sale of a partnership interest and that of the partnership inter- 
est which passes at death. Those problems may involve reconciliations 
between the basis of property in the hands of the partnership and the 
basis to each partner. of his interest in the partnership. All of the 
rules, whatever they are, have to be tied together in a single, coordin 
ated pattern which will afford predictable results in all of the innu- 
merable combinations which may arise in this field. 

There are many possible solutions to these problems. In some cases, 
equally plausible arguments may be advanced for the various alter- 
natives. Usually, each person’s approach depends upon what type of 
business operation he happens to be most familiar with. There is 
one point, however, on which nearly everyone seems to agree. That is, 
it is more important to have some set of clearly-defined rules than 
to have any one particular set of rules, because this is one area where 
clarity and certainty are more important than the end result. 

Let me emphasize at this point that very few of the problems in- 
volve overall revenue considerations. By and large, one set of solu- 
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tions will, in the long run, produce about the same total taxes as 
another set of solutions. The problems in the partnership field 
usually involve the question of which partner is to be taxed and when. 
The Government is frequently nothing but an arbitrator and stake- 
holder in an intrapartnership controversy. But the stakes between 
the individual taxpayers may be very substantial, and certainly the 
Government should be in a position to know where the liabilities fall. 

There is one other point I must make by way of explanation or even 
apology. We have tried in every corner of this field to recommend 
the simplest possible rules which are consistent with logic and equity. 
In many instances, we have even sacrificed a measure of logic or 
equity in order to achieve a simple rule. Nevertheless, the inherent 
complexities of this subject impose some limitations on that objective. 
If we are to have a complete and informative set of rules, we must be 
reconciled to adding several pages to the Internal Revenue Code. 

In general, we have recommended a statute which is based upon the 
present concepts of the code. The partnership would remain essen- 
tially as an information-reporting entity with the tax impose -d upon 
the individual partners for their respective distributive shares of the 
partnership income. In most areas of the partner-partnership rela- 
tionship, we treat the partners as coowners of the partnership property 
on the assumption that this approach most nearly conforms to the 
understandings of the parties in the usual small business. In the in- 
terest of flexibility and simplicity, however, we provide a series of 
elections based upon an “entity” approach, which we assume would 
be exercised generally by the larger and more complex partnerships. 

In this connection, I would like to make one final point. I have 
stated that there are many possible solutions to these problems. The 
American Bar Association is not committed solely to the recommen- 
dation which I am now submitting for your consideration. The bar 
would be satisfied with any other set of rules which would afford an 
integrated and comprehensible pattern of taxation. The tax section 
committee has cooperated very closely in this field with the monu- 
mental income-tax project’ of the American Law Institute. As an 
indication of that cooperation, I may point out that I have served both 
as chairman of the tax section committee and as special advisor to the 
American Law Institute on partnership taxation. Since the formula- 
tion of our recommendation, the institute has worked intensively on 
this field and has made several suggestions which are worthy of seri- 
ous consideration. 

I understand that this committee has invited representatives of the 
institute to submit its recommendations and that they will appear 
before you in the near future. I believe I can say that representatives 
of both the American Bar Association and of the American Law In- 
stitute will be most pleased to review ae technical aspects of our 
recommendations at any time with Mr. Stam and the able staff of the 
joint committee. We appreciate that this i is a difficult and time-con- 
suming job, and I respectfully urge that all of the necessary time be 
given to it. We would all like to see corrective legislation enacted as 
soon as possible, but we would be satisfied to have it await all of the 
study which the subject warrants, 

I thank you. 

The Cuarrman. We thank you very much for your appearance and 
the contribution you have made to the committee in its study. 
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Mr. Mason. You say the important thing is to have before you a 
set of rules that can be applied in all instances, even if we have to 
sacrifice a little here or a little there in order to set up the set of rules? 

Mr. Jonnson. Yes. 

Mr. Mason. That the important thing is to have the set of rule 
which we do not have now; is that it? 

Mr. Jounson. Yes, indeed, Mr. Mason; precisely. 

The Cuarrman. We thank you very much for your appearance. 

(The matter submitted for the record by Mr. Johnson is as follows :) 


APPENDIX TO STATEMENT ON BEHALF OF THE AMERICAN Bar ASSOCIATION BY MARK 
H. JOHNSON 


Whereas, the association, through a committee of its section of taxation, has 
studied the problem of revising and clarifying the provisions for the income-tax 
treatment of partners and partnerships, and has prepared a draft of a new supple 
ment F of chapter 1 of the Internal Revenue Code: 

Resolved, That the American Bar Association recommends to Congress that the 
provisions of the Internal Revenue Code be amended to revise and clarify the 
income-tax treatment of partners and partnerships: Be it further 

Resolved, That the officers and council of the section of taxation are directed to 
present the following draft to the proper committees of Congress and to urge 
its consideration as a method for achieving the desired clarification : 

Supplement F of chapter 1 of the Internal Revenue Code is amended by substi- 
tuting the following for the present section 181-190 inclusive, and by renumber 
ing the present section 191 as section 197: 


“SUPPLEMENT F PARTNERSHIPS AND PARTNERS 


“Section 181. DEFINITIONS. 

“(a) ParRTNERSHIP.— ‘Partnership’ includes a syndicate, group, pool, joint ven 
ture, or other unincorporated organization through or by means of which any 
business, financial operation, or venture is carried on, and which is not, within 
the meaning of this title, a trust or estate or a corporation. The Secretury may, 
however, in accordance with Regulations, exclude from treatment as a partner 
ship any unincorporated organization if the income which its members derive 
from the organization may be adequately determined from their individual 
returns without the necessity for a partnership information return by the 
erganization. 

“(b) PARTNER.—Partner’ means a member of such partnership. 

“SECTION 182. NATURE OF A PARTNERSHIP. 

“Where the manner of application of a provision of this chapter to a partner 
ship or partner is not specified, then in the application of the provision a partner 
ship shall be treated as the aggregate of the partners, each owning undivided 
interests in the partnership properties. 

“SECTION 183. LIABILITY FoR TAX. 

“A partnership as such shall not be liable for the income tax imposed by this 
chapter. Persons carrying on activity in partnership shall be liable for income 
only in their individual capacities. 

“SECTION 184. INFORMATION RETURN OF A PARTNERSHIP. 

“Every partnership shall make a return for each taxable year, stating specifi 
cally the items of its gross income and deductions, the names and addresses o 
the persons who would be entitled to share in the net income if distributed, the 
amount of the distributive share of each person, and such other pertinent infor- 
mation as may be prescribed by regulations, 

“SECTION 185, TAXABLE YEAR OF A PARTNERSHIP. 

“The taxable year of the partnership shall be determined under section 48 
as though the parnership were a taxpayer, except that it shall not be a fiscal 
year unless the partnership obtains the approval of the Secretary either in 
advance of, or subsequent to, filing of the partnership return 
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“SECTION 186. COMPUTATION OF PARTNERSHIP INCOME. 

“(a) GENERAL RULE.—A partnership shall compute its net income (for the 
purpose of determining each partner’s distributive share) in the Same manner as 
an individual, except as provided in subsections (b) and (c). 

“(b) SEGREGATION OF ITEMS— 

(1) CAPITAL GAINS AND LOSSES.—There shall be segregated the gains and 
losses characterized as capital gains and losses by section 117. 
‘(2) ORDINARY. NET INCOME OR LoSS.—After excluding all items of capital 
gain and loss, there shall be computed 
(A) an ordinary net income which shall consist of the excess of the 
gross income over the deductions, or 
(B) an ordinary net loss which shall consist of the excess of the 
deductions over the gross income. 

“(e¢) Depuctions Nort ALLOWED TO A PARTNERSHIP.—The partnership, in com- 
puting its net income, shall not be allowed 

‘(1) the deduction for charitable contributions provided in section 23 (0) ; 
*“(2) the net loss deduction provided in section 23 (s) ; 
“(3) the optional standard deduction provided in section 23 (aa). 


4 


“SECTION 187. COMPUTATION OF PARTNER’S INCOME AND CREDITS. 
‘(a) Ner INCoME.—In computing his net income from the partnership, each 
partner should include the following, whether or not distribution is made to him: 
“(1) ORDINARY NET INCOME OR Loss.—As part of his ordinary net income 
or loss, his distributive share of the ordinary net income or loss of the part- 

nership, computed in accordance with section 186. 

“(2) SHORT-TERM CAPITAL GAINS AND Lossms.—As part of his short-term 
capital gains and losses, his distributive share of the short-term capital 
gains and losses of the partnership, computed in accordance with section 


186. 

“(3) LONG-TERM CAPITAL GAINS AND LOsses.—As part of his long-term 
capital gains and losses, his distributive share of the long-term capital 
gains and losses of the partnership, computed in accordance with section 
156 


(4) CHARITABLE CONTRIBUTIONS.—As part of his charitable contributions, 
his distributive share of any contribution or gift, payment of which was 
made by the partnership within its taxable year, which is a charitable con- 
tribution within the meaning of section 23 (0). 

‘(b) Crepits.—In computing his credits each partner shall include the 
following: 

1) PARTIALLY TAX-EXEMPT INTEREST.—As part of his credit against net 
income for partially tax-exempt interest under section 25 (a), his distribu- 
tive share of the partiallf¥ tax-exempt interest of the partnership, whether 
or not distribution is made to him. If the partnership elects under section 
125 to treat as amortizable the premium on bonds the interest on which 
would give rise to a credit against net income under section 25 (a), then 
for the purpose of the preceding sentence each partner’s distributive share of 
that interest shall be reduced hy so much of the deduction under section 
23 (v) as is attributable to his share 

“(2) TAXxrs IMPOSED BY FOREIGN COUNTRIES OR POSSESSIONS OF THE UNITED 
STATES.—AS part of his credit under section 131 for foreign taxes, his share 
of the income, war-profits, and excess-profits taxes imposed on the partner- 
ship by foreign countries or possessions of the United States. 

“(c) DISTRIBUTIVE SHARE.— 

(1) COMPUTATION OF DISTRIBUTIVE SHARE.—A partner's distributive share 
of partnership income, gain, loss, or credits shall be determined by the part- 
nership agreement. However, a net loss of the partnership shall be at- 
tributed to a partner only to the extent of the basis of his interest in the 
aggregate partnership property If, where an election under section 189 
is filed, an amount of partnership net loss would he attributed to a par- 
ticular partner but for the fact that it exceeds the basis of his interest in 
the argregate partnership property, then that partner, in accordance with 
regulations, shall have a carryover of that amount of loss to be set off only 
against his distributive share of future partnership income or gain. 

“(2) SPECIAL ALLOCATIONS AFFECTING DISTRIBUTIVE SHARE.— 

“(A) CONTRIBUTED PROPERTY As to the effect of contributed prop- 

erty on a partner's distributive share, see section 190 (d). 











GENERAL REVENUE REVISION 1373 


“(B) TRANSFER OF AN INTEREST As to the effect of a transfer of 


an interest in partnership property on a partner's distributive share, 
see section 195 (c¢). 


(3) CHARACTER OF ITEMS CONSTITUTING DISTRIBUTIVE SITARI Any items 
of income, gain, loss, or credit included in a partner’s distributive shure 
under subsections (a) and (b) shall be treated by the partner as if 
item were realized or incurred directly by him from the source from which 
realized or incurred by the partnership, and in the same transaction 


“SECTION 188. TAXABLE YEARS OF PARTNER AND PARTNERSHII 


‘(a) GENERAL RULE.—In computing the net income of the partner for 
texuble year, the inclusion with respect to the income, gain, loss, or credits 
of the partnership shall be based upon the partnership's net income and credits 
for any taxable year or years of the partnership ending within or with the 
able year of the partner. 


(b) Deatu, RETIREMENT, OR ENTRY OF A DARTNE! If the partnership acti\ 
ity is continued after the death or retirementof a partner or the entry of a new 
partner, none of these events shall close the partnership’s taxable year except 
with respect to a partner who retains no interest in the profits or losses of 
the partnership after the event, or whose estate, heir, or legatee derives no 
terest. However, a taxable year so kept ope shail remain open with resp 
tc a retiring partner or the estate, heir, or legatee of a deceased partner onl) 
during the continuance of their interest. 


tux 


“SecTION 189. TREATMENT OF PARTNERSHIP UNbDER ELEt 

‘(a) ELecTION W1tiH RESPECT TO CONTRIBUTED L’ROPERTY The partnership 
and the partners may elect to have the partnership treated in accordance with 
the elective rules respecting contributed property ntained in section 190 (d) 
1d (e) in lieu of the standard rules 


b) E TION WitH RESPECT TO THE RETIREMENT OF A PARTNER OR THE R 
DUCTION OR ‘TRANSFER OF LiIs INTEREST.—The partnership and the partners may 
elect to have the partnership treated hn accordiunce with the elective ruie 
respecting the retirement of a partner or the re¢ ion or transter of his intel 
contained in section 194 (c) and 195 (b) and ) in lieu of the standard rules 

‘(c¢) REQUIREMENTS FOR EFFECTIVE LLECTION The election permitted y 
subsections (a) and (b) are independent. Each election must be indicated at 
the time of the partnership's first return and shall be effective oniy if there 
S attached to the return a statement signed by all the original partners s 
fying their consent. The election shall be binding on the signers and their as 
signees or transferees. The Secretary may, however, consent to the filing of 


n election subsequent to the filing of the first return and to the revocation of 
an election previously made. 
“Section 190. CONTRIBUTIONS TO A PARTNERSHIP 

‘(a) GAIN OR LoSs ON CONTRIBUTIONS TO A PARTNERSHIP A contribution of 
property by a partner to the partnership shall not result in 
time of contribution to any of the partners. 

‘(b) CHARACTERIZATION OF TRANSFERS IN EXCHANGE FOR AN INTER 
NERSHIP PROPERTY.—To the extent that property is transferred to the 
by a partner in exchange for an interest in the aggregate partne 


gain or loss at the 


EST IN PART 
partnership 
rship property 
the transfer shall be treated as a contribution of the property. To the extent 
that property is sold to the partnership by a partner other than in exchange for 
an interest in the aggregate partnership property, the transaction 
governed by section 1$2. 

(¢) UNADJUSTED Basis TO PARTNERSHIP OF ( InUTED Property.—The part 
nership’s unadjusted basis of any property contributed to it by a partner shall 
be the partner's basis of that preperty at the time of the contribution. 

“(d) EFFECT OF CONTRIBUTED PROPERTY ON PARTNER’S DISTRIBUTIVE SHARE 
For the purpose of section 187 (c), relating to the computation of a partner's 
distributive share of income, gain or loss, 





shall be 


the following rules shall apply: 

‘(1) GENERAL RULI The partnership vain or loss from the sale of con 
tributed property shall be allocated among the partners in accordance with 
the partnership agreement for the sharing of gains and losses with respect to 
that property. The partnership’s allowance for depreciation or depletion 
(other than percentage depletion) of ec ntribut property shall be allocat d 
among the partners in accordance with the partnership agreement for the 
sharing of allowances with respect to that property. 
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“(2) EXCEPTION FOR CONTRIBUTED JOINTLY HELD PROPERTY UNDER STANDARD 
RULE.—Unless the election provided under section 189 (a) is filed, the part- 
nership gain or loss from the sale of, and its allowance for the depreciation 
or depletion (other than percentage depletion) of, contributed property which 
was jointly held by two or more of the partners immediately prior to its con- 
tribution shall be allocated among the partners, in accordance with reg- 
ulations, so as to reflect the basis of each contributor’s former undivided in- 
terest to the extent of the interest he would have in that property upon the 
winding up of the partnership. This exception shall not be applicable if 
the partnership agreement specifically provides that the general rule shall 
apply in the case of a contribution of jointly held property. , 

“(e) ALLOCATION OF BASIS OF CONTRIBUTED PROPERTY AMONG PARTNERS TO 
DETERMINE BASIS OF PARTNER'S INTEREST IN AGGREGATE PARTNERSHIP PROPERTY. 
For the purpose of section 193, relating to the computation of a partner’s basis 
for his interest in the aggregate partnership property, the following rule shall 
apply: 

“(1) STANDARD RULE— 

“(A) GENERAL RULE OF ALLOCATION.—In order that a partner’s basis 
for his interest in the aggregate partnership property shall reflect his 
interest in all contributed property, in determining that basis there shall 
be allocated in respect of each partner a portion of the aggregate basis 
of all contributed property (including money) proportionate to the 
interest he would have in that property upon a winding up of the partner- 
ship. 

“(B) EXcEPTiON FOR CONTRIBUTED JOINTLY HELD PROPERTY.—In deter- 
mining the basis of the interest in the aggregae partnership property 
of a partner who contributed an undivided interest in property jointly 
held by two or more of the partners immediately prior to its contribu- 
tion, there shall be allocated in respect of that partner, in accordance 
with regulations, an amount of the basis of that property which shall 
reflect the basis of his former undivided interest to the extent of the 
interest that he would have in that property upon the winding up of 
the partnership. 

“(2) ELecrive rute.—If the election provided by section 189 (a) is filed, 
in order that a partner’s basis for his interest in partnership property shall 
reflect the aggregate basis of his contribution to the partnership, there shall 
be allocated in respect of contributed property to each contributing partner’s 
basis for his interest in the aggregate partnership property an amount equal 
to the amount of money and the basis of property contributed by him. 

“SecTion 191. CURRENT DISTRIBUTIONS OF A PARTNERSHIP. 

“In the case of distributions of a partnership to a partner other than in the 
course of winding up the partnership activity or as the result of a sale by the 
distributee of part or all of his interest in the aggregate partnership property 
to other partners, the following rules shall apply: 

“(a) Garn or Loss Nor RecoGnizep.—No gain or loss shall be recognized to the 
partnership or to the partners upon the distribution. 

“(b) UNADJUSTED BAsiIs OF DISTRIBUTED PROPERTY IN HANDS OF DISTRIBUTEE.— 
The unadjusted basis in the hands of the distributee of property (other than 
money) received as a distribution shall be the same as its basis in the hands of 
the partnership prior to the distribution. 

“Section 192. TRANSACTIONS BETWEEN THE PARTNERSHIPS AND A PARTNER. 

“(a) GENERAL RuLeE.—If a partner either makes payments to the partnership 
in exchange for property or for services rendered to him by the partnership, or 
receives payments from the partnership in exchange for services rendered by him 
to the partnership, or otherwise engages in transactions with the partnership 
where he is not acting in his capacity as a partner, the transaction shall be treated 
as between the partnership and one who is not a partner. 

“(b) DISALLOWANCE oF LossEs— 

“(1) BETWEEN INDIVIDUAL AND PARTNERSHIP.—No deduction shall be al- 
lowed in respect of losses from sales or exchanges of property, directly or 
indirectly, between an individual and a partnership of which partnership 
more than a 50 per centum interest is owned, directly or indirectly, by or 
for that individual. 

“(2) BETWEEN PARTNERSHIPS.—No deduction shall be allowed in respect 
of losses from sales or exchanges of property, directly or indirectly, between 
two partnerships if more than a 50 per centum interest in each partnership 
is owned, diectly or indirectly by or for the same individuals. 
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(3) CONSTRUCTIVE OWNERSHIP OF INTEREST IN PARTNERSHIP.—The owner- 
ship of an interest in a partnership shall be determined in accordance with 
the rules for constructive ownership of stock in section 24 (b). 


“SEcTION 193. DETERMINATION OF BASIS FOR PARTNER’s INTEREST IN THE AGGREGATE 
PARTNERSHIP PROPERTY 

“(a) GENERAL RvuLeE.—The basis of a partner's interest in the aggregate part 
nership property shall be his allocable portion of the aggregate basis of all 
partnership properties (including money). That allocable portion shall be in 
proportion to the interest he would have in the partnership property upon the 
winding up of the partnership. 

“(b) SPECIAL ALLOCATIONS AFFECTING GENERAL RULE— 

(1) As to the effect of contributed property, see section 190. 

“(2) As to the effect of a retirement of a partner or the reduction of hi 
interest, see section 194. 

“(3) As to the effect of a transfer of an interest in the aggregate partner 
ship property, see section 195. 

“SecTION 194. DistRIBUTIONS IN WINDING Up A PARTNERSHIP OR ON RETIREMENT 
OF A PARTNER OR THE REDUCTION OF His INTEREST. 

“In the case of any distribution by the partnership to a partner in the course 
of winding up the partnership activity or in the course of the distributee’s 
retirement from the partnership or the reduction of his interest in the aggregate 
partnership property (to the extent that his interest is absorbed by ull the 
other partners leaving their relative interest with respect to each other the 
same) the following rules shall apply: 

““(a) GAIN or Loss TO THE DISTRIBUTEE PARTNER.— 

“(1) GAIN RECOGNIZED.—Gain shall be recognized to the distributee to 
the extent that the amount realized by him, after excluding the value of 
any distribution of property, other than money, exceeds the basis of his 
interest in the aggregate partnership property. 

(2) Loss RECOGNIzED.—If the distribution is entirely in money, the entire 
loss to the distributee shall be recognized. If the distribution includes 
property, other than money, the loss shall be recognized only if the loss 
exceeds an amount equal to twice the value of the distributed property 
other than money. 

“(3) CHARACTER OF GAIN OR LOSS. 

“(A) WINDING up.—On the winding up of a partnership all gain 
or loss recognized, shall be capital gain or loss. 

“(B) RETIREMENT OF A PARTNER OR THE REDUCTION OF HIS INTEREST. 
In the case of a retirement of a partner or the reduction of his interest, 
that partner shall be treated as first having realized his distributive 
share of the ordinary income or loss and the capital gain or loss which 
would have been realized by the partnership on a sale for value of all 
its properties, except those received by him as part of his distribution, 
and then as having received his distribution as on the winding up of 
the partnership. Any amount treated as ordinary income may, if the 
partner so elects, be treated as having been received in equal installments 
in the taxable year in which it would have been includible in his gross 
income except for the provisions of this subparagrapli, and in each of 
the two preceding taxable years. 

“(b) UNnApbsgustTep Basis To DISTRIBUTEE PARTNER OF PROPERTY RECEIVED.— 

(1) DETERMINATION OF AGGREGATE UNADJUSTED BASIS OF PROPERTY RE- 
CEIVED.—The aggregate unadjusted basis of any property received by the 
distributee shall be determined by taking the basis of his interest in the 
aggregate partnership property, subtracting from it the amount realized 
by him upon the distribution, after excluding the value of the distributed 
property, and then adding any gain or subtracting any loss recognized on the 
distribution. 

““(2) RECEIPT OF SEVERAL PROPERTIES,—Where more than one piece of prop- 
erty was received by the distributee, the aggregate unadjusted basis, as de- 
termined under paragraph (1), shall be allocated to the properties received 
in proportion to their respective bases in the hands of the partnership. 

“(c) Spectra, Basis ADJUSTMENTS ON RETIREMENT OF A PARTNER OR THE RE- 
DUCTION OF His INTEREST.— 

“(1) STANDARD RULE.—ADJUSTMENT TO BASES OF REMAINING PARTNERSH1P 
PROPERTIES.—In order to reflect the cost to the other partners of acquiring 
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the distributee partner’s interest in the partnership properties retained by 
the partnership, the bases of the remaining partnership properties shall be 
adjusted as follows: 

“(A) DIsTRIBUTION IN EXCESS OF BASIS OF PARTNER’S INTEREST.—If the 
sum of the amount realized by the distributee, after excluding the value 
of any distributed property (other than money), and the partnership’s 
basis for that distributed property exceeds the basis of the distributee’s 
interest in the aggregate partnership property, then the excess shall 
be added to the bases of the remaining partnership properties. If no 
property other than money remains in the partnership, then the excess 
shall be treated as a loss to the partnership. 

‘(B) DisrripuTIONS LESS THAN BASIS OF PARTNER’S INTERFST.—If the 
basis of the distributees’ interest in the aggregate partnership property 
exceeds the sum of the amount realized by the distributee after exclud- 
ing the value of any distributed property (other than money), and the 
partnership’s basis for that distributed property, then the excess shall 
be subtracted from the bases of the remaining partnership properties. 
If this excess exceeds the aggregate basis of the remaining partnership 
properties (other than money), then the remainder shall be treated as 
gain to the partnership. 

‘(C) ALLOCATION OF ADDITIONS TO OR SUBTRACTIONS FROM BASES OF 
PARTNERSHIP PROPERTY.—Any increase or decrease in the bases of the 
remaining partnership properties by reason of subparagraphs (A) or 
(I}) shall be allocated to those properties in a manner calculated to 

tionately the differences between their bases and the 
values, in accordance with regulations. 

“(D) CHARACTER OF GAIN OR LOSS.—Gain or loss recognized to the part- 
nership in accordance with subparagraphs (A) and (B) shall be treated 
as derived from the disposition of assets having the same character as 
the partnership properties distributed to the distributee partner. 


decrease propo 


(2) ELECTIVE RULE—ADJUSTMENT TO BASIS OF REMAINING PARTNERS’ IN- 
rEREST IN THE AGGREGATE PARTNERSHIP PROPERTY.—If the election provided by 
section 189 (b) is filed, in order to reflect the cost to the other partners of 
acquiring the distributee partner’s interest in the partnership properties 
r ined by the partnership without the necessity, however, of adjusting the 


bases of those partnership properties, the bases of the other partners’ in 
sate partnership property shall be adjusted by adding 
each basis an amount proportionate to the interest 
he would have in that property upon a winding up of the partnership of any 
difference between 
“(A) the sum of the amount realized by the distributee after ex- 
cluding the value of any distributed property (other than money), plus 
the partnership’s basis for that distributed property, and 
‘(B) the distributee’s basis for the interest in the aggregate partner- 
ship property relinquished by him. 

‘(d) TREATMENT WHERE DistTrinuTEE RELINQUISHES ONLY Part oF His PArT- 
NERSHIP INTEREST.—If the distributee remains a partner but with a recuced 
partnership interest, then in applying the above rules, only the basis of the 
portion of his interest in the aggregate partnership property relinquished by him 
shall be used in the computations rather than the basis of his entire interest. 





“Sec. 195. TRANSFER OF A PARTNER'S INTEREST IN THE AGGREGATE PARTNERSHIP 

PROPERTY. 

a) CHARACTER OF GAIN OR LOSS ON SALE—EXCHANGE OR OTHER DISPOSITION.— 
In the case of a sale, exchange or other disposition by a partner of his interest 
n the aggregate partnership property, that partner shall be treated as first 
having realized his distributive share of the ordinary income or loss and the 
capital gain or loss which would have been realized by the partnership on a sale 
for value of all its properties, and then as having received the amount realized 
by him in exchange for his interest as a distribution on the winding up of the 
partnership. Any amount treated as ordinary income may, if the partner so 
elects, be treated as having been received in equal installments in the taxable 
vear in which it would have been includible in his gross income except for the 
provisions of this subsection, and each of the two preceding taxable years. 

(b) Sprctan BAsts ADJUSTMENTS ON ANY TRANSFER OF INTEREST IN THE 
AGGREGATE PARTNERSHIP PRoperry.—In the case of any transfer of an interest 
in the aggregate partnership property, whether by means of a’sale or exchange, 
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a transfer by a decedent to his estate, heir, legatee or designee, a liquidation of a 
‘-orporation, or a gift the following basis adjustments shall be made: 
“(1) STANDARD RULE—ADJUSTMENT OF BASES OF PARTNERSHIP PROPERTIES 
In order that the cost to the transferee partner in the case of a sale, the 
value of the interest in the case of a transfer at death, or the effect of 
the transfer in other cases, shall be reflected in the bases of the partner- 
ship properties (other than money), those bases shall be adjusted as 
follows: 
“(A) ADDITIONS TO BASIS If the amount that the transferee partner's 


basis of the transferred interest would be if determined under section 
113 (a) is in excess of the transferor partner’s basis of that interest 
immediately prior to its transfer, then the excess shall be added to the 
bases of the partnership properties (other than money ) 


‘(B) SUBTRACTIONS FROM BAS.S.—If the transferor partner’s basis of the 
transferred interest immediately prior to its transfer is in excess of the 
amount that the transferee partner's basis of that interest ould be if 


determined under section 113 (a), then the excess shall be subtracted 
from the bases of the partnership properties (other than money) 

“(C) ALLOCATION O \DDITIONS AND SUBTRACTIONS.—Any increase or 
decrease n the bases of the partnership properties by reason of this para- 
graph shall be allocated to those properties in a manner calculated to 
decrease proportionately the differences between their bases and their 
values, in accordance with regulations. 

“(D) ADJUSTMENTS ATTRIBUTABLE TO TRANSFEREE PARTNER.—In order that 
the transferee partner’s basis of his interest in the aggregate partnership 
property shall likewise reflect cost in the case of a sale, value in the case 
of a transfer at death, or the effect of the transfer in other cases, these 
adjustments shall be attributable solely to him, in accordance with 
regulations. 

‘(2) ELEcTIVE RULE—NONADJUSTM"NT OF BASES OF PARTNERSHIP.—If the 
election provided by section 189 (b) is filed, in order that the cost to the 
transferee partner in the case of a sale, the value of the interest in the 
case of a transfer at death, or the effect of the transfer in other cases, 
shall be reflected in the basis of his interest in the aggre:ate partnership 
property, without the necessity, however, of adjusting the bases of the 
individual partnership properties, the transferee’s basis of his interest in 
the aggregate partnership property shall be equal to the amount it would 
be if determined under section 113 (a). 

‘(c) EFFectT or TRANSFER OF AN INTEREST ON PARTNER'S DISTRIBUTIVE SHARI 
For the purpose of section 187 (c), relating to the computation of a partner’s 
distributive share of income, gain or loss, the partnership gain or loss from the 
sale of, and its allowance for the depreciation or depletion (other than percent 
age depletion) of, property whose basis was adjusted in accordance with sub 
section (b) (1) shall be allocated among the partners, in accordance with regu 
lations, so as to reflect the attribution of the basis adjustment solely to the trans 
feree partner. 





‘ 





“SecTIon 196. TREATMENT OF ESTATE, HEIR, LEGATEE, OR DESIGNEE AS A PARTNER 
AND DISTRIBUTIVE SHARE AS INCOME IN RESPECT OF A DECEDEN' 


‘(a) TREATMENT AS A PARTNER AND DISTRIBUTIVE SHARE AS INCOME IN RESPECT 
OF A DECEDENT.—If the estate of a deceased partner has any interest in the part 
nership profits and losses then the estate shall be treated as a partner Any 
amount to which the estate becomes entitled shall be treated as the estate’s 
distributive share of partnership income and the right to receive those amounts 
shal! be treated as the right to income in respect of a decedent for the purposes 
of section 126, except to the extent that any of the factors specified in subsec 
tion (b) are present. For the purpose of this section, an heir, legatee, or desiznee 
of a deceased partner shall be treated in the same manner as the estate of the 
partner. 

“(b) Factors PREVENTING TREATMENT AS PARTNERSHIP INCOME AND AS RIGHT 
ro INCOME IN Respect or A DECEDENT.—The factors which shall prevent the 
treatment of amounts received by the estate of a deceased partner as a distr bu 
tive share of partnership income and the right to receive those amounts as th 
right to income in respect of a decedent are: 

(1) PAYMENT FOR INTEREST IN ASSETS.—The amounts in effect represent 
payment for the estate’s net interest, after deducting its allocable share of 
partnership liabilities, in those items of partnership property. 
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“(A) which immediately prior to the decedent’s death had an unad- 
justed basis in excess of zero, or 

“(B) whose initial cost could have been treated as capital expendi- 
tures, or 

“(C) in respect of which the taking of inventories may be required 
under section 22 (c). 

“(2) DETERMINATION OF AMOUNT PAID NOT DEPENDENT ON PARTNERSHIP 
EARNINGS.—The determination of the amount paid is not substantially de- 
pendent upon the estimated or actual earnings of the partnership after the 
death of the deceased partner. 

“(3) Priok AGREEMENT TO CONTRARY.—The partners had clearly indicated 
in an agreement concluded prior to the decedent’s death that they did not 
intend that the amounts should be treated as a distributive share of partner 
ship income, and the amounts bear a reasonable relation to the value of the 
decedent’s interest in the partnership properties including the good will.” 


REPORT 


The proposed codification of the partnership income tax law does not deviate 
from the present provisions of the Internal Revenue Code. It does, however, at- 
tempt to lay down rules in large areas which are untouched by the present code. 
Among these are the treatment of contributed property, current distributions to 
a partner, the transfer of a partnership interest by sale or the death or retire- 
ment of a partner. Decisions, regulations, and ruling are sketchy and form no 
consistent pattern. There is clearly a real need for comprehensive legislation. 

In recognition that the term “partnership” includes a wide range of divergent 
business enterprises, incapable of being subjected to the same rules, several areas 
are covered by two distinct and separate rules, a “standard” rule and an “elec- 
tive” rule, 

The standard rules were designed for the partnership wherein a small number 
of partners have contributed money and property to a common pool. Under these 
rules, the partners relinquish their tax positions represented by the basis of their 
contributions to the partnership. Each partner is deemed to have essentially an 
undivided interest in proportion to his partnership interest in each item of part- 
nership property. When a partner retires or transfers his partnership interest, 
both relatively rare events, adjustments are made to the bases of the partner- 
ship assets. 

The elective rules are adaptd to larger business enterprises such as investment 
banks, brokerage houses, and large law firms. These rules permit the contribu- 
tor to such a partnership to retain the tax benefit of his investment rather than 
to give up a portion of it to the other partners. Because retirements of partners 
and readjustment and sales of partnership interests are common, no attempt is 
made to adjust the bases of partnership assets whenever such an event takes 
place. 

Conceptually, the proposed codification takes an “aggregate” or “eoownership” 
approach. However, it is the result achieved and the ease of administration 
which is of primary importance in each area. The draft deviates from this basic 
approach whenever the nature of normal business activity would cause its appli- 
cation to be difficult. 

Since the American Law Institute draft has proposed that the distinction be- 
tween long-term and short-term capital gains be eliminated, the part on partners 
and partnerships included no provisions with respect to holding periods. It is 
considered that the present holding period provisions of Internal Revenue Code 
section 117 (h) are basically satisfactory for partnership situations. Special 
consideration may be given, however, to the problems arising from a dispropor 
tionate liquidating distribution. 

The suggested provisions are intended to replace sections 113 (a) (13), 181-190, 
and 3797 (a) (2) of the present Internal Revenue Code, section 191 should be 
renumbered 197. 

SECTION 181 


No change in the present definition of a partnership and a partner in section 
3797 (a) (2) is intended. However, the Secretary is permitted to exclude from 
partnership treatment, loosely knit organizations, such as joint ventures, pools, 
and syndicates which, although coming under the definition, can have their in- 
come adequately reported by their members on their individual returns as 
tenants in common. 
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SECTION 182 


This provision, not found in present law, has been included to serve as a guide 
in situations not specifically covered by the partnership sections. It is intended 
to supply a general theory which must be applied by the courts if consistent 
solutions are to be arrived at in different but analogous cases. A partnership 
is not to be considered as an entity in itself but rather as a group of coowners of 
the assets of the partnership business. 


SECTION 183 


This is the same as section 181 of the present code. 
SECTION 184 

Chis is the same as section 187 of the present code. 
SECTION 185 


This section attempts to prevent abuse in the adoption of a fiscal year by 
requiring the partnership to obtain the approval of the Secretary before a fiscal 
vear may be used. This brings the treatment of partnership in line with the 
treatment of individual proprietors who may not change to a fiscal year when 
starting a new business without such approval. It is contemplated that approval 
will be granted in all cases where there is a sound reason for adoption of a 
fiscal year 

SECTION 186 


No change in present law is intended. The comparable provisions in the 
present code are sections 183 (a), (b), (ce), and (d), and the first clause of 
section 189. The second clause of section 189 (providing that the partners shall 
be allowed a net operating loss deduction under the regulations prescribed by the 
Commissioner with approval by the Secretary) does not appear in the draft in 
that form. It is contemplated that a partner, in computing his individual net 
loss deduction for the year, may, subject to the limitations of the net loss deduc- 
tions section, take into account his distributive share of any partnership loss. 
Items of partnership loss, income, gain, or credit included in his distributive 
share will, according to section 187 (c) (8), retain the character they had in the 
hands of the partnership, eliminating the necessity for regulations by the Com- 
missioner and approval by the Secretary with respect to loss deductions. 


SECTION 187 


Subsection (a) is equivalent to sections 182 (c), (a), and (b), and the 
second clause of section 183 (c) of the code. 

Subsection (b) is equivalent to sections 184 and 186 of the present code. 

Subsection (c) finds no counterpart in the present code. The provision in 
paragraph (1) denying the allowance of a loss to a partner in excess of the 
basis of his interest in the aggregate partnership property is probably in accord 
with present law. A partner is prevented from taking advantage of a partner- 
ship loss where he personally has suffered no monetary loss. The possibility 
to do so exists only where the partnership has elected under section 189 (a) 
or (b) to be treated under the elective rules. A contributes $100,000 and B 
contributes only his services to an equal partnership. If the partnership elects 
under section 189 (a) to be treated under the elective rule for contributed 
property (sec. 190 (e) (2)), A’s basis for his interest in partnership property 
would b $100,000 and B’s basis would be zero. The partnership agreement pro 
vides that gains and losses are to be shared equally but that B is not required 
to put up any money if the partnership should incur a loss. The partnership 
loses $100,000. A may take a $50,000 loss, which decreases his basis to $50,000. 
Bb, whose basis is zero, would not be entitled to recognize a loss. He would, 
however, be able to set off a loss carryover of $50,000 against a future share 
of partnership gain. Regulations would provide that this special loss carryover 
be divided in the same proportion which the partnership’s ordinary loss bears 
to its capital loss, so that a portion of it is available primarily for setoff against 
future ordinary income and a portion is primarily for setoff against future 
capital gain. If the partnership is terminated before the loss carryover is 
used, its potential deduction is loss to B. A, who now has a basis of $50,000, 
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would have a further loss of $50,000 on liquidation, assuming no partnership 
assets remain. 

Paragraph (2) is a cross-reference to those sections which require the alloca- 
tion of gain, loss, depreciation, or depletion with respect to certain partnership 
property among the partners in a manner other than in accordance with their 
partnership agreement. Such special allocations, which result only under the 
standard rules, are rare and occur only in the event of a contribution of jointly 
held property to the partnership by partners who are joint owners, and in the 
case of a transfer of a partnership interest by sale or the death of a partner, 
No special allocation is made if the partnership has elected to be treated under 
the elective rules in those areas, 

Ordinarily, all gains, losses, and deductions are taken into account by the 
partnership in determining its net ordinary income and loss and its capital gain 
and loss from which each partner’s distributive share is computed. Most part- 
nerships operating under the standard rules will be able to determine the dis- 
tributive shares of their members without any special allocations. For such 
partnerships computation of each partner's distributive share of gain or loss 
involves merely multiplying the partnership’s net gain or loss by the percentage 
of such gain or loss to which the partner is entitled under the partnership agree- 
ment. This is the only procedure ever used for a partnership filing both elections 
under section 189, to which paragraph (2) has no application. 

Paragraph (3) ascribes the same character to income, gain, loss, or credit in 
the hands of the partner as it had in the hands of the partnership. Thus, 
gambling gains of the partnership will retain their character in the hands of 
the partners and may be set off against individual gambling losses. Similarly, 
the partner’s distributive share of any partnership losses which are of such 
character that they qualify for the net loss deduction, may be utilized in com- 
puting his individual net loss for the year. Thus, no specific provision dealing 
with a partner’s net loss deduction is necessary. 


SECTION 188 


Subsection (a) is the same as section 188 of the code except that the paren- 
thetical reference to January 1, 1939, now included in that section has been deleted 
as unnecessary. 

Although the law as to the effect on the partnership taxable year of a death, 
retirement, or entry of partner has not yet been finally determined, the suggested 
provision is in accord with the current majority view. The dissolution of a 
partnership by the death of a partner does not result in a termination of the 
partnership as long as the partnership activity is continued, and the final return 
of the deceased partner need not include partnership income for the period 
ending with his death (Commissioner vy. Mnookin, 184 F. 2d 89 (8th Cir. 1950) ; 
Girard Trust Co. vy. United States, 182 F. 2d 921 (38d Cir. 1950) ; Henderson’s 
Estate vy. Commissioner, 155 F. 2d 310 (5th Cir. 1946). Contra: Commissioner 
v. Waldman, 52-1 U. S. T. C., par. 9283 (2d Cir. 1952) ; Darcy v. Commissioner, 
66 F. 2d 581 (2d Cir. 1933)). This provision removes the danger that income 
from more than 1 year might be telescoped into the final return of the decedent 
partner. 

The sale by a partner of his interest in the aggregate partnership property 
closes the partnership's taxable year with respect to him, and his distributive 
share of partnership net income earned as of the date of the sale is then realized. 
At the end of the partnership’s regular tax year, the purchaser of the interest 
has included in his distributive share of partnership net income only his share 
of income earned since the day when he became a partner. 


SECTION 189 


The partnership is permitted two distinct and separate elections. That 
in subsection (a) deals with contributed property and its effect is discussed 
in the comment to section 190. That in subsection (b) refers to certain basis 
adjustments to be made when a partner retires or reduces or transfers his 
interest. The effect of this election is discussed in the comments to sections 194 
and 195 where the alternative rules in this area are set forth. 

These elections have been made irrevocable unless consented to by the Secre- 
tary. It would be extremely difficult to administer the provisions suggested if 
the election could be easily terminated during the existence of the partnership. 
All partners are required to sign the notification of election in order to avoid 
having the Secretary become embroiled in disputes betwen partners as to the 
desirability of an election. 
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SECTION 190 


Subsection (a) codifies what is generally recognized as present law 

Subsection (b) attempts to verbalize the distinction between a sale and a con 
tribution. If the transfer was in exchange for an interest in the partnership 
it is a contribution. This includes transfers for an increased interest in the 
partnership as well as transfers made to match contributions by the other 
partners in order to preserve the partner’s percentage interest. 

Subsection (c) codifies regulations 29.113 (a) (18)-1 

Subsection (d) states the effect of contributed property upon the distributive 
shares of partnership income, as determined under section 187 (c), when the 
contributed property is sold by the partnership or when it incurs depreciation 
or cost depletion in the hands of the partnership. Under the general rule of 
paragraph (1), precontribution appreciation or depreciation in value is shared 
by the partners in the same prcportions that they share the partnership's true 
gain, loss, depreciation, or depletion. Thus, if A contributes property with a 
basis of $40 and a value of $100 and B contributes $100 in cash to an equal 


i 
partnership, and if the property is subsequently sold by the partnership for 


9140, A and B each has a taxable gain of $50 as a result of the partnership's 
$100 taxable gain. If the property depreciates at a rate of 10 percent rate, each 
partner gets the benefit of half of the $4 annual allowance 

A special rule was adopted for contributions of jointly-held property, in order 
to permit tenants in common to form partnerships without drastic changes in 
thier tax consequences. This rule renders it unnecessary to draw a sharp divid 
ing line in the shadowy area between tenancy in common and partnerships as the 
tax consequences are the same in either case. Under this rule if A and B con 
tribute an undivided half interest in property to an equal partnership, the por 
tion of the basis of the property allocated to each partner reflects the basis of 
his contribution. If A’s basis of his half-interest was $100 and B's, $150, A’s 
allocable share of the basis of the property in the hands of the partnership will 
be $100 and B’s, $150. In the event of a sale, A would realize a gain of $50 
more than B and, if the property is depreciable, A’s share of depreciation would 
be two-fifths of the total depreciation, while B’s share would be three-fifths 
The partners may, however, agree to permit former jointly held property to be 
treated as any other contributed property by a partnership agreement that the 
general rule of allocation shall apply in such a case 

Subsection (e) states the effect of contributed property upon the basis of a 
partner’s interest in the aggregate partnership property. Such basis has tax 
significance when the partner receives a liquidating distribution or otherwise 
disposes of his partnership interest. For the purpose of computing that basis, 
alternative rules operate. 

The standard rule allocates the aggregate basis of contributed property among 
the partners in proportion to their respective interests in the aggregate partn 
ship property upon the winding up of the partnership. This in effect constitutes 
a “shift of basis” from each contributing partner to all the other partners. Thus, 
if A contributes property with a basis of $40 and a value of $100 and B contributes 
$100 in cash to an equal partnership, each has a basis of $70 for his interest 
in the aggregate partnership property. Fach has, in effect, shifted half of the 
basis of his contribution to the other partner. If the property is sold for $109, 
the partnership gain is $60 and each partner’s distributive share is $30. If the 
partnership is liquidated immediately thereafter, no gain or loss results to the 
partners by reason of the precontribution appreciation credited to A. It is felt 
that the average partner in a small partnership expects any potential gain 
or loss in respect of contributed property to accrue to the partnership and not 
to be retained by the contributing partner to be realized upon the subsequent 
sale of the property or on the dissolution of the partnership 

The “shift of basis” approach operates with relative ease, compared to pr 
viously considered approaches which attempt to take into account paper gains 
and losses to the contributor at the time of contribution. Under the suggested 
approach, except for minor deviations, a distributive share of taxable income to 
each partner can be determined in the same manner as under present law 
whether the standard or the elective rules are operative. 

In the case of a contribution of jointly held property, however, a special rule 
was adopted which, like the special rule in paragraph (d), is intended to permit 
the formation of a partnership by tenants in common without great changes in 
tax consequences. Under this rule the former tenant in common’s basis for 
his interest in the aggregate partnership property reflects the basis of his con- 
tributed undivided interest. 
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In a case where the partners decide it is desirable for each to retain the 
basis of his own contribution, they can elect to be treated under the elective 
rules, whereby the amount of money and the basis of the property contributed 
by a partner becomes the basis of his interest (as though he had received stock 
in a corporation). The contributing partner is thus enabled to hold on to the 
basis of his contribution for purposes of computing his gain or loss at the time 
of his retirement, on the dissolution of the partnership or in the event of the 
transfer of his interest in partnership property. His basis, however, has no 
effect on his distributive share of the partnership income, which is determined 
solely by the partnership agreement. Under the elective rules, if A contributed 
property worth $100 with a basis of $40 and B contributes $100 in cash, A’s basis 
for his interest in partnership property would be $40 and B’s, $100. Upon a sale 
of the property for $100, the partnership’s gain is $60 and each partner’s tax- 
able distributive share, $30, raising A’s basis for his interest to $70 and B’s to 
$130. A distribution of $30 to each reduces their respective bases once again to 
$40 and $100. If the partnership dissolves and the $40 in cash is distributed 
equally, A realizes a gain of $30 ($70 minus $40) and B a loss of $30 ($70 minus 
$100). 

SECTION 191 


Under present law the basis of property distributed by a partnership to a 
partner “shall be such part of the basis in his hands of his partnership interest 
as is property allocable to such property.” Section 113 (a) (15). The Bureau 
has ruled that when property is distributed in kind pro rata to the partners, 
the basis “properly allocable” to the property is that proportion of the basis 
of the distributee’s interest in the partnership which the value of the assets 
withdrawn bears to the value of all partnership assets immediately preceding the 
distribution (G. C. M. 20251, 1938-2 Cum. Bull. 169). Under this rule the basis 
of the property in the hands of the partners bears no relation to its former 
basis in the hands of the partnership. Gain or loss to the partners on the sale 
of the property after distribution might differ greatly from that which would 
be realized if it were sold by the partnership. Furthermore, such an approach 
is extremely difficult to apply in the case of distributions not in proportion to 
the partners’ interests. 

The suggested approach utilizes the “carryover” basis approach used in the 
case of contributed property. Under it, no gain or loss is recognized on distribu- 
tion and the basis of the property in the hands of the distributee is the same as its 
basis in the hands of the partnership. This technique has the advantage of 
certainty and simplicity. The same amount of gain or loss is realized whether 
the property is sold by the partnership or by the partners. It is impossible to 
juggle bases between capital and noncapital assets. Its only disadvantage, how- 
ever, is that it brings about a different allocation of gain or loss among the part- 
ners from that which obtain if the property had been sold by the partnership. If 
A and B each receive property worth $100, but A’s property has a basis of $50 
while B’s has a basis of $150, upon a sale by the partners, A would realize a gain 
of $50 and B a loss of $50. It is felt, however, that the partners, each looking out 
for his own interest, would either equalize the bases to each partner of distributed 
property or would compensate a partner taking proportionately low basis property 
at a potential tax disadvantage. The partners can be depended upon to eliminate 
possible tax inequities among themselves. 


SECTION 192 


The present code does not made provision for transactions between a partner- 
ship and a partner not acting in his capacity as a partner. Judicial decisions in 
this area have reached inconsistent results. Some courts have taken an aggregate 
approach and held that to the extent of his interest in the partnership, a partner 
dealing with a partnership is dealing with himself. Consequently, to the extent 
of his interest as a partner, such transactions should result in no tax effect (Ben- 
jamin vy. Hoey, 47 Supp. 158 (S. D. N. Y. 1942), revised on other grounds, 139 F. 
2d 945 (2d Cir. 1944) ). Other courts, however, have taken an entity approach and 
held that transactions between a partnership and one of its members shall be 
treated as though it were between the partnership and a third party (Harvey M. 
Tov, 1942 P-H B. T. A. and T. C. M. Dee. par. 42451 (1942); Leif J. Sverdrup, 
14 T. C. 859 (1950) ; Wegener v. Commissioner, 119 F. 2d 49 (5th Cir. 1941) ). 
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The difference in results in the majority of cases between the two approaches 
is one of timing of recognition of gains or losses. The draft has adopted the 
entity approach essentially because it is considerably easier to apply than the 
aggregate approach. 

The treatment of sales between the partnership and a partner is between 
the partnership and one who is not a partner creates the possibility of selling 
property which is depreciated in value to a partner by the partnership, or vice 
versa, in order to effect the realization of a loss at a convenient time without 
actually giving up economic control. This problem, in other areas, inspired the 
adoption of section 24 (d) of the code which disallows losses in transactions he- 
tween persons of certain relationships. In the corporate area, for example, 
losses are disallowed in transactions between a corporation and a stockholder 
who owns, directly or indirectly, more than 50 percent of the outstanding stock 
of the corporation. Subsection (b) accomplishes essentially the same thing in 
the partnership area and applies the same rules for constructive ownership of a 
partnership interest as those used in section 24 (b). 


SECTION 193 


A partner’s basis for his interest in the aggregate partnership property must be 
determined for the purpose of computing his gain or loss on his retirement from 
the partnership, on a dissolution of the partnership, or on the sale of his interest 
in the partnership. Although the present code does not contain a definition of the 
basis of a partner’s interest, section 29.113 (a) (13)-2 of the regulations states 
that upon liquidation of a partner’s interest he “realizes a gain or loss measured 
by the difference between the price received for his interest and the sum of the 
adjusted cost or other basis to him of his interest in the partnership plus the 
amount of his share in any undistributed partnership net income earned since he 
became a partner on which the income tax has been paid.” Taken literally, this 
provision would cause a tax to be imposed on exempt interest, life-insurance pro- 
ceeds, and similar nontaxable earnings when the partnership is liquidated. The 
suggested provision avoids this problem by tying the basis of a partner’s interest 
in the aggregate partnership property to his allocable portion of the aggregate 
basis of the partnership’s property in his hands. 

The rule does not require the deduction of partnership liabilities in computing 
the partners’ basis since each partner is considered individually liable for a pro 
rata portion of the partnership liability. 

The general rule is subject to several deviations and adjustments made neces 
sary by the operation of various provisions of the draft. Subsection (b) contains 
cross references to each of those provisions whose purpose and operation will be 
discussed in the comments accompanying each of them. 


SECTION 194 


A retirement of a partner and a winding up of a partnership are treated in 
essentially the same way as the sale of an interest in partnership property. See 
comment to section 195. This probably changes present law on the treatment of 
distributions to a retiring partner. (See Anna Neuman, 9 T. C. M. 877 (1950) ; 
Swiren v. Commissioner, 183 F. 2d 656 (1950), cert. denied, 340 U. S. 912 (1951).) 

As to the winding up of a partnership, there is some question under present law 
as to whether the complete liquidation of a partnership involves a constructive 
pro rata distribution followed by a sale or exchange. That possible interpreta- 
tion has been rejected. The treatment of liquidation is further altered by pro- 
viding that gain allocable to capital assets is to be treated as capital gain and a 
gain allocable to noncapital assets is to be treated as ordinary income, as though 
the partnership had first sold its assets. The Williams v. McGowan approach to 
the sale of a business in the single proprietorship field is thus adopted in the 
partnership field as the universal rule for both the standard and elective partner- 
ship. In order to alleviate the hardship of realizing ordinary income as the result 
of a liquidation or retirement from the partnership, gain in respect of noncapital 
assets may be spread over 3 years at the election of the taxpayer. 

Partnership ABC owns $4,500 in cash, and properties with an aggregate basis of 
$1,500, worth $3,000. The partnership has accounts payable of $1,500. Partner 
A, whose basis for his interest in partnership property is $2,000, retires and 
receives one-third of the value of the partnership property, less his share of 
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partnership liabilities, or $2,000 in cash, in exchange for his interest. He would 
realize the following gain: 
Amount realized: 
Cash received__- Se ee ee aie sides Aeaiaig teh 
Share of partnership debt (assumed by remaining partners) — 500 
— —~ $2, 500 
Less basis of interest in partnership property: 
Basis of interest in partnership property 
Amount of partnership obligations assumed 


2, 000 
0 





2, 000 





Gain recognized_- ie 500 


This gain must be allocated into ordinary income and capital gain under sub- 
section (a) (3). 

\s for losses to the retiring partner, the present regulations provide that if a 
partnership distributes its assets in kind and not in cash, no gain or loss is real- 
ized by the distributee until he disposes of the property (Regs. sec. 29.118 (a) 
(15)-2). Consequently, losses suffered on liquidation where the distribution con- 
sisted almost entirely of property have been disallowed (Annie Laurie Crawford, 
39 B. T. A. 521 (1939)). However, where substantial amounts of cash were in- 
cluded in the distribution, a loss on the entire transaction was allowed (C. K. 
Boettcher, 1989 P-H B. T. A. Mem. Dec., par. 39,353 (1939) ). A loss was allowed 
upon liquidation of property to a special partner in a limited partnership (Annie 
Stevens Woodruff, 38 B. T. A. 739 (1938), non acq.). 

The suggested provision would allow a loss to be taken whenever the distribu- 
tion is entirely in money and also upon a distribution of property whenever the 
loss realized upon the distribution is more than twice the value of the property. 
For example, a partner with a basis for his interest of $5,000, who receives in 
liquidation $1,000 in cash and $50 in property, would realize his loss of $3,950 im- 
mediately. It would be unrealistic to disallow the loss and thereby permit the 
$50 property to carry a $4,000 basis until such a time as the taxpayer chooses to 
dispose of it. 

Losses as well as gains are allocated to capital and noncapital assets. 

To determine the unadjusted basis to the distributee of property received, a 
substituted basis approach is used. Property received in liquidation acquires 
the basis of the distributee’s interest in partnership property, decreased by the 
cash received and other amounts realized by the distributee, and adjusted for 
any gain or loss recognized by the distributee on liquidation. The basis so deter- 
mined is to be all ong the properties received in proportion to the basis 
of those propert 1ands of the partnership. This method of allocation 
\ difficulties involved in determining market value and 
prevents any possible manipulation by the taxpayer. It also prevents any drastic 
reallocation of basis of nondeprecial 








avoids the adi ni 


le to depreciable assets, permitting greater 


deductions for depreciation. 

The cost of buying out the retiring partner should be reflected in the bases of 
the remaining partners for their interests in the aggregate partnership property. 
In the case of partnership operating under the standard rules, this change of 

wated to the bases of all the partnership properties, sO that the gain 
or loss to the remaining partners in consequence of the retirement of a partner 
s realized piece-meal every time a partnership asset is sold. The change in 
the bases of the partnership property would also permit new depreciation and 


basis is all 


depletion allowances in respect of properties subject to such allowances. 

Since the task of reallocating the bases of partnership property would be 
unfeasible in arge partnership wherein partnership interests are continually 
being adjusted, the elective rule provides that the adjustment to the bases of 
the remaining partners’ interests in partnership properties will have no effect 


on the bases of the individual properties . Thus any increase (potential loss) 
or decrease (potential gain) in the basis of a remaining partner’s interest would 
have its effect only at the time of his retirement, the liquidation of the partner- 
ship or the sale by him of his interest. Gain or loss would not be recognized 
piece-meal every time a partnership property is sold as under the standard rule. 
Similarly, there would be no change in the depreciation or depletion allowances. 





SECTION 195 


The “fragmentation” meth 


of a partner’s interest in pai 


rain or loss on the sale or exchang 
‘rty, as well as on retirement of a 
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partner (sec. 194) represents a change in present law. With the exception of 
the Court of Claims [City Bank Farmers Trust Co. y. United States, 47 F. Supp. 98 
(Ct. Cl. 1942) ], sales of interests in partnerships possessing tangible assets have 
been treated as capital transactions. A recent decision, Swiren v. Commissioner 
(183 F. 2d 656 (7th Cir. 1950), cert. den., 340 U. S. 912 (1951) ), requires that 
the sale of a partnership interest be treated as the sale of a capital asset even 
when part of the payment is for amounts due to personal services. (But cf. 
Helwering v. Smith, 90 F. 2d 590 (2nd Cir. 1937).) 

The Bureau's present position is to treat the sale of a partnership interest as 
the sale of a capital asset provided that the sale in question is a sale in substance 
as well as in form of such an interest, as opposed to a payment for partnership 
earnings due to past services (G. C. M. 26379, 1950-1 Cum. Bull. 58). On the 
other hand, Herbert D. Hatch (14 T. C. 251 (1950) ), held that when the partners 
sell the partnership assets the fragmentation approach is to be used. Williams 
v. McGowan (152 F. 2d 570 (2d Cir. 1946) ), applies the fragmentation test to 
the individual proprietorship. 

Clearly whether the partners sell their interests or whether they sell the assets 
should make no difference taxwise. Consequently, gain or loss is allocated as 
though the partnership had first sold its assets regardless of the formalities of 
the sale. A departure from this treatment would make possible large scale 
diversion of ordinary income into capital gain through the use of Collapsible 
partnerships. The hardship to the selling partner of recognizing all the gain 
attributable to nonecapital assets as ordinary income in 1 year is mitigated by 
the 3-year spreading provision. 

Under both the standard and elective rules, the transfer of an interest in the 
aggregate partnership property will result in an adjustment to the basis of that 
interest to reflect, in the case of sale, the purchase price, and, in the case of 
death, the value of that interest. Under the standard rule, however, this adjust- 
ment (as in the case of an adjustment to the basis of the remaining partner's 
interest on the retirement of a partner) will result in an adjustment to the bases 
of all the partnership properties. 

Since we wish the change in the basis of the transferred interest in the aggre- 
gate partnership property to affect only the future profits and losses of the 
transferee and to leave the tax position of the existing partners unaltered, the 
changes in the bases of the individual properties will be reflected only in the 
transferee’s allocable portion of the basis of each of those properties and will 
have no effect on the allocable portions of the existing partners. This will 
require a separate determination of the gain, loss or deduction or depreciation or 
depletion with respect to each partner as to those properties whose bases have 
been adjusted under this section. 

Under the elective rule the bases of the individual properties remain unchanged 
so that the effect of the adjustment, which is solely to the partnership interest of 
the transferee is not felt until his retirement, the sale of his interest, or the disso- 
lution of the partnership. 

The general principles used on the sale of a partnership interest have been 
applied in this draft to every possible means of transferring an interest in a 
hip. Transfer by gift, for example, will result, in most cases, in no 
adjustment to the bases of the partnership properties, and, therefore, the donee’s 
interest will have a basis in his hands that is the same as the basis for that 
interest in the hands of the donor. However, if the fair market vaiue of the 
transferred interest, at the time of the gift, is less than its basis, the bases of the 
partnership properties will have to be adjusted for the purpose of determining 

on their disposition. In like manner, a transfer of an interest in a partner- 
ship by death will result in an adjustment to the bases of the partnership proper- 
ties which will reflect their fair market value. Adjusting the bases of the 
partnership assets upon the death of a partner will overrule Aaron Lowenstein 
(12 T. C. 694 (1934), aff'd sub nom. First National Bank of Mobile v. Commis- 
sioner, 183 F. 2d 172 (6th Cir. 1950), cert. denied, 340 U. S. 911 (1951) ). 

Under the elective rule, no adjustment is made in the bases of partnership 
properties upon the sale or other disposition of an interest in the aggregate 
partnership property. Only the basis to the transferee partner is adjusted to 
reflect his purchase price or the value of the transferred interest in the case of 
death. 


partners 


SECTION 196 


Where payments are made to the estate of a deceased partner, it is extremely 
difficult to determine which part of the payments is the purchase price for the 
deceased’s interest in the partnership capital and which part is actually a dis- 
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tribution of his share of income. The remaining partners may not deduct from 
their own income the purchase price of the decedent’s interest in capital. They 
may deduct his share of income since this will be taxed as income directly to the 
estate. 

S.nce it is very common for partnerships to provide for such payments to the 
estate of a deceased partner, a great deal of litigation concerning the attendant 
tax consequences has arisen. (See Note, Death of a Partner, 50 Col. L. Rev. 658 
(1950).) <A strict application of present law would require that all amounts 
attributable to the decedent’s interest in untaxed partnership income items be 
taxed to his estate under section 126 as income in respect of a decedent, and that 
amounts paid to the estate for the decedent’s interest in the firm’s capital be 
treated as capital expenditures made by the surviving partners and, therefore, 
not currently excludible from their distributive shares of the total current 
partnership income. In addition, the estate may be subject to income tax upon 
amounts which do not represent the decedent’s interest in any partnership income 
or assets, but are payable to the estate as its share of partnership income under 
an agreement making the estate a quasi-partner for a limited period. Often such 
payments are in the nature of mutual insurance. (See, e. g., Charles F. Coates, 
7 T. C. 125 (1946), acq.) 

The suggested provision attempts to segregate that portion of any payments 
which are clearly for the decedent’s interest in the partnership capital goods and 
stock in trade and are not a share of partnership income. The balance of the 
payments made shall be treated as income to the estate as well as income in 
respect of the decedent under section 126, Raymond S. Wilkins (7 T. C.519 (1946), 
aff d 160 F. 2d 830 (1st Cir. 1947) ), would be overruled by the suggested provision, 


(The following material was submitted for the record on topic 29 :) 


STATEMENT oF RANDOLPH PAUL, WASHINGTON, D. C., ON BEHALF oF HowArp F. 
KNIPP 


My name is Randolph Paul, attorney of Washington, D. C. I am submitting 
this statement on behalf of Howard F. Knipp, a partner in an interior woodwork 
manufacturing company of Baltimore, Md. 

My purpose is to bring to the attention of the committee the need for clarify- 
ing the partnership provisions of the Internal Revenue Code. The code should 
clearly provide that the death or retirement of one partner does not end the 
partnership’s taxable year, Existing administrative interpretation of the part- 
nership provisions of the code is that the death or retirement of a partner re- 
sults in the ending of the partnership’s taxable year. In certain situations this 
interpretation results in putting into a surviving partner’s tax year partner- 
ship income of as many as 23 months. With our highly progressive income 
tax and the prevailing high rates, the bunching of more than 12 months’ income 
in any one tax period is certain to result in hardship to individual taxpayers. 

The situation in which there may be the bunching of more than a year’s 
partnership income in a partner’s single tax year is that in which a partnership 
is on a fiscal year basis but an individual partner is on a calendar year basis. 
So long as a partner does not die or retire, this difference in the tax years 
causes no difficulty. Under section 188 of the code, the partner includes in his 
taxable income the partnership earnings for the partnership fiscal year which 
ends within the partner’s calendar year. For example, if a partnership's fiscal 
year covers the period from February 1, 1952, through January 31, 1953, the 
partner includes in his 1958 income his share of the partnership earnings for the 
period from February 1, 1952, through January 31, 1953. 

The problem arises when a partner dies or retires. The Bureau of Internal 
tevenue has taken the position that death or retirement of a partner not only 
dissolves a partnership but immediately terminates its existence as well. In 
the Bureau’s eyes it has been thought to be immaterial that the partnership 
agreement or State law may provide otherwise. Under this view, the partner- 
ship fiscal year is terminated immediately, even though the partnership neces- 
sarily continues in legal existence for purposes of winding up its affairs. Under 
this interpretation 2 partnership fiscal years terminate during 1- calendar year 
of the partners. In that case, the Bureau has contended, the surviving or contin- 
uing partner must include in 1 year’s taxable income his share of the partner- 
ship earnings of both fiscal periods. 

For example, if a partnership has a fiscal year ending on January 31, 1953, 
and one of the partners dies on December 31, 1953, the administrative position 
has been that both the partnership's fiscal year ending on January 31, 1953, and 
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a fiscal period terminated by death of a partner in the following December, fall 
within the calendar year 1953. Accordingly, it is argued, the surviving partner 
or partners must include in 1953 income partnership earnings for the 23 months 
from February 1, 1952, through December 31, 1953. With steeply progressive 
rates, bunching almost 2 years’ partnership income into a partner’s 1 year 9b- 
viously subjects the additional income to a far higher tax rate than would 
normally apply. 
PROPOSED CLARIFICATION 


I believe that the Internal Revenue Code should be amended to make it clear 
that section 188’ was never intended to have this result. Actually section 188 
does not require this interpretation, though the Bureau has followed this in- 
terpretation despite judicial authority supporting the opposite conclusion,’ 
Therefore, an amendment probably should be thought of in terms of clarifying 
existing law rather than changing it. However, even if the amendment is to be 
regarded as a change in existing law, it should apply to all open cases and not 
be merely prospective. The high degree of inequity resulting from the administra- 
tive interpretation argues strongly the necessity of minimizing the hardship 
and of making sure that the inequity will not be extended to any more taxpayers, 

Specifically, section 188 should be clarified to make it clear that the death 
or retirement of a partner does not terminate the partnership’s taxable year 
when either the State law or the partnership agreement provides that the 
partnership is to continue for purposes of winding up its affairs or for any other 
purpose. In these situations the termination of the partnership’s taxable year 
should be the normal end of its fiscal year or tlfe actual liquidation of its affairs, 
whichever is sooner. This clarification would minimize the obvious inequity 
arising from the bunching of income. 

Additionally, section 188 should clearly provide that this general rule applies 
whether there are one or more surviving or continuing partners. The Bureau 
has sometimes taken the view that, irrespective of the partnership agreement 
or State law, there can be no continuation of the partnership for any purpose if 
only one partner survives. But taxation should not be governed by such for- 
tuitous circumstances. The partner suffers as much from the bunching of income 
if he is the sole survivor as he does if he is one of several survivors. Moreover, 
the same period is required to wind up the affairs of the business after dissolu- 
tion whether there are one or more partners surviving. Certainly, most State 
laws make no distinction with reference to the number of surviving partners in 
providing for the continuation of a partnership for the period necessary to wind 
up its affairs. In fact, I know of no State which does make any such distinction. 

I am reasonably confident that the Treasury is not opposed in principle to the 
proposed clarification, though for some reason which is not clear to me it has 
been applying an obviously inequitable interpretation to the existing statute. 
Correction of the possible injustice arising from the administrative interpreta- 
tion seems to me worthy of the committee’s attention. Although serious inequity 
to a few individual taxpayers is sought to be averted, the revenue as a whole 
cannot be appreciably affected. 


WESTERN STATES MEAT PACKERS ASSOCIATION, INC., 
Washington, D. C., August 7, 1953. 
Mr. Russecx E. TRAIN, 
Clerk, House Ways and Means Committee, 
House of Representatives, Washington, D. C. 

Dear Mr. TRAIN: The Western States Meat Packers Association, Inc., appreci- 
ates this opportunity to express our views on family partnerships to the House 
Committee on Ways and Means. 

During the year 1941, Mr. Anton Rieder, president of the Coast Packing Co., 
Los Angeles, Calif., and his wife decided to make certain irrevocable gifts to 


2Sec. 188 merely provides in general terms that “If the taxable year of a partner is 
different from that of the partnership, the inclusions with respect to the net inceme ef the 
partnership, in computing the net income of the partner for his taxable year, shall be based 
upon the net income of the partnership for any taxable year of the partnership (whether 
beginning on, before, or after January 1, 1939) ending within or with the taxable year of 
the peeve. 

4 Heiner v. Mellon (304 U. S. 271 (19388)): Mary D. Walsh (7 T. C. 205 (1946)). And 
see Commissioner v. Estate of Mnookin (184 F. 2d 89 (Sth Cir., 1950)) : Girard Trust Co 
Vv. United States (182 F. 2d 921 (3d Cir., 1950)); Estate of Henderson v. Commissioner 
(155 F. 2d 310 (5th Cir., 1946)); Matate of Joseph B. Tyree (20 T. C. No. 95 (1973)) 
Sut ef. Guaranty Trust Co. v. Commissioner (303 U. S. 493 (1938); Commissioner v. 
Estate of Waldman (196 F. 2d 83 (2d Cir., 1952) ). 
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their two daughters in an amount to insure a reasonable income and competence 
for them. They borrowed the sum of $100,000 for each and established ir- 
revocable trusts for them with an independent trustee and paid the consequent 
gift tax by reason of the combined gifts to them of $200,000. 

The independent trustee, upon his own volition and decision, decided to invest 
the $200,000 in a partnership which Mr. Rieder and his wife had been conducting 
for years. The trustee invested the sum of $200,000 as a limited partner. The 
Commissioner of Internal Revenue proposed to utterly disregard the trustee’s 
participation as a limited partner, and to tax Mr. Reider and his wife the earn- 
ings that resulted from the investment of the $200,000 mentioned above. 

Mr. Rieder and his wife irrevocably parted with $200,000, and lost all rights 
of ownership thereof or the income therefrom, and the trustee invested in a 
valid partnership. In 1941, when this trust was established for their two 
daughters, the Federal law recognized the action as entirely valid. 

We understand that in 1943, or thereabouts, the law was changed so that the 
irrevocable trust established by Mr. and Mrs. Rieder was not honored by the 
Bureau of Internal Revenue. The 82d Congress last year enacted a revenue 
bill, Public Law 183, which again makes legal the type of family partnership 
which was established by the Rieders, but the legislation was made retroactive 
only to January 1, 1951 (p. 60, Public Law 188, 82d Cong., sec. 340). The Senate 
version of the bill would have made the effective date retroactive to the taxable 
years beginning after December 31, 1938. 

It is our sincere hope that in the session of Congress beginning in January 
1954 that your committee will vote to make the provision of family partnerships 
as contained in Public Law 183, 82d Congress, retroactive to at least January 
1941. Such action is needed if Mr. and Mrs. Rieder are to receive fair and 
equitable treatment under the law. 

Respectfully yours, 
L. BLAINE LILJENQUIST. 


COMMERCE AND INDUSTRY ASSOCIATION OF NEW YorK, INC., 
New York, N. Y., July 28, 1958. 
Topic 29, partnerships 
Hon. DANIEL A. REED, 
Chairman, Committee on Ways and Means, 
New House Office Buildina, Washington, D.C. 

DEAR CONGRESSMAN REED: Commerce and Industry Association of New York, 
Inc., wishes the following recommendation to be inserted into the record of the 
hearings of the Ways and Means Committee pertaining to the revision of the code: 

1. Income for year of death of partner.—There is a conflict in the decisions as to 
the effect of the death of a partner on the treatment of partnership income. 
With respect to the deceased partner’s income, treatment of his death as terminat- 
ing the partnership can result in taxation in a single year of from 13 to 23 months 
of income, where the partnership is on a fiscal-year basis and the partner on a 
ealendar-year basis. With respect to the surviving partners, the partnership 
taxable vear sometimes is considered as continuing without change 

The conflict should be resolved by an amendment providing, in substance, that 
if the partnership business is continued after the death or retirement of a partner 
or the admission of a new partner, a dissolution of the partnership by reason of 
such death, retirement, or admission shall not close its taxable year prior to the 
close of its annual accounting period, except with respect to a partner who 
retains no interest in the profits or losses of the partnership after the dissolu- 
tion: and that if the estate, heir, or legatee of a deceased partner is entiled to 
an interest in the profits or losses after death, the decedent’s distributive share 
of the partnership income for the taxable year of the partnership shall be treated 
as income of the estate, heir, or legatee. 

(The forecoing recommendation was also submitted under topic No. 18, ac- 
counting principles. ) 

Sincerely yours, 


THOMAS JEFFERSON MILEY, 
Erecutive Vice President 
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STATEMENT OF AMERICAN [FEDERATION OF LABOR RE Topic 29, PARTNERSHIPS 


The laws governing parnerships should be made more effective. The American 

Federation of Labor was opposed to opening up of loopholes permitting increased 

avoidance in the 1951 revenue law We believe provisions under which 
minors may be admitted as partners should be eliminated 


rATEMENT BY ADDISON B. CLOHOSEY, EsQ., oN BEN ALY OF RESEARCH INSTITUTE 0% 
AMERICA, NEW YorkK, N. Y., RE Tortc 29 

‘ooperatives should be taxed like other businesses to eliminate unfair compe 

tit mn 

Remedial legislation retroactive to the date of the enactment of the Internal 
Revenue Code on February 10, 1939, might be in order to set at rest the assertion 
of an inequitable position by the Bureau of Internal Revenu rhe problem ha 
been discussed by numerous authorities, but the most recent discussion which 
I have seen is contained in the May 1953 issue of the Chicago Bar Record, 
published by the Chicago Bar Association. That discussion, at pages 350-351 
is as follows: 

“Partnership payments.—lIf the decedent was a member of a partnership, one 
of the most troublesome and as yet unsettled problems facing an executor relates 
to the handling of postdeath receipts from the partnership. If the partnership 

reement contains no provision for continuance beyond the death of a partner, 
and no provision for the substitution of his estate as a partner, the situation is 
rela ‘ly simple. In this case the executor must include in the decedent's 
final return his share of partnership income computed as if the taxable year 
of the partnership normally ended on the day of his death. As this could cause 
more than 12 months of income to be included in the decedent’s final return 
f he and the partnership had been reporting income on different fiscal years, 
most 

of the partnership following death, at least to the close of the partnership's 
regular accounting year. 

In 1946 the fifth circuit reversed the Tax Court in Henderson’s Estate v. Com- 
missioner, and held that under Louisiana law a partnership did not end upon 
the death of a partner if the partnership agreement provided to the contrary 
In 1949, in Estate of Samuel Mnookin, the Tax Court accepted the rationale of 
the Henderson case and held that a deceased partner’s final return need not in 
clude the share of partnership income earned up to the date of death if the agree 
ment contained appropriate language continuing the partnership until the close 
of its regular accounting year. Although the decision involved Missouri law, 
the Tax Court opinion and that of the eighth circuit affirming it used language 
indicating that the rule was not peculiar to Missouri law. The same result was 
reached by the third circuit in Girard Trust Company v. United States in 1950, a 
case involving a partnership under Pennsylvania law which, like Illinois, has 
adopted the Uniform Partnership Act. Although there has been no decision on 
this point with regard to an Illinois partnership, with the Tax Court and three 
circuits in unison, the problem appeared to be a disappearing one. But in April 
1952, a dividend second circuit in Commissioner v. Estate of Isidore Waldman, 
held that the fact that an executor was given an election in the partnership 
agreement to continue the partnership did not prevent the partnership from 
ending on his decedent’s death, and expressly refused to follow the Henderson, 
Mnookin, and Girard Trust decisions. As certiorari was not applied for, this 
problem awaits clarification. Where it is important not to have the final part- 
nership income included in the decedent’s last return, and it usually is important 
whenever there is a variance in fiscal years, the executor should make certain 
that there is no formal closing of the books determining the decedent’s share of 
partnership income computed as of the date of his death, rather than at the 
normal end of the partnership year, as this could be fatal to any contention of 

| continuance.” 

The majority of the court in the Waldman case went beyond the necessities 
of the fact situation and questioned the wisdom of the rule in the Henderson, 


modern partnership agreements contain some provision for a continuance 
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Mnookin, and Girard Trust decisions. The result of such a decision as that in 
the Waldman case, if it were upheld, would be to force all partnerships to a 
calendar year basis of accounting or to impose undue hardship on the estate of 
the decedent partner. The Waldman decision on its facts is understandable, but 
the decision should not be applicable to a case in which the partnership agree- 
ment provides for a mandatory continuation of the partnership accounting year. 
Congress should put all doubt at rest by adopting legislation which, in effect, 
confines the Waldman decision to its facts. 





STATEMENT OF W. W. FINDLEY, LirTLeE Rock, ARK., ON BEHALF OF THE WEST SIDE 
LUMBER ASSOCIATION AND THE CITIZENS OF THE STATE OF ARKANSAS, RE 
Topic 29, PARTNERSHIPS 


The laws promulgated for a partnership, or partnership income, between hus- 
band and wife, and between father and mother and/or children, are apparently 
out of line with the plan laid down in the Constitution of the United States, and 
the constitutions of the various States. 

It seems to be a violation of law for a father or mother to give property to 
their children, if that property is included in a partnership’s assets. 

The day a child is born he, or she, becomes a citizen of the United States, if 
born within the United States borders. 


CONSTITUTION OF THE UNITED STATES, AMENDMENT XIV 


Under the present income tax laws a child who, during any year, earns as 
much as a trifle over $600 is subject to the income tax laws and a return must 
be made for that child and any tax determined on his income must be paid to 
the collection agency of the United States Government. 

Under the present attitude of the Bureau of Internal Revenue, a child who 
has been given an interest in a partnership, in his own name, and the gift rec- 
ognized by the fact that a gift-tax return has been made covering the gift, and 
who received for his own account the income from that partnership interest, is 
not entitled to own this interest, but the income from the interest must be 
added to the donor’s income, whether father or mother, and tax computed upon 
that additional income. 

The only reason for this occurrence and this determination is that in this 
manner they can get a little more tax. 

Instances where gifts of partnership interests have been made and the donee 
placed under court jurisdiction as to guardianship by the father or the mother, 
are still denied by the Bureau of Internal Revenue that this owner of the part- 
nership interest is the owner, but the interest remains the property of the donor. 

It is apparent that the individuals operating as the Bureau of Internal Reve- 
nue, and who form the regulations or the orders to the internal revenue agents, 
have a wrong perspective and imagine that the Bureau of Internal Revenue can 
allocate to itself certain determinations of law regarding taxes that have not 
been delegated to the executive branch of the Government of these United States. 

It is apparent that while the Constitution of the United States distinctly 
states that all items not set forth therein as being the functions of the United 
States are retained to the States and to the people, are not thoroughly understood 
by the officers and agents of the United States Government. 

Constitution of the United States. 
Amendment IX. 
Amendment X. 

Each of the States composing the United States has its own constitution 
and promulgates its own laws governing its internal affairs, in accordance with 
the Constitution of the United States. 

Among these laws promulgated by the States are those laws governing the 
ownership of property by citizens, whether 1 year old or 100 years old, whether 
under guardianships arranged by the State laws and State courts, or otherwise. 

Citizens under the age of 21 are recognized, under State law, as having the 
right to the ownership of property, whether they are wards of their parents, the 
parents being natural guardians, or the wards of guardianships appointed by 
the courts. 

The Bureau of Internal Revenue would seek to set aside the rights of the 
individual States to provide for the ownership of property of its individual 
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citizens, contrary to the Constitution of these United States under which they, 
the Bureau of Internal Revenue, are supposed to operate. 

“All persons born or naturalized in the United States and subject to the juris- 
diction of the United States are citizens of the United States and of the State 
wherein they reside. No State shall make or enforce any law which shall make 
or abridge the immunities of the citizens of the United States.” (Constitution 
of the United States, amendment XIV.) 

The Bureau of Internal Revenue, in denying the rights of the States to handle 
their internal affairs in dealing with property of citizens of the State, are in 
violation of the Constitution of these United States. 

A child just born, in accordance with the Constitution, is a citizen of the 
United States, and of the State wherein it was born, and is entitled to all the 
rights and immunities provided for in the Constitution of the United States, 
therefore, his property belongs to him whatever his age, if it is in his name, 
whether an interest in a partnership, a piece of real estate, or any other tangible 
asset. 

It is recognized that the Bureau of Internal Revenue has taken unto itself 
antagonism to family partnerships, and family handling of their affairs as 
regards income-tax matters. 

We find nothing in the Constitution of the United States that permits this 
attitude on the part of the Bureau of Internal Revenue, and it is respectfully 
submitted that the Bureau of Internal Revenue, and the lawmakers who have 
an idea that they can do as they please about tax matters, should get themselves 
in line with the Constitution of the United States. 

The family is the backbone of the United States, and it is the family that 
the Government must look to in time of stress; in other words, in a time of 
war there is no question about minors going into the Army, 17 years and beyond, 
therefore we see no reason why all young folks in the family are not entitled 
to their property as recognized by the State, and to the income from that 
property, and to the legal responsibility of paying taxes on their income if any 
is due to be paid. 

It is respectfully suggested that the necessary steps be taken by the present 
83d Congress to place the income-tax laws in such factual state that the Bureau 
of Internal Revenue will be compelled to recognize the ownership of property 
under the State laws, and the ownership of property by the individual citizen 
irrespective of his age and irrespective of his family connections. 


STATEMENT OF THE AMERICAN INSTITUTE OF ACCOUNTANTS, NEW YorRK, N. Y., 
Re Topic 29, PARTNERSHIPS 


The code should be amended to grant the irrevocable option of being taxed 
as a partnership to a corporation, if (1) it had only common stock outstanding 
and (2) at all times during the year all of its outstanding stock is owned, 
directly or indirectly, by or for not more than 25 individuals. 

A major inequity in the present Federal tax structure results from the manner 
of taxing closely held corporations. The net income of a partnership, whether 
distributed or not, is taxed to the partners at individual income-tax rates. Such 
partnership income, thus, is subject only to one income tax. On the other hand, 
the net income of closely held corporations, which are little more than chartered 
partnerships with limited liability, is taxed once to the corporation at corporate 
income-tax rates and then again to the shareholders at individual rates (as- 
suming such shareholders are not corporations), when such remaining income is 
distributed in the form of dividends. The corporate income is thus subjected to 
a double tax before it can be used by the owners of the business for their own 
purposes. 

With the exception of the difference as to limited liability, closely held cor- 
porations are, in fact, substantially the same as partnerships. Generally, the 
controlling stockholders act as partners in operating the business and have 
authority as to the distribution of profits similar to that of partners. In view 
of this, it appears unreasonable to tax closely held corporations on a basis dif- 
ferent from that used in taxing partnerships. To tax these two types of business 
entities on a different basis results in taxation based on form rather than on 
substance. Such a situation is undesirable. It forces taxpayers to assign 
undue weight to income-tax consequences in deciding whether to conduct a busi- 
ness aS a corporation or as a partnership. This should not be necessary. 

37746—53-—pt. 2——47 
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Similiar competing businesses should be subject to equal tax liability whether 
conducted in the form of a partnership or a corporation. 

As a partial solution to the whole problem of the double taxation of corporate 
dividends and as a solution to the inequity which exists in the taxing of partner- 
ships and closely held corporations, it is proposed that closely held corporations 
be given the option of being taxed as partnerships. Under this method no tax 
would be levied on the corporation itself. Instead, its stockholders would be 
treated as partners and taxed on their proportionate share of the partnership 
profit and entitled to deduct their proportionate share of the partnership loss. 
Since the partnership method of taxing corporations would not be feasible for 
taxing large corporations whose stock is widely held and frequently traded, this 
option to be taxed as a partnership would be available only to closely held cor- 
porations. A corporation would be considered a closely held corporation entitled 
to the election of being taxed as a partnership only if (1) it had only common 
stock outstanding, and (2) at all times during the year all of its outstanding 
stock is owned, directly or indirectly, by or for not more than 25 individuals. 

The election to be taxed as a partnership would have to be made by not less 
than 95 percent of the outstanding stock. All corporations which could qualify 
to be taxed as a partnership would be given the right to elect to be so taxed. 
Thereafter, such election would be made with the first return of a new cor- 
poration. Once the election was made, it would be binding as long as the 
corporation qualified, except that if there is a change of stock ownership to the 
extent that in excess of 5 percent of its outstanding stock is acquired by new 
stockholders, then the corporation could make a new election wb<ther to con- 
tinue to be taxed as a partnership. 

Receipt by the shareholders of dividends paid from profits accumulated while 
the partnership method was in use would not be subject to tax since the share- 
holders had already paid tax on such profits. Dividends paid out of profits 
accumulated while the partnership method was not in use would be taxable to 
the shareholders in the manner provided by law at the present time. As under 
the present law, every distribution would be considered as made out of earnings 
or profits to the extent thereof, and from the most recently accumulated earn- 
ings or profits. Thus there would be no tax on distributions to the stockholders 
until all of the earnings accumulated while the partnership method was in use 
will have been distributed. 

The basis of stock in corporations taxed as partnerships would be increased 
by the amount of undistributed income taxed to the stockholders and decreased 
by the amount of any dividends paid in excess of current income from earned 
surplus accumulated while the partnership method was in use. 

Each stockholders’ share of earnings or losses for the year would be allocated 
at the end of the taxable year of the corporation just as is done presently with 
respect to the allocation of the net income of a partnership. In case there is a 
change in stock ownership during the year, each stockholder would have to report 
his share of earnings or losses of the current year for the period during which 
he held the stock. 

With respect to losses incurred by a corporation which will have had earnings 
accumulated during the time it was not taxable as a partnership, such losses will 
be deductible proportionately by the stockholders to the extent of earnings 
accumulated while the corporation was being taxed as a partnership. Any losses 
in excess of such earnings would not be deductible to the extent that there are 
earnings accumulated while the corporation was not taxable as a partnership. 
Such nondeductible losses will reduce the earnings accumulated while the eorpo- 
ration was not taxable as a partnership. 

As an alternative to the treatment suggested above with respect to dividends 
paid out of earnings accumulated while the corporation was not taxed as a 
partnership, the stockholders should be allowed to elect to report as dividend 
income their proportionate share of such accumulated earnings at the time the 
corporation became taxable as a partnership. This election would be exercised 
by the corporation filing consents of all of the stockholders agreeing to report 
their proportionate share of such earnings as dividend income. Such accumulated 
earnings would then be treated for all purposes as earnings accumulated during 
the partnership period. The amount of such consent dividends reported by each 
shareholder in his own return would be added to the basis of his stock. 

This suggested partnership method of eliminating the double taxation of 
distributed corporate income of closely held corporations has considerable appeal. 
Although this method would not be practicable for the large publicly owned 
corporations, the administrative problems in allocating profits and losses among 
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the stockholders of closely held corporations should not be difficult. The partner- 
ship method is not a radically new method since it has been given limited appli- 
cation during recent years with respect to personal service corporations, under 
World War II excess-profits tax (see sec. 725 and sec, 391-396 of the Internal 
Revenue Code) and under the Excess Profits Tax Act of 1950 (see sec. 449 of 
the Internal Revenue Code). The adoption of the partnership method by any 
closely held corporation would eliminate, to a large degree, certain existing 
problems such as unreasonable compensation of shareholder officers, improper 
accumulation of surplus, the question of interest paid versus dividends, and 
personal holding companies. Moreover, it would eliminate all of the tax inequali- 
ties which exist between corporate income of such closely held companies 
whether distributed or not and all other kinds of income. By allowing stockholders 
of such companies an ordinary deduction for losses sustained by the corporation, 
the investment of venture capital would be greatly encouraged. Moreover, such 
a plan would eliminate the importance of the income-tax effect as a factor in 
considering whether to operate a business as a partnership or a corporation. 

This method offers a simple, clear way in which to tax closely held businesses on 
a fair and equitable basis and, therefore, merits careful consideration. 


TOPIC 30—VARIOUS PROVISIONS RELATING TO INCOME DERIVED 
FROM FOREIGN SOURCES 


The CuHarrman. The next matter for consideration is topic 30, vari- 
ous provisions relating to income derived from foreign sources. 

The first witness on that is Mr. Sidney W. Dodge, head of the tax 
department, Pittsburgh Plate Glass Co. 

Mr. Dodge, we are glad to have you here. Give your name and the 
capacity in which you appear for the benefit of the record. 


STATEMENT OF SIDNEY W. DODGE, HEAD OF THE TAX 
DEPARTMENT, PITTSBURGH PLATE GLASS CO. 


Mr. Dover. I am Sidney W. Dodge, head of the tax department of 
the Pittsburgh Plate Glass Co. 

Mr. Chairman and members of the committee, the particular pro- 
visions that I want to talk about are the provisions relating to 
so-called Western Hemisphere trade corporations. 

I have talked to 2 number of businessmen who represent concerns 
that do a substantial export business within the Western Hemisphere 
and find that most of them, including myself, are quite perplexed as 
to how to comply with the provisions of the Internal Revenue Code 
dealing with Western Hemisphere trade corporations. Businessmen 
generally in the United States appear to be of the opinion that the 
present provisions are unduly complex and are so extremely technical 
that it is difficult to calculate with any assurance the amount of tax 
benefit to be derived therefrom. 

I would like to sketch briefly for you the principal provisions of the 
Internal Revenue Code dealing with Western Hemisphere trade cor- 
porations, pointing out how a strict compliance with the code pro- 
visions is not only difficult but could result in a loss of revenue to the 
United States and suggesting amendments to the present code provi- 
sions to provide a real encouragement to trade between the United 
States and countries of the Western Hemisphere. 

A “Western Hemisphere trade corporation” is defined by section 109 
as a domestic corporation all of whose business is transacted within 
the Western Hemisphere if at least 95 percent of its gross income is 
trom sources outside the United States and if at least 90 percent of 
its gross income is from active conduct of a trade or business. Stated 
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another way, a domestic corporation which transacts no business out- 
side the Western Hemisphere qualifies as a “Western Hemisphere 
trade corporation” if no more than 5 percent of its gross income is 
from sources within the United States and if no more than 10 percent 
of its gross income is derived from sources other than active conduct of 
a trade or business. 

If a corporation meets the foregoing requirements, it is entitled to 
a credit in computing its tax untadie 27 percent of its normal tax net 
income (the credit is increased to 30 percent for taxable years be- 
ginning after March 31, 1954). Thus, a qualified “Western Hemi- 
sphere trade corporation” having net income in excess of $25,000 would 

vay a tax ata rate of approximately 38 percent which is approximately 
(3 percent of the combined 52 percent normal and surtax rate (73 per- 
cent of 52 percent is 37.96 percent). In addition, the corporation 
would automatically qualify for exemption from the excess-profits tax 
by reason of section 454 (f). 

To illustrate by using dollar amounts, if a qualified Western Hemi- 
sphere trading corporation had an income of $100,000, it would pay 
a tax of $32,460 (37.96 percent of $190,000 minus $5,500 surtax at 22 
percent on $25,000). If the corporation would not qualify as a West- 
ern Hemisphere trading corporation, the tax would be $46,500 (52 
percent of $100,000 minus $5,500 surtax at 22 percent on $25,000), 
assuming that it had an excess-profits credit greater than $100,000. 
Thus, by qualifying as a Western Hemisphere trade corporation, there 
would be a tax savings of $14,040. 

The principal of preferential tax treatment of profits from Western 
Hemisphere exports was first inserted in the code by the Revenue 
Act of 1942 and has been amended in minor details since that time. But 
the basic intention of Congress in making these provisions was to 
alleviate the competitive disadvantages of domestic corporations in 
bidding for export trade. (See S. Rept. No. 1631 on the Revenue 
Act of 1942.) Ss other words, as originally enacted, these provisions 
were intended to be an inducement for domestic corporations to reach 
out for hemisphere export business. 

Now a domestic corporation engaged in manufacturing business 
would ordinarily have difficulty in qualifying as a Western Hemi- 
sphere trading corporation. This is because of the requirement in sec- 
tion 109 that at least 95 percent of the gross income (of the corporation) 
“be derived from sources other than sources within the United States.” 
Under established rules of the Internal Revenue Service, income from 
the sale of goods manufactured in the United States and sold outside 
the United States is considered to be partly from sources within and 
partly from sources without the United States. In most cases of 
manufacturing corporations, the portion of the income allocated to 
sources within the United States would be greater than the permissible 
5 percent, and the corporation’s gross income from sources outside 
the United States would therefore, in such case, be less than the re- 
quired 95 percent. Thus, for a manufacturing corporation to qualify, 
it would be necessary that its manufacturing be carried on outside of 
the United States, and in addition, that 95 percent of its sales be made 
outside of the United States. 

There is a legitimate solution to the problem, however, since, in 
the case of goods purchased within the United States and sold out- 
side, the established rules consider the gross income to be derived from 
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the geographical location in which the sale is made. Consequently, 
if a sale is made in Venezuela, the gross income is considered to be 
from sources within Venezuela, The fact that the goods may have 
been purchased in the United States by the domestic corporation that 
made the sale, would be immaterial. It would also be immaterial 
that the domestic corporation that made the sale, had purchased the 
goods from a domestic manufacturing corporation. So by organizing 
a separate domestic corporation, either independent of the domestic 
manufacturing corporation, or as a subsidiary, the requirement that 
95 percent of the gross income be from sources outside the United 
States would be satisfied provided only that the sales are made outside 
the United States to an extent that would account for at leas 95 percent 
of the gross income. In other words, a 5-percent margin of error 
would be allowed, and if, by mistake, some sales were made in the 
United States, this would not disqualify as long as the gross income 
from such sales is less than 5 percent. 

The established rules to which I have referred in the preceding 
paragraph with regard to determination of the source of gross income 
are set forth in section 119 of the Internal Revenue Code and the 
regulations thereunder, and have been part of the tax law for many 
years prior to adoption of Western Hemisphere trading corporation 
preferences by the 1942 Revenue Act. 

Now I would like to discuss what the requirements are with respect 
to making sales of goods so that the sales will be considered to be out- 
side the United States, which in turn will qualify the gross income 
from such sales as being from sources outside the United States. 
These requirements are explained in G. C. M. 25131, CB 1947-2, page 
85, which includes the following statement : 

In view of the foregoing, this office adopts the general rule that, for the purpose 
of determining the source of income attributable to the sale of personal property, 
a sale is consummated at the place where the seller surrenders all his right, title, 
and interest to the buyer. In eases in which the bare legal title is retained by 
the seller, the sale will be deemed to have occurred at the time and place of the 
passage to the buyer of the beneficial ownership and the risk of loss. (See 
Ronrico Corporation v. Commissioner, supra.) However, in any case in which 
the sales transaction is arranged in a pi urticular manner for the primary purpose 
of tax avoidance, the eee, rules will not be applied. (See Kaspare Cohn, 
Inc., v. Commissioner (35 B. T. A., 646.) In such cases, all factors of the transac- 
tion such as negotiations, the exec ution of the agreement, the location of the 
property, and the place of payment, will be considered, and the sale will be treated 
as having been consummated at the place where the substance of the sale 
occurred. 

It is established business practice to ship goods for export f. o. b. 
or c. i. f. shipping point. Under this method or these methods of ship- 
ment, the seller is generally considered to have passed title to the for- 
eign customer in the United States, and in accordance with G. C. M. 
25131, supra, the income, in such cases, is considered to be from sources 
within the United States, which would therefore disqualify the domes- 
tic shipper for preferential tax treatment under the Western Hemi- 
sphere trade provisions. 

The domestic shipper desiring to qualify under the Western Hemi- 
sphere trade corporation provisions would be required therefore, to 

make a change in shipping methods so that title to goods shipped to 
foreign customers would pass outside the United States. How can 
this be arranged? If he were to arrange to maintain a warehouse in 
a foreign country, and carry a stock of goods there from which sales 
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would be made to foreign customers, there is little question that this 
would be acceptable for the purpose. But this would be cumbersome 
and costly and would rarely be justified, especially in the case of the 
small exporter. In any ev ent, if any change at all is made in existing 
methods, it would be necessary to make explanations to foreign cus- 
tomers. Experience has shown that customers located several thou- 
sand miles from the home office are extremely sensitive to changes of 
this nature. Competition in foreign markets is keen, and holding a 
customer who speaks a foreign language may turn upon continuing to 
do business with him without ¢ hange over the years. 

Typical mechanics of making sales in a foreign country by a United 
States concern is as follows: Agreements are drawn up between the 
domestic concern and agents located in various foreign countries pro- 
viding for commissions, and so forth. The agents take orders from 
customers by telephone or mail or by personal call. The orders are 
transmitted to the United States and are frequently subject to ac- 
ceptance in the United States. Generally, it is agreed that the goods 
will be shipped f. 0. b. or c. i. f. After the goods are placed on board 
ship, and all shipping documents are obtained, the documents to- 
gether with sight draft, are transmitted to a bank in the foreign coun- 
try, and payment of the draft is made before possession passes to 
the purchaser. If the shipment is made against a letter of credit, re- 
quired by shipper for credit reasons, the goods are placed upon a ship 
and the shipping documents are delivered to the correspondent bank 
at the point of shipment, payment being made in cash. 

What I have wanted to get before you in this connection is that 
conducting an export business is a very complicated matter. It would 
be complicated enough without making changes in existing aie 
to conform to requirements under the Western Hemisphere trade 
provisions. Not only are the changes in business practices necessary 
to meet the tax requirement of such a nature as to disturb customer 
relations, but also even if the domestic shipper decides to make these 
changes, there is little reassurance that the changes will be accepted 
as qualifying, except in the case of a complete foreign warehousing 
system. ‘The directive in G. C. M. 25131 is certainly not reassuring. 
It even goes so far as to suggest that if a sale is arranged for “the 
primary purpose of tax avoidance” all aspects of the sale will be 
scrutinized, and the sale will be considered consummated where the 
substance of the transaction occurred. 

But let us assume for the moment that the domestic shipper is 
willing to go the limit in qualifying for Western Hemisphere trade 
corporation treatment, and that necessary changes in business methods 
are made so that all of the income of the corporation is considered, for 
United States tax purposes, to have been derived from sources in a 
Western Hemisphere foreign country. If the sales are actually made 
in the foreign country and if the tax requirements in the foreign 
country are the same as the United States, the foreign country would 

consider that the domestic shipper in this case was doing business 
there, and that any income derived from the sales is subject to tax by 
the foreign country. And by reason of the income being subject to 
tax in the foreign country, a credit would be allowed ‘against the 
United States tax for the amount of the foreign tax. Thus, the tax 
paid to the foreign country is tax that otherwise would be paid to 
the United States. 
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With a view to encouraging development and expansion of export 
business in the Western Hemisphe re, | suggest the following changes 
in rt present code provisions : 

Complete elimination of sections 26 (i) and 109 of the Internal 
ee Code. 

2. Substitution of amended provisions so that any domestic manu- 
facturing corporation would qualify for preferential tax treatment 
to the extent of income derived from sales to customers located in 
countries other than the United States within the Western Hemi- 
—o regardless of where title to the goods is considered to pass. 

. That the amendments provide some simple method for deter- 
mining tax preference on Western Hemisphere profits such as apply- 
ing a preferential tax rate to the total profit from manufacture and 
sale of goods in the Western Hemisphere without the necessity of 
the allocation of total profit between manufacturing and trading 
operations. 

The CuarrmMan. Does that conclude your statement? 

Mr. Dover. That concludes my statement. 

The CuatrmMan. We certainly thank you very much for your pres- 
entation of this rather complex problem. 

Are there any questions ¢ The Chair hears none, and the next 
witness will be Mr. Stephen T. Dean of Philadelphia. 

Mr. Dean, if you will come forward and state your name and the 
capacity in which you appear for the record, we shall be glad to 
hear you. 


STATEMENT OF STEPHEN T. DEAN, REPRESENTING THE WHEATON 
GLASS CO., MILLVILLE, N. J. 


Mr. Dran. My name is Stephen T. Dean of the Philadelphia law 
firm of Montgomery, McCraken, Walker & Rhoads and in appearing 
before your committee today, I represent the a eee Glass Co., 
employing approximately 2,000 people in Millville, N. J. 

I have previously submitted a written statement, which I request 
be made a part of the record of my statement. 

The CuHarrman. Without objection, it is so ordered. 

(The matter referred to is as follows :) 


PREPARED STATEMENT OF STEPHEN T. DEAN RELATING TO PROPOSED AMENDMENT 
TO FOREIGN PERSONAL HOLDING COMPANY PROVISIONS (SEc. 332 oF THE INTERNAL 
REVENUE CODE) 

PRESENT SECTION 3382 (A) 


“Sec, 332. Foreign PERSONAL HoLpING COMPANY INCOME 


“For the purposes of this chapter the term ‘foreign personal holding company 
income, means the portion of the gross income determined for the purposes of 
section 331 (a) (1) which consists of— 

“(a) Dividends, interest, royalties, annuities.” 


Purpose of present section 


To avoid income tax, a United States citizen forms a foreign investment cor- 
poration to receive dividend and interest income on United States securities (pre- 
viously taxed to the United States citizen). By reason of section 332, this 
dividend and interest income is automatically taxed to the United States stock- 
holder of the foreign corporation, whether such income is distributed or not. 

This statute does not apply to a foreign manufacturing or similar company 
the gross income of which consists principally of income other than dividends, 
interest, royalties, and annuities. 
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Objection to present section 


A United States businessman forms a foreign manufacturing corporation in 
South American country X. He also intends that that corporation, if successful, 
will reinvest its profits in manufacturing operations in other South American 
countries. (This does not produce taxable income to the United States stock- 
holders. They incur no United States tax except for actual dividends declared 
by the manufacturing corporation. ) 

The corporation in X country, however, involves a real economic risk and 
is an unsatisfactory vehicle for reinvestment in other South American countries. 
Hence, the United States businessman, instead of establishing the corporation 
in country X, forms an investing corporation in South American country Y 
(which has a more stable government, no currency restrictions, lower taxes, 
better laws, ete.). The investing corporation is used to establish separate manu- 
facturing corporations in country X and other South American countries. Un- 
fortunately, the profits which the investing corporation Y receives from its South 
American manufacturing subsidiaries become automatically taxed to its United 
States stockholders under the foreign personal holding company provisions, 
thus precluding any real reinvestment in South America. 

There are excellent business reasons for forming the investment corporation 
in South American country Y. There is no intent to avoid United States income 
taxes, which is the “intent” which was under attack by the foreign personal 
holding company section 332. In the present situation, the United States busi- 
nessman cannot with any economic safety reinvest manufacturing profits earned 
in one foreign country in a new manufacturing operation in another country. 


PROPOSED SECTION 332 (A) 


“Sec. 832. Foreign PersonaL Hotprina Company INCOME. 


“For the purposes of this chapter the term ‘foreign personal holding com- 
pany income’ means the portion of the gross income determined for the 
purposes of section 331 (a) (1) which consists of : 

“‘(a) Dividends, interest, royalties, annuities, efcept dividends, interest 
and royalties received from a foreign corporation which does not meet the 
gross income requirement of a foreign personal holding company.” [Matter 
italicized being new. ] 

Purpose of proposed section 
To exclude from the foreign personal holding company provisions that income 
which has a bona fide foreign source, i. e., dividends, interest and royalties re- 
ceived from foreign manufacturing and other corporations not of a purely in- 
vestment character. 
COMMENT 


Many existing foreign corporations owned by United States stockholders act 
as an investing medium in foreign markets, and yet unwittingly they are sub- 
ject to the exorbitant foreign personal holding company taxing provisions even 
though their formation was, and their existence continues to be, for bona fide 
business purposes. Here is the case of a penal statute being technically, but un- 
intentionally, applied to situations wholly outside its scope. 

The United States Government encourages private investment in under- 
developed countries. From the publie debt as well as diplomatic standpoint, it is 
far better that private foreign investment be substituted for public foreign in- 
vestment. The Government has made many efforts to encourage private invest- 
ment abroad, especially in this hemisphere; it should seek to remove existing 
tax barriers to such private investment. Section 332, in its present form, repre- 
sents one of the many United States tax barriers to foreign investment and, as 
such, should be amended (as per the proposed amendment) to exclude, from 
foreign personal holding company income, dividend and similar income re- 
ceived by a foreign corporation from other foreign manufacturing and operating 
companies. Such income is clearly not the type which lends itself to the tax 
avoidance which section 332 sought to prevent. 

Such legislation will encourage foreign investment in at least one substantial 
ease, Wheaton Glass Co., Millville, N. J. The original Latin-American invest- 
ment program of Wheaton contemplated formation of a foreign investment 
company for reinvesting its South American earnings in South America. Dis- 
covery that such investment company would have foreign personal holding com- 
pany tax results was the cause for abandonment of the entire program, except for 
a Brazilian operation which has been started. It is believed that Wheaton’s prob- 
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lem, and the tax barrier to its reinvestment program in South America, is dupli- 
cated with many corporate and noncorporate investors in that area. 


Mr. Dean. Mr. Chairman, I would like to briefly elaborate on that 
statement. 

The CuarrMan. You may proceed. 

Mr. Dean. I have been working in foreign income for a period of 
years—the tax aspects of foreign income and re: ully, thoughtfully, one 
major consideration seems to focalize in my mind on this entire ‘sub- 
ject and it is that taxation from the standpoint of our Treasury De- 
partment and perhaps from the standpoint of this committee is a 
domestic matter. It is a matter of raising domestic revenue and we 
lose sight of the fact that there is also, perhaps, on foreign income a 
production obstacle to doing foreign business, which in turn takes the 
American business out of the foreign markets where he is trying his 
best to compete with foreign business. In that sense, it seems to me 
it crosses the governmental policy which has been recently developed 
of trying to encourage private industry in foreign countries. 

I have a specific example of that. I have done some of this work 
in South America and I have seen the tax obstacles. The United States 
tax obstacles have stood in the way of business development by United 
States business interests in South America. The example is this: 

The Wheaton Glass Co. is a very fast-growing company which sells 
perhaps 90 percent of the pharm: wceutical bottles manufactured 
throughout the world. It has developed a tremendous sales volume of 
these bottles throughout South America, and these South American 
countries, one by one, are banning the importation of these glass 
bottles in order to force American c apital to set up their manufactur- 
ing enterprises in the South American country. 

Now, Brazil did exactly this, oh, perhaps, 8 months ago. As a 
result the only way that we could substitute for our prior sales to 
Brazil was to put a glass factory in Brazil. 

The Wheaton Glass Co. is a forward-looking company, with young 
blood, and it decided to do this and enter into competition with 
the Britishers, the Germans, the Frenchmen, and the Swedes, all 
of whom have a more or less international outlook from a business 
standpoint. 

At the time that I entered the picture, the Wheaton Glass Co. had 
formed a Uruguayan corporation. They picked Uruguay because 
within South America Uruguay is much like Switzerland is to Europe ; 
it is a safe country; it is safe from the standpoint that there is no 
monetary blockage; it is safe from the standpoint that it itself 
has, perhaps, the soundest currency and it is safe because of some- 
thing else and that is there is less tendency toward nationalistic ex- 
propriation of property. So, they have actually formed a Uru- 
guayan corporation with the idea that it would, in turn, form a 
subsidiary Brazilian corporation and invest in Brazil and have a 
glass factory there. Then, when the Brazilian operation, if suc- 
cessful, had produced a profit, it would pass the dividends to this 
Uruguayan corporation and the Uruguayan corporation would then 
approach the Chilean market problem and create a subsidiary in Chile 
for carrying on the business in Chile and so on. 

The pes was being developed in South Americ: whereby 
through the focal corporation, the ech corporation, we wouid 
reestablish our South American business by creating these subsidi- 
aries. 
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Now, why would we do that? We could not create a Brazilian or- 
ganization, a Brazilian corporation, and have it establish a Brazilian 
manufacturing business and then have that Brazilian corporation 1n- 
vest in Chile, because by the time the Chilean profits were made from 
that operation we would have to get through their blocked currency 
operation and get what little money we had out only to have it plop 
into a Brazilian operation and then again have the problem of taking 
the money out through the bocked exchange controls. 

Mr. Simpson. May I ask a question at this point? 

The Cuatrman. Yes, go right ahead, Mr. puanenn: 

Mr. Sumpson. How many countries in South America are resorting 
to this blocked currency ? 

Mr. Dean. I would say the vast majority of South American na- 
tions have blocked currency. 

Mr. Sraupson. Do we not have a reciprocal trade agreement with 
those countries? 

Mr. Dean. Yes, we do, but I do not believe that the blocked currency 
regulations and the reciprocal tiade agreements are in any way re- 
lated. Now, I may be wrong, but that is my belief. 

Mr. Srwpson. What is the purpose of the reciprocal trade agree- 
ment if it is not to bring about reciprocity ¢ 

Mr. Dean. In trade, yes, sir, with respect to tariff rates, but it has 
nothing to do with exchanging a Brazilian peso. 

Mr. Simpson. The point of the trade agreements was to ease trade 
between the several nations. 

Mr. Dean. But, I do not believe that those agreements ease the 
blockage problem. 

Mr. Mason. It does not. The blockage probem blocks the ease of 
the trade agreements. 

Mr. Dean. It may facilitate an American going to Brazil and earn- 
ing more Brazilian money, but it does not facilitate the American con- 
verting his money into United States dollars. 

Mr. Srmpson. I am not arguing the merits of the reciprocal-trade 
question, because I do not think there are any merits to it. 

Mr. Dean. It just does nothing; you are correct; it does nothing 
in this respect. 

The CuHarrman. You may proceed. 

Mr. Dean. My point was this: They could not form one foreign 
corporation and expect to have that corporation do business in a num- 
ber of countries having blocked currency. Otherwise, all of our 
money would be blocked not once, but twice. They could not have 
a Brazilian subsidiary alone and have the income come into the 
Wheaton Glass Co. of the United States and have Uncle Sam take 
82 percent, leaving 18 percent and reinvest the 18 percent in another 
country in South America. That was not practical if we were look- 
ing at our South American venture as one single, overall venture, 
which it was and is. 

Therefore, they had adopted the plan, which, incidentally, is 
adopted by many corporations of forming one focal corporation in 
a so-called safe country and have that company, in turn, invest in 
separate foreign subsidiaries. General Motors and General Elec- 
tric—those companies can do that and probably do, for all I know. 
A family corporation cannot, because that Uruguayan corporation 
will receive dividend income from the subsidiary and its stock owner- 








GENERAL REVENUE REVISION 1401 


ship is traced through the United States corporation into the family 
members so that the stock is owned by 5 or fewer individuals. It be- 
comes a foreign personal holding company and the income of that 
Uruguayan corporation which has a sound economic property is taxed 
whether distributed or not to the individual family members. 

In my prepared statement I think I have pointed out that the pur- 
pose of the Foreign Personal Holding Company Act was never to try 
to obtain a new tax source, that is, to tax the foreign income of a for- 
eign corporation. The only yurpose of that act was to tax United 
States income in the form of dividends and interest on United States 
security, which the artful tax-dodger had transferred to a foreign 
corporation to hide in that foreign corporation. 

Therefore, our recommended amendment to section 332-A of the 
Foreign | ersonal Holding Company Act is that while Foreign per- 
sonal holding company income shall include dividends, interest, and 
royalties generally, it should exclude dividends, interest, and royal- 
ties received from a foreign corporation which is an operating com- 
pany, as distinguished from a mere investment company. 

I think you very much for the privilege of appearing before you. 

The Cuamman. Thank you for your appearance. 

The next witness is Mr. Sterling St. John, Jr. Mr. St. John, if 
you will come forward and state your name and the capicity in which 
you appear, we shall be glad to hear you. 


STATEMENT OF STERLING ST. JOHN, JR., FOREIGN-TRADE 
SPECIALIST, WASHINGTON, D. C. 


Mr. St. Joun. My name is Sterling St. John, Jr. I am a foreign- 
trade specialist advising exporters and importers on the methods to 
be used in the preparation and marketing of foreign and domestic 
commodities with particular emphasis on the use of United States 
foreign-trade zones. I am also consultant to the foreign-trade zones 
and am chairman of the special committee on foreign-trade zones of 
the American Association of Port Authorities. My office is in the 
American Building, 1317 F Street NW., Washington, D. C. 

1 am speaking directly on behalf of the foreign-trade zones and 
indirectly for the domestic exporters and foreign suppliers of the 
world’s commodities who are affected by this country’s income-tax 
laws that are based upon source of income, subject to determination 
as to whether within or without the United States. 

Unlike England, the United States has not fostered and developed 
consignment trading as a major interest. The tax laws in particular 
have discouraged worldwide trading markets in the United States 
by imposing double or multiple taxation on income from such sales. 
For example, should a Central American producer of honey bring a 
shipment of his product to the United States in search of a market and 
here proceed to sell a portion to an American buyer, another portion 
to a Canadian buyer, and the remainder to a purchaser from Europe, 
he has done business in the United States and his income from these 
sales is subject to United States income tax. Now, this Central Ameri- 
‘an is subject to the income-tax laws of his own country on the same 
sales, plus a probable export tax on the product. If he had sold his 
honey to the same buyers at home he would have been subject only to 
his own country’s taxes. Thus, we see how United States income-tax 
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laws act as barriers to the development of consignment trading and the 
creation of world commodity markets in this country. 

Why have international trade fairs never successfully been devel- 
oped in the United States? Well, one reason lies with the same tax-law 
barrier. If a foreign exhibitor contracts for the sale of his products 
at such a fair, with either American or third country buyers, even 
though the merchandise is abroad or not even manufactured at the 
time, the exhibitor has done business in the United States and his 
transactions are taxable. Of course, there are ways around this bar- 
rier, but they are cumbersome, not wholly satisfactory, and therefore 
discourage exhibitors from patronizing the fairs. 

In the ordinary course of trade with the United States, there are 
a number of foreign suppliers who have grasped the nettle firmly by 
establishing branches or subsidiaries in this country to do their selling 
and which pay income tax on the business done in this country. They 
have been aided in recent years by tax treaties which have set up re- 
ciprocal credits for taxes paid in the host country. The vast majority, 
however, must resort to procedures which assure that title to their 
products pass outside the United States. This means that the Ameri- 
can purchaser owns the goods before they reach this country, usually 
sight unseen and condition unknown. The foreign supplier deals at 
arm’s length with his American market and both he and his customer 
or agent have continuous causes for dissatisfaction. There can be no 
consignment, no open account, no inventory or stock in this country, 
by which the merchandise remains under the control of the foreign 
supplier, else he will be doing business in the United States and sub- 
ject to double or multiple taxation. 

There is another side to the coin which concerns the American ex- 
porter. The Congress has granted certain tax concessions to exporters 
establishing export or foreign corporations. Principal among these 
are the Western Hemisphere trade corporations permitted under sec- 
tion 109 of the Internal Revenue Code. The pertinent requirement 
here involved is that the method of operation must provide for title 
to merchandise to pass to the purchaser in the foreign country. 

The American exporter, then, to improve his competitive export 
position, operates through a special trading corporation which must 
establish branches abroad to receive consignments from the United 
States and sell locally to the foreign buyer. Obviously, this is only 
possible for the large, well-capitalized company, and the small or- 
ganization is without financial strength to take advantage of these 
tax encouragements. ‘Thus, we witness the steady stream of large 
American export firms to Panama and other Latin American coun- 
tries in the past few years. At Colon there is a free port similar to the 
United States foreign-trade zones. Firms such as the Gillette Safety 
Razor Co. and large pharmaceutical companies such as Charles Pfizer 
have established their selling and distributing organizations for Latin 
America therein. 

This mention of the Panamanian free port at Colon brings me to 
the solution in the interests of equity and encouragement for both 
the foreign supplier and the domestic exporter. 

For the foreign supplier who prefers consignment trading, and, 
of course, in the interests of developing world markets in America, 
the largest trading nation on the globe, there should be vestibules in 
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this country where merchandise may be maintained and sold out- 
side the income-tax laws of the country. 

Likewise, for the domestic exporter, to enable him to meet the 
requirements of export-trading corporations under the tax laws 
of this country there should be convenient vestibules at the major 
ports where his goods may be assembled and sold as being outside 
the United States for income-tax purposes. 

Fortunately, this country already has both the precedent and the 
facilities for such vestibules. In 1934, the Congress authorized, by 
the Celler Act, the establishment of foreign-trade zones to encourage 
and expedite foreign commerce by lifting therefrom application of 
the import laws of the United States to permit trading feadoes con- 
sonant with national policy. Under this law, grants have been issued 
by the Foreign-Trade Zones Board, eaten of the Secretaries of 
Commerce, ‘Treasury, and Army, to 5 public corporations and 1 private 
corporation, and zones are now operating in the ports of New York, 
New Orleans, San Francisco, Los Angeles, Seattle, and San Antonio, 
Tex. 

These foreign-trade zone areas are segregated, both physically and 
legally, from ‘the customs territory of the United States. They are 
areas within which foreign products, when brought thereto, have 
not yet been imported into the United States and customs laws do 
not apply. Duties and excise taxes are not imposed until and unless 
these products are brought from the zones into the domestic com- 
merce of the United States. Conversely, products of the United 
States and domesticated products of foreign origin, when sent into 
the zones from customs territory may be considered as exported from 
the country under the customs and internal revenue laws. 

Thus, there are in existence today, and in operation for a number 
of years, vestibules in the major shipping and marketing centers of 
the United States; vestibules isolated from domestic territory where- 
in the customs laws and the internal-revenue laws have no ‘applica- 
tion. Adequate control is maintained to insure that there is no loss 
of revenue to the Government and meanwhile commerce has facilities 
which serve to aid and facilitate its flow. 

What is lacking, however, is proper inducement to encourage con- 
signment trade and to enable the smaller exporter and foreign sup- 
plier to have an equal opportunity to develop new markets along with 
the larger companies. Up until now our income-tax laws have served 
as an invisible barrier in this regard. A very slight modification 
of the income-tax laws will lift this impediment to trade under con- 
trollable conditions. The proposal is made to exempt sales in foreign- 
trade zones of merchandise therein from application of the income- 
tax laws, just as such merchandise is now exempt from application 
of customs duties and internal revenues taxes. 

This can be accomplished by adding at the end of section 119 (e) 
of the Internal Revenue Code, the clause: 
and except that the sale in a foreign-trade zone of merchandise located therein 
shall be deemed to be a sale made outside the United States. 
and by adding at the end of section 211 (b) of the Internal Revenue 
Code, the clause— 


nor does such phrase include sale in a foreign-trade zone of merchandise located 
therein. 
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The attention and study of the Ways and Means Committee is 
earnestly sought in this matter to the end that real benefit may come 
to the foreign commerce of the United States at no ultimate sacrifice 
to the revenues of the United States. 

The CuarrMan. Does that conclude your statement, Mr. St. John? 

Mr. Sr. Joun. Yes, sir. 

The CHarrMaNn, Thank you very much for your appearance, sir. 

Mr. Srwpson. May I ask one question of Mr. St. John? 

The Crarrman. Yes; go right ahead. 

Mr. Simpson. Mr. St. John, why would there be no ultimate sacrifice 
to the revenue of the United States under your plan? 

Mr. Sr. Joun. Because whenever merchandise that would be sold 
under such a proposal in a foreign-trade zone was brought into the 
United States for further sale, the income-tax laws, of course, would 
apply and this, primarily, would aid the development of consignment 
marketing insofar as foreign products are concerned where a foreign 
seller could have the whole world to sell from, from one of these. for- 
eign-trade zones, whereas, now if he sells at home to foreign markets, 
he is subject only to the income tax of his own country. 

Mr. Simpson. If the transaction is effected in the United States, 
though, he is subjected to the United States income-tax law. 

Mr. St. Joun. Through a double taxation. 

Mr. Suwpson. Under your plan, if the transaction were effected in 
the foreign-trade zone, the income-tax law would not apply ? 

Mr. Sr. Jonn. That is correct. He would still pay his own coun- 
try’s income tax, sir. 

Mr. Srmpson. His own country, but not ours. So, the Federal 
revenue would be affected ; would it not? 

Mr. Sr. Joun. In actual practice, Mr. Simpson, there are very few 
sales under that condition. The trade makes sure that the transfer 
of property and the sales take place outside of the United States for 
that purpose. 

Mr. Sumpson. To get around the law. 

Mr. Sr. Jonn. Well, it means that the American, when he buys for- 
eign commodities, buys them abroad. He does not buy them in this 
country. 

Mr. Mason. I want to clear up a point if I may. These consoli- 
dated trade zones that we have established in six cities were established 
to facilitate the trade without any loss in tariff revenue; were they 
not ¢ 

Mr. Sr. Jonn. That is correct, sir. 

Mr. Mason. You say either those, or similar ones, should be estab- 
lished to facilitate trade in the Western Hemisphere and, hence, with- 
out loss of the revenue from taxation ? 

Mr. Sr. Joun. That is correct. 

Mr. Mason. Then, there is a parallel between them being estab- 
lished to facilitate trade without loss of tariff and to establish them to 
facilitate trade without loss of taxes? 

Mr. Sr. Jonn. That is correct, sir. 

The CuatrMan. Thank you very much, sir, for your appearance. 

Mr. Sr. Jonn. Thank you, sir. 

The CHarrRMAN. The committee will stand adjourned. 

(Thereupon, at 12:15 p. m., the committee adjourned.) 
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WEDNESDAY, AUGUST 5, 1953 


House or REPRESENTATIVES, 
CoMMITTEE ON WAys AND MEANS, 
Washington, D.C. 
‘he committee met at 10 a. m., Hon. Noah M. Mason presiding. 
Mr. Mason. The committee will come to order. 
The chairman will not be able to be here for a while, and he has 
asked me to start at 10 o’clock. 
We take up this morning topic 30, the various provisions relating 
to income derived from fore ign sources. 
The first witness listed on our calendar is the Honorable Fritz Lan- 
ham, former Congressman. 
Mr. Lanham, we are very glad to have you. I am sure you are so 
well known that you need not even give your name to the secretary. 


STATEMENT OF HON. FRITZ LANHAM 


Mr. Lanuam. Thank you, Mr. Chairman. My relations with the 
members of this committee have been most cordial throughout the 
years and it is always a pleasure to appear before you, especially when 
I feel so strongly with reference to the merits of the subject matter 
of my statement. 

The statement of my good friend, Mr. A. E. Brooks, Fort Worth, 
Tex., will be somewhat more detailed, because of his observation and 
practical experience with reference to one particular phase of taxation, 
that of income derived from sources abroad, and because of his great 
familiarity with the subject. I wish to make a very brief general state- 
ment to be followed by a more detailed statement by Mr. “Brooks with 
reference to the complexity of the situation that confronts our busi- 
nessmen engaged in promoting our foreign trade, those who live 
abroad and who work abroad. 

Incidentally, this committee took very appropriate action with 
reference to two classes of people who could hardly be listed properly 
in the category of our foreign trade, one, in providing that the highly 
paid movie personnel and wealthy citizens with big salaries who go 
abroad to escape the imposition of the tax, while we who are less 
financially fortunate stay at home and bear the burden. I think that 
action will be approved by all of the American people, with the pos- 
sible exception of those immediately concerned. 

There is another feature of our American trade, however, which is 
far removed from that category, and I refer to the American citizens 
who have their shops and stores abroad, and who are seeking to pro- 
mote our foreign trade, which in the complexity of the times we are 


1405 








1406 GENERAL REVENUE REVISION 


experiencing today is something that deserves your very careful con- 
sideration for its protection and its promotion. Our American 
citizens engaged in business abroad today are carrying on important 
American trade, and they are hampered and handicapped by reason 
of certain inequities in the matter of taxation when compared with 
taxes imposed upon nationals of other countries with whom they have 
to compete. 

Quite an interesting article appeared in the Washington Post this 
morning reporting briefly from the statement over television made by 
Dr. Milton S. Eisenhower last night in an address to the Nation, which 
seems very pertinent and in point with reference to our opportunities 
to promote our foreign trade, and opportunities which perhaps we 
have not been taking proper advantage of in the past. 

This article says, quoting Dr. Eisenhower, that he— 
urged the United States private financiers to invest heavily in South American 
industries as a way to block communism and build hemispheric solidarity. 

The educator said South American industries are expanding “with bewilder- 
ing rapidity” and offer private investors “opportunities” of possibly “huge 
proportions.” 

Eisenhower said such investments also would be a solid downpayment on hemi- 
spheric solidarity and a positive answer to the inroads Communist labor leaders 
are making in South American Republics. 

I think it is a significant fact that the various people who make 
such investigations, with reference to our foreign trade abroad and 
the citizens engaged in that trade abroad, come to practically this 
same conclusion. 

Now, with reference to the inequities that exist in the matter of 
taxation on the income earned by the American citizens abroad who 
protect and promote our foreign trade, Mr. Brooks is quite familiar 
with the situation which exists, and I am sure can answer any ques- 
tions that the committee members may wish to propound. 

Mr. Mason. Thank you very much for your statement, Mr. Lanham. 

Mr. Lannam. Thank you. 


STATEMENT OF A. E. BROOKS, ESQ., FORT WORTH, TEX. 


Mr. Mason. Mr. Brooks, do you have a statement you wish to make 
to the committee ? 

Mr. Brooxs. Yes, Mr. Chairman. 

Mr. Mason. We will be very glad to have your statement. 

Mr. Brooxs. Thank you, Mr. Chairman. My name is A. E. Brooks, 
attorney at law, of Fort Worth, Tex., and Mexico City. I appear here 
today on behalf of United States citizens who are engaged in business 
abroad. We are advocating a change in revenue laws affecting busi- 
ness operations abroad. My remarks will be limited to the United 
States citizen who has gone abroad to engage in a trade or business 
in some of our more or less underdeveloped countries and the impact 
of United States income taxes on his operations. 

Since the passage of the income-tax laws in 1913, our Nation has 
steadily grown as a world power. We have extended our trade and 
commerce to all corners of the globe and today the United States plays 
a dominant role in the family of nations. The Government itself has 
made a tremendous outlay in aid to Europe and to the underdeveloped 
nations of the world in the form of lend-lease, grants, loans, and so 
forth. There is a need for the American citizen abroad, and opportu- 
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nities were never greater for our citizens to engage in a trade or busi- 
ness abroad, as pointed out by Dr. Eisenhower in his comment last 
night. 

Jnder present conditions, the United States citizen who goes abroad 
to the underdeveloped countries usually does so as an employee either 
of a domestic corporation doing business abroad or of some foreign 
corporation that is centrolled or has close relations with a domestic 
corporation. Such individual is largely protected taxwise under the 
provisions of section 116 (a) of the Internal Revenue Code. Often 
this employee after a few years’ residence abroad goes into business 
for himself and assumes a more permanent status as a resident abroad. 

The second general category of the United States citizens who go 
abroad are the ones who establish themselves in some trade or busi- 
ness and thereby become an integral part of the social, religious, and 
economic life of a foreign country. They learn the language, the 
customs, and trade as well as knowledge of the resources and stability 
of such foreign nations. 

The individuals who go abroad to engage in a trade or business are 
potentially of great value to our national economy and in develop- 
ing additional revenue for the Federal Treasury. These nonresident 
United States citizens are in the main stream of our foreign commerce, 
they are our salesmen who are on the ground making firsthand con- 
tacts with world markets. They know the American business methods 
and the American products and, with all things equal, will naturally 
have a preference for dealing in American-manufactured goods. 

I made some investigations of American citizens who do business 
abroad to get their reactions and comments, and there are a number 
of reasons that might be mentioned why the nonresident United 
States citizen has a preference for dealing in American-manufactured 
goods. Some of them are as follows: Patriotism, known quality of 
merchandise, knowledge of capacity for production and the constant 

-flow of merchandise, standard brands, finaneial connections, and risks 

in transportation and insurance cost. With reference to buying from 
foreign nations, there were a number of problems that concerned 
them, such as goods imported from foreign countries may often be 
subject to special taxes, tariffs, commission charges, and so forth; 
these are unknown quantities to the importer—or else such known 
charges are often subject to change and revision without notice; less 
foreign government interference; and dealing in American preducts, 
they have the cooperation of the United States Government and its 
agencies in the extension of foreign trade. 

By way of illustrating the preference that Americans have for 
handling American-manufactured products, a brief survey of condi- 
tions was made in Mexico. For instance, United States citizens en- 
gaged in the drug business in Mexico advised that approximately 90 
percent of their imported drugs were bought in the ‘United States. 
Other foreign nationals engaged in the drug business in Mexico bought 
approximately 40 percent of their imported drug supplies in the 
United States whereas native druggists purchased approximately 50 

ercent of their imported drug supplies in the United States. United 
tates citizens in Mexico engaged in furniture, office supply, hardware 
and implement businesses advise that practically their entire source 
of supply of goods imported comes from the United States, whereas 
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European nationals, particularly before World War II bought prac- 
tically all of their merchandise in Europe. 

By way of further example, European nationals dominated the 
chemical business in Mexico before World War II and bought ap- 
proximately 80 percent or more of their chemicals in Europe. Due 
to conditions in Europe since 1940, this market has been largely taken 
over by United States citizens living in Mexico and their imports run 
approximately 80 percent or more from sources in the United States. 
This pattern will run more or less true in all lines of business. 

In the underdeveloped countries of the world the standards of liv- 
ing are lower and the people naturally buy cheaper grades of mer- 
chandise which creates a price market and puts such market on a 
highly competitive basis. ‘The U nited States citizen engaged in busi- 
ness abroad must be in position to meet competition, make a profit, 
and stay in business. The United States income taxes on such profits 
derived from sources abroad poses a serious obstacle to the American 
businessman. His competition may be a native citizen or more likely 
a resident alien. The native of course has no United States income 
taxes to pay. The resident alien has no United States taxes to pay 
and no income taxes to pay to his native land on income derived from 
sources abroad; the United States being the only large export na- 
tion that taxes such income against their nationals who are residents 
abroad and who are carrying on and doing business abroad. A few 
years ago a check was made of income-tax laws of foreign govern- 
ments and the following 46 nations reported that they do not tax 
their nationals living abroad on income derived from sources abroad : 


Arabia Estonia Luxembourg 
Argentina Ethiopia Netherlands 
Australia Finland New Zealand 
Belgium rance Nicaragua 
Bolivia Great Britain Panama 
Brazil Guatemala Peru 
Canada Haiti Poland 

Chile Honduras Portugal 
China Iceland Switzerland 
Colombia Iran Syria 

Costa Rica Iraq Turkey 
Czechoslovakia Jreland Union of South Africa 
Denmark Italy Venezuela 
Dominican Republic Latvia Yugoslavia 
Ecuador Lebanon 

EK) Salvador Lithuania 


Che United States citizen is permitted under section 131 and other 
provisions of the Internal Revenue Code to deduct income taxes paid 
to a foreign country against income taxes payable to the United States 
on such foreign income. However, the focal i income-tax law is not 
often of any consequence in underdeveloped countries as they usually 
have not progressed in the science of income taxation to a high degree 
and often resort to taxes on the basis of capital, property, ‘sales and 
gross receipts, franchises, and so forth. If such taxes are imposed, 
they may not be allowed as a credit against United States income tax. 
Under such conditions it would be very difficult, other'thing being 
equal, for the United States citizen to meet competition of a native 
merchant or resident alien merchant who has no outside tax burden. 
The American businessman retains so much smaller amount of the 
profits after taxation than that of his foreign competitors that it is 
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only a question of time until the United States citizen is forced out of 
business. 

Particular emphasis is placed on the fact that the amount of revenue 
the United States Government realizes from taxing its citizens who 
are residing abroad on income from sources abroad is very small when 
compared to the amount of revenue that might be collected off of the 
many operations involved before merchandise goes into foreign trade. 
Every operation in this country is subject to potential taxes such as the 
growing, mining, manufacturing, transportation, financing and sale 
of goods readied for foreign commerce. 

In some instances a United States citizen engaged in a trade or busi- 
ness abroad may decrease his United States income taxes by organizing 
a foreign corporation as a form in which to carry on a trade or busi- 
ness. This, when possible, often does not prove to be a desirable way 
of doing business. In some countries the laws require that native 
citizens own or control 50 percent or more of the stock of such a cor- 
poration and some laws prohibit foreigners from owning stock in 
certain classes of corporations. Furthermore, if a corporation could 
be organized to carry on the desired trade or business it 1s often a more 
expensive and cumbersome way of doing business. It sometimes ex- 
poses United States citizens to certain restrictions in management, 
labor contracts and disposition of income and in some instances foreign 
laws prohibit or limit salaries that the stockholders may draw. ‘There 
are also laws that provide tax penalties on accumulated surplus of 
corporations. Of course any dividends paid by a foreign corporation 
are subject to certain United States taxes. 

These remarks have been limited to the tax problems of the United 
States citizens living abroad and carrying on and doing business in 
the underdeveloped countries. On the other hand the United States 
citizen who is living abroad and doing business in such countries as 
Great Britain or Canada has, under the present tax laws, more or less 
complete exemption from United States income taxes. For instance, 
Great Britain or Canadian tax rates are about equal or in excess of 
ours; therefore, the taxes paid these countries offset the United States 
tax. Incidentally, it is in the countries where we have reciprocal tax 
treaties that the major portion of our foreign trade is centered. While 
the present tax laws and existing tax treaties largely protect the major 
portion of business Gone abroad, at the same time the United States 
citizen in the underdeveloped countries is severely penalized. 

[t is proposed that the internal revenue laws be amended so that the 
United States citizen who is a bona fide resident of a foreign country 
or countries and is actively engaged in a trade or business abroad will 
not be subject to United States taxes on income derived from sources 
abroad. 

By amending the internal revenue laws to remove this tax barrier 
which serves to retard the development of our foreign trade, it will 
permit more United States citizens to become established in business 
abroad, which, among other things, will in a measure result in the 
following benefits : 

(a) Expansion of foreign markets. 

(&) Increase in foreign trade means more employment at home. 

(c) Fuller utilization of our present industrial capacity. 

(d) Employment of our merchant fleet. 
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(e) An increase in national income and, likewise, an increase in 
revenue for the Federal Treasury. 

(7) Protection for Government loans and investments abroad. 

(7) Protection for private loans and investments abroad. 

(h) A valuable aid tothe point 4 program. 

(i) Promotion of goodwill and advancement of democratic ideals 
abroad. 

(j) United States citizens living abroad who have learned the 
languages, customs, resources, and capacities of foreign countries are 
invaluable assets to the United States Government in times of crises. 

Mr. Mason. Thank you very much, Mr. Brooks. Are there any 
questions ¢ 

Mr. Saptak. Mr. Brooks, you stress the underdeveloped countries. 
Will you tell us the criteria which you use in selecting the under- 
developed countries to the list appearing on page 4, which you set 
out in your statement. Which are the underdeveloped countries ¢ 

Mr. Brooks. Yes. The underdeveloped countries—we use this term 
when compared with countries like Great Britain, where there is a tax 
credit for the income from sources abroad, whereas in foreign coun- 
tries, underdeveloped countries, they do not have an income tax, and the 
American citizen has to try to do business in competition with the local 
citizen who does not have a loeal income tax; that is, the United States 
citizen will have to pay a tax to the United States Government while 
his competitor right across the street does not have any tax to pay, 
any income tax; or if any, a very small amount. 

Mr. Sapiak. That is not an answer to my question. 

Mr. Brooxs. I am sorry; perhaps I did not hear your question. 

Mr. Sapiax. You stressed underdeveloped countries outside the 
United States, and I wanted to get the criteria used by you in selecting 
the underdeveloped countries. 

Mr. Brooxs. The countries that have not advanced, and that we 
are today helping under our point 4 program. Most of those coun- 
tries are in Central and South America. 

Mr. SaptaKk. Very wel]; will you apply to your statement on page 4, 
where you list some 46 nations, and select from that list the under- 
developed countries? 

Mr. Brooks. On page 44 

Mr. Sapiak. Of all the 46 nations, will vou select from the list, 
right on down the line, the underdeveloped countries, starting with 
Arabia ? 

Mr. Brooks. Arabia, Bolivia, Brazil. 

Mr. Sapiak. Just a moment; what were the countries? 

Mr. Brooxs. Arabia, Bolivia, Brazil, Chile, China, Colombia, Costa 
Rica, Dominican Republic, Ecuador, El Salvador, Ethiopia, Haiti, 
Honduras, Iran, Iraq, Lebanon, Nicaragua, Peru, and Venezuela, 

Mr. Sapiax. Very well. In other words, you have excluded some of 
the countries as being underdeveloped countries ? 

Mr. Brooks. My presentation has to do with the underdeveloped 
countries—— 

Mr. Sapiax. Is your presentation directly concerned with the coun- 
tries which you have listed in your statement 

Mr. Brooxs. No; those were the countries which I have contacted 
with reference to the tax laws. 
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Mr. Sapiak. It strikes me that most of the countries you have listed 
here are the Latin American and South American countries. 

Mr. Brooxs. Yes. 

Mr. Saptak. One further question, Mr. Chairman: It strikes me 
that in this connection American citizens who have gone abroad usually 
like to use their American citizenship only at times of stress or in case 
of emergency when they want to run back to the United States, and 
other than that, quite often they are content to remain abroad. I 

recall the case of one person during World War II, a lady, who had 
a million dollars worth of jewels around her neck, and who had lived 
for some 42 years in France, but because she was an American citizen 
she was glad to use that to get back to the United States. Such cases 
make difficult the problem to which you are addressing yourself today. 
Of course, I cited an exceptional case, I am willing to grant, but it 
is a concomitant of the problem. 

Mr. Brooks. Yes. 

Mr. Mason. Mr. Eberharter ¢ 

Mr. Exernarter. Mr. Brooks, the reason that there is an inequity 
here results simply from the fact that these countries do not have the 
same system of taxation as is used in the United States. In other 
words, a man doing business in one of these countries such as you have 
mentioned, an underdeveloped country, perhaps, has to pay taxes to 
the United States, whereas his competitor pays only a tax in the way 
of a special franchise or a capital tax or a gross receipts, and in addi- 
tion to those taxes the American citizen has to pay the heavy income 
tax of the United States, which throws an extra burden on him in 
competing with his business competitor abroad. 

Mr. Brooxs. Yes. 

Mr. Esernarter. If they were faced with the same situation insofar 
as income taxes were concerned, then the situation would be more 
nearly even. 

Mr. Brooks. Yes. 

Mr. Exsernarrer. That is the problem. 

Mr. Brooxs. Yes. There has been some talk by some of the coun- 
tries in Central America and South America to the effect of passing 
some kind of a Mother-Hubbard type of legislation under which the 
country would get the full benefit of the American taxes that are ex- 
tracted from the businessman doing business in their country; some- 
thing similar to the credit on estate taxes, under which the States are 
given credit for a certain percentage of the estate taxes that are assess- 
able. The proposal is to pass some kind of a windfall-tax clause 
that will take up the slack or credit for foreign taxes. There has been 
some serious discussion of passing such laws in some of those countries 
in Central America and South America. 

Of course, the mischief arises from the taxing of income that is 
derived from sources abroad. When the American Government 
reaches its arm down into Nicaragua and taxes the income of some 
fellow growing bananas in Nicaragua and takes a part of his profit in 
United States taxes, or reaches into Brazil and taxes the American 
citizen engaged in business, who must also pay the taxes imposed by 
Brazil on its citizens. Say the American citizen is engaged in the 
implernent business, the markup profit the Brazilian pays on the mer- 
chandise is taxed by the United States. That is where the mischief 
is done. 
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Mr. Mason. Thank you very much, Mr. Brooks. It seems to me, 
however, that the difficulty is we tax on the basis of citizenship, re- 
gardless of whether they live down there or not. 

Mr. Brooks. Yes. 

Mr. Mason. While other countries have taxes on the basis of resi- 
dence. 

Mr. Brooks. Yes. 

Mr. Mason. And if they are residing abroad, then they do not 
bother them. 

Mr. Brooxs. That is right. 

Mr. Mason. It seems to me that we have got to make the adjustments 
so we will not have these inequities. 

Mr. Brooks. ‘Thank you very much. 

Mr. Mason. Thank you for your statement. 

Mr. Brooxs. Thank you. 


STATEMENT OF FELIX LLOVERAS, NEW ORLEANS, LA. 


Mr. Mason. Our next witness is Mr. Felix Lloveras, of New Orleans, 
La. 

Mr. Lloveras, will you give your full name and the capacity in which 
you appear. 

Mr. Lioveras. Felix J. Lioveras. 

Mr. Chairman and members of the committee, I have just become 
aware of the fact that my prepared statement, which is in your hand, 
through an oversight, omitted to state clearly the precise sections of 
the Internal Revenue Code which form the basis of my complaint. 

The CHarrman. Mr. Lloveras, your statement is quite lengthy. 
Would you care to have it included in the record, and just briefly 
summarize the sections you have reference to? 

Mr. Luoveras. Yes, Mr. Chairman, I have prepared a new state- 
ment, which I think covers the situation very well. 

Mr. Chairman, it is sort of a condensed new form and I am going to 
present it, but I would like to have permission to have the other state- 
ment made a part of the record. 

The Cuarrman. Very well. 

Mr. Lioveras. In 1917 I went to Honduras and entered into business. 
In time, I invested, from my earnings, capital in operating companies 
which I helped organize and in which I took minority stock interest. 
In 1930, I decided it was wise to create a corporation to manage these 
investments and to make easy the transfer of both property and income 
to my family on my death. In 1937, the revenue laws were amended to 
constitute my company as a foreign personal holding company. I did 
not become aware of this until 1941 when I paid the full tax for the 4 
intervening years. It was not until 1946 that I fully appreciated the 
fact that the taxes applicable to my company were working the greatest 
possible hardship on me and had created a situation in which I could 
not dispose of the company or change its structure without the severest 
kind of financial losses. 

I have competed with nationals of many countries in the course 
of my business. Since 1941, however, I have not been able to com- 
pete with equality with the citizens of any other foreign country who 
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are my competitors in Honduras, for no foreign national is compelled 
to pay any income tax to the country of his citize nship. 

As a foreign personal holding company, by the provisions of sec- 
tion 337 (a) ‘of the Internal Revenue Code, I am required to pay an 
income tax on all profits of my holding company, whether declared 
as dividends or not. Other foreign ni tionals pay no income tax on 
earned income or income from investments. 

Section 115 (c) adds a further burden not shared by the national 
of any other country living and doing business in Honduras in that 
this section provides that if I should try to liquidate my investment 
I shall be taxed not on the basis of long-term capital gains, but at 
an income-tax or short-term basis. I am denied the usual « ‘apital- 
gains rates afforded to every American citizen. The nationals of 
other countries living in Honduras and competing with me in busi- 
ness pay no tax at all on such sales or liquidations. 

By the terms of section 113 (a) (5), in the event of my death, my 
property in my company would, in the hands of my heirs, be t: axed 
upon sale by them either on the basis of the fair market value of the 
company at the time of my death or of the value in my hands, which- 
ever of these two bases should prove to be lower. In my situation, 
this would mean that my heirs would pay an estate tax computed on 
the full accumulated growth of my company from the beginning and 
yet, if they attempted to dispose of their interest after they had paid 
the tax, they would be subject to a tax on a far greater amount than 
vould be an American resident selling similar property located in 
this country. 

I now understand that consideration is being given by the Con- 
gress to legislation which would tax income in excess of $20,000 earned 
in foreign lands. The purpose of this proposed amendment is to 
impose income taxes on actors and actresses who have been making 
pictures in foreign lands to avoid payment of income taxes to our 
Government. I seriously urge that in considering such legislation 
you bear in mind the plight of businessmen such as myself whose sole 
purpose in being abroad is to earn their livelihood and whose situa- 
tion is as different as night from day from these actors and actresses 
whom you have in mind. I think’ that you should carefully con- 
sider the situation of persons such as myself and that any amendment 
be so drafted that it does not inadvertently trap us, and impose a 
further burden and hardship upon our per fectly honorable and legiti- 
mate e fforts to8 ma ike our W ay ina forei 1enN country. 

In summary: In keeping with the forei ‘ign policy of this country, 
which is to encourage the investment of American capital abroad, 
the present provisions of the tax laws make it impossible for an 
American citizen to compete with the national of our competitive 
countries abroad and discourages rather than encourages such in- 
vestments in foreign countries and should be eliminated. 

The Carman. We appreciate very much your summary. You 
would like to have the prepared statement included in the record ¢ 

Mr. Lioveras. Yes. 

The CHarrman. Without objection, it will be made a part of the 
record. 
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(The statement referred to follows:) 


STATEMENT OF Fertx J. LLoveras or LA CrerspA, Honpuras, Re Impact or UNITED 
STATES INCOME TAXES ON UNITED States CrT1zENsS RESIDENT ABROAD 


Mr. Chairman, members of the House Ways and Means Committee, gentlemen, 
I thank you for the opportunity you give me to put before you the “bellyaches” 
of an American citizen who lives and operates in a foreign land. 

I shall attempt to be brief although there are many angles to this topic which 
should be thoroughly understood before attempting to legislate on it. 

I contend that an American citizen in a foreign land is handicapped, suffers, 
and cannot compete with his fellow men who are similarly circumstanced. None 
of you here present can really sense the feeling of discrimination and injustice 
the American citizen in a foreign land feels and I don’t know how I can explain 
it. But, suppose you go to your corner grocer tomorrow and tell him, “Mr. 
Jones, I’m a collector of internal revenue. Your income-tax indicates that you 
paid $1,000 for 1952. Multiply that by 20 and pay $20,000 because of article 125 
of the Internal Revenue Code.” Mr. Jones reads the article and finds you're 
correct but he feels very badly abused and asks you, “Will Mr. Smith, the grocer 
on the other corner, my neighbor and competitor have to pay this tax, too?” 
And you say “No, we have nothing to do with him, he’s not an American citizen.” 
How will Mr. Jones feel about that condition? Mr. Jones won't stand for it 
and if you get away from him with your life, you'll be lucky. Gentlemen, that’s 
exactly the story in a nutshell, only it is transplanted in a foreign country. 
Hiow would you like to be Mr. Jones? Well, I am one of the Jonses. If you like 
to try another way to find out the feeling of one who is in the Jones position—put 
a ball and chain on your ankle and walk down Pennsylvania Avenue and while 
you are dragging the ball look at everyone else walking freely around without 
any handicap whatsoever. 

I know some of the arguments against giving Mr. Jones a fair deal as I’ve 
been in contact with your committee, off and on, for the past 8 years through 
your ex-vice chairman, Mr. Harold Knutson and Mr. Colin Stam—Mr. Stam 
stated to Mr. Knutson, in one of his letters: 

“Mr. Lloveras is correct, he is handicapped and it is difficult for him to com- 
pete in that field and under those circumstances with a British citizen similarly 
circumstanced.” 

I don’t think it necessary to elaborate on that point any longer since your 
own chief of staff concedes it, but, unfortunately he doesn’t seem to be willing 
to do anything about it. 

Of course, I speak of true investment income and not earned income such as 
salaries, fees, etc., since these are already exempt. The man who has been able 
to get a little above the employee status is the man I refer to. 

I’d like to go over some of the arguments Mr. Stam uses in his correspondence 
which he states should be considered before giving any relief to our American 
citizen who lives and operates in a foreign land. 

He states (Sept. 21, 1948): “To the extent that the profits of the corpora- 
tion are in fact derived from the use of capital it would seem questionable 
whether Mr. Lloveras’ situation as a stockholder is different from that of an 
American citizen living in this country who has similarly invested money in the 
stock of a foreign corporation.” 

England must have the answer to that one since she taxes the citizen who 
lives in England on foreign-investment dividends and does not tax the citizen 
who lives abroad on the same dividends. There is a big difference between one 
and the other. The American citizen who lives in this country could not state 
that he is suffering, handicapped, and cannot compete with his neighbor if he is 
taxed on foreign dividends, because his competitor and neighbor pays also, where- 
as the American citizen who lives and operates abroad is admittedly handicapped 
because he pays and his competitor does not. I have seen several important 
deals pass me by and taken up by an Englishman simply because his financial 
strength was greater than mine, but only because he did not send any part of 
his profits to England and I had to. While I refer to Englishmen, I mean also 
Frenchmen, a German, a Jap, in fact any other nationals in the world. 

Mr. Stam says (November 10, 1948): “Many other considerations enter into 
the problem, and it cannot be resolved solely in the light of the situation of any 
one individual since the tax laws cannot be special in their application but must 
be general and equitable over a very broad field.” 

Where does this leave that “one individual” if that be the case. All we can do 
is to be sorry for him, I presume. How is it England finds a way to take care of 
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that one individual? No, gentlemen, it is not the case of one individual, it is the 
ease of every American citizen who lives and operates in the outside world in 
competition with other nationals of the outside world. Then again, why make 
laws to prejudice that one individual, to handicap him, to make it difficult for him 
to operate in a foreign land? 

Mr. Stam also says (November 10, 1948): “If mere living abroad were suffi- 
cient to exempt investment income from foreign sources from our income tax, 
it is debatable whether many wealthy Americans would not abstract their capital 
from American enterprises (where it may be needed) to invest their huge funds 
in foreign enterprises, and live on the Riviera or in some other equally pleasant 
place abroad so as to obtain the exemption of United States income tax.” 

From the press I gather that some of our legislators feel that some method 
should be devised for private American capital to be invested abroad. If all of 
the marbles are in the hands of one person, he would have no one to play marbles 
with. 

Again England must have the answer to that one, too. Could it be that England 
takes the view that England has no right to a tax on profits made in Africa, that 
the economy of England is not involved in profits in Africa? Of course England 
does say that residence in England whether it be of an Englishman or a foreigner, 
would make a difference in foreign income, but residence abroad of an English- 
man is another thing. And what’s wrong with an American moving his capital 
to another country? Don’t we have freedom of commerce; why tax the man who 
uses this freedom. It’s his money, no matter what reason he has for moving it. 

3ut let us sav that some of vou still feel that the American who lives on the 
Riviera and invests in South America should pay on income from South American 
investments. If you feel that way, cover that case by legislating to the effect that 
the exemption will apply only if the American citizen lives in the place where the 
investments are, but I still feel the English law is more equitable. 

Another alternative, if you don’t want the Americans to move capital abroad, 
tax him on the profits he makes on the funds he moves abroad and as he returns 
the funds to the United States relieve him of the tax burden, then the profits 
would be on profits made abroad and not on capital moved from the United States. 
I'm not recommending this as I think one should be able to move his capital 
wherever he wants to. 

Mr. Stam also says (August 9, 1949): “It is argued that United States citizens, 
whether at home or abroad derive benefits tangible and intangible from that citi- 
zenship and that therefore they should be willing to pay taxes to this country.” 

This is a good point and probably the only one I could understand except for 
the fact that no other nation charges its citizens for these tangibles and intangi- 
bles in a foreign land which puts the American citizen at a great disadvantage. 

Now what are these tangibles and intangibles which will benefit the American 
citizens in a foreign land? I’m sure they are limited to the protection of life, 
property, and the collection of debts. I can’t conceive of any other. If we pay 
for protection we should be able to demand this protection. You wouldn’t want 
us to pay for it, not get it and not be in a position to make a demand on someone 
for it? That would be another inequity. I can tell you that no one is in a posi- 
tion to sell protection and no one can make our Government give it, and what’s 
more, our Government won’t even make a request for its citizens telling us it 
might affect our good-neighbor relationship. I know that because I’ve had to 
go to England myself for protection and got it, the same protection which my 
Government refused me. I'll give you the details, if you care to hear them, of 
several cases. 

(1) The Economic Division of the State Department told me I'd have to deduct 
25 percent from my claim against a certain foreign government:. I thought my 
Government should have helped me get what’s coming to me but instead my 
Government initiated this move. I myself wrote a letter to the Foreign Depart- 
ment, London, telling them the United States Government was fostering the 
move, and had a Palestinian who was under British protection sign it. (He was 
in the same fix I was.) The Foreign Office answered that it was all fixed up with 
the United States Government and it was. 

(2) A certain foreign government decreed (legislative) to pay off a certain 
bonded indebtedness by ordering the holders of all bonds to redeem said bonds 
at 7 percent of face value in cash or 40 percent in customhouse bills. I thought 
that was a most unusual way to liquidate a bonded indebtedness and did not 
want te aceept especially since the bonds were being paid out of 10 percent of 
customs duties. I came to Washington and was told that we could not make au 
issue out of it and were trying to build up good relations and for one man we 
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couldn't jeopardize them. They would not even make presentations of the matter 
and I redeemed $85,000 of these bonds at 40 percent and lost $51,300. I still had 
$34,000 left and later the British Government, for one of its subjects, made 
presentations to the foreign government involved, the same ones which my 
government refused to make for me and they got 100 percent in customhouse 
bills. I then presented myself to the Minister of Finance and asked him what 
was the difference between a Britisher and an American and he said “none” 
so I presented my $34,000 and also got 100 percent. 

There are a few more incidences of this nature which I could relate but I 
won’t take up more of your time on this point. I simply recommend that you 
do not charge for these tangibles and intangibles because you will not deliver 
and further that England does not charge even though she does deliver. 

The above covers investment income of an American citizen from foreign 
sources, Now let’s see what happens when an American citizen who lives and 
operates abroad operates through a holding company organized under the laws 
of the state of his residence (foreign). This company is dubbed a “foreign per- 
sonal holding company” and you know the rest. In the middle thirties a few 
crooks in the East organized insurance companies in Nassau and put their United 
States securities in said companies in order to avoid income tax. You placed 
punitive legislation against them, but, you also caught a few innocent people in 
the trap. You then legislated for the crooks. Why not legislate now for the 
honest people. 

I'm caught with one of those foreign personal holding companies organized be- 
fore the crooks started to use them to evade taxation (1930) and I’m frozen 
harder than a block of ice. If I sell anything (I’ve had many attractive offers 
in the years past) I must enter the profit as a dividend, which it is not, and pay 
on 100 percent of such profits, whereas if one of you make a long term capital 
gain you pay on only 50 percent of the profit. Why this discrimination? I’m 
told it’s because you want those foreign personal holding companies liquidated, 
still you take away from us all the facilities to liquidate. You want to charge 
me hundreds of thousands of dollars just to put the stock in the name of my wife 
and myself. I refuse to pay this tribute so I’m stuck with the foreign personal 
holding company. Another thing, my heirs will pay more than 100 percent of 
the value of my estate because of double dipping. In ordinary cases the estate 
is calculated at the market of the day and that price is the basis to calculate fu- 
ture profits or losses on sales. Not so with a foreign personal holding company. 
I’m told by experts that the assets of the company are valued at the market of the 
day and estate taxes charged thereon. When the foreign personal holding com- 
pany sells its assets, the profits are figured as per books of company and such 
profits will have to be entered on income tax return of owner as a dividend and 
pay on 100 percent of such profit. My lawyers tell me there is no relief under 
present legislation so long-as I remain an American citizen—a very sad condition 
to be confronted with. 

Another thing which sounds out of line is that you won’t allow charity as an 
expense if the charity and donation is made out of the United States. You take 
the tax on money made out of the country but won’t allow charity except in the 
United States, 

A peculiar experience I’ve had with the income tax collector was that through 
the manipulation of figures a profit was shown on what was actually a loss and 
I had to take money out of my capital to pay the tax. Your men told me “Mr. 
Lloveras we know there are many iniquities in the law and this is one of them, 
but, when you ask us what is the law we must tell you.” 

I thank you. 


The Cnamman. Are there any questions? 

Mr. Sapiak. Mr. Lloveras, you heard the preceding witness, Mr. 
Brooks? 

Mr. Luoveras. Yes. 

Mr. Saniax. In which he listed countries as underdeveloped coun- 
tries. From your experience and your familiarity, do you consider 
Honduras an underdeveloped country ? 

Mr. Luoveras. I do not know that I would make any distinction. 
I am not prepared to say whether you would call it an underdevel- 
oped country or not, but I can say there is a little strip along the coast 
on the north and the south that is developed. The rest of it you can 
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just walk across. But I am talking about American citizens in my 
presentation, and their inability to compete. I do not believe that 
would be the case as in England. I am just talking now about Ameri- 
can citizens who cannot compete. 

Mr. Sapiax. Are there many American citizens in Honduras who 
are in a like situation as you are? 

Mr. Luoveras. I think there are very, very few, but I do not think 
that you should legislate against me because there are so few. 

Mr. SaptaKk. No. I was just interested in the number of Americans 
in Honduras who are in business. 

Mr. Luoveras. Well, let us say less than a thousand. 

The Cuairman. Have you concluded, Mr. Sadlak? 

Mr. SapuaK. Yes. 

Mr. Kean. Mr. Lloveras, Honduras imposes an income tax of what 
rate against you? 

Mr. Luoveras. In my case about one thirty-second of what the 
United States charges. 

Mr. Kean. You are talking about holding companies ? 

Mr. Luoveras. No. The personal holding company eliminates—— 

Mr. Kran. What is the highest bracket in the Honduras tax; it 
must be away down? 

Mr. Luoveras. The highest bracket is 15 percent. 

Mr. Kran. 15 percent. 

Mr. Luoveras. Yes; that is the highest bracket. It starts down. 

Mr. Kran. Perhaps more of us should move down there. 

Mr. Luoveras. But that is not the reason you should move, however. 

Mr. Kean. You would not have so much complaint if the competi- 
tor had to pay the same tax, or if his tax was the same as the American 
tax, and everybody would stand on an equal footing. 

Mr. Luoveras. That is it. In my statement here I speak of the 
man who lives on the corner of a street in the United States, and right 
across the corner is another man, one of them is to be taxed $20,000, 
and the man right across the corner is to pay $1,000. We cannot 
think of that taking place in the United States. But we face that 
same situation in our business abroad. 

Mr. Kean. Talking about the holding companies: According to 
the law I have got before me, that has to be a dividend, not income 
from business. 

Mr. Luoveras. That is right. 

Mr. Kran. Why did you have to organize in this manner? 

Mr. Laoveras. In order to make it simple. This was done some- 
time back in the 1920’s. I was really copying after an old friend of 
mine who had seven children, and said he wanted the holding com- 
pany, because when he died it would enable him to make an equitable 
distribution of the property which he wanted to continue in business 
after he died. 

That was the reason I had, and the fact there is nothing wrong, 
I am sure, in what was done. 

Mr. Kran. The dividends you receive are on corporations all 
Honduras? 

Mr. Luoveras. Every one. I operate about 7 or 8 different organi- 
zations, and this holding company holds the stock of that company, 
and they receive the dividends. That relates to the personal income 
tax. And when I have a capital tax, a long-term capital tax, I am 
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taxed on a 100-percent basis. Why should there be a discrimination 
instead of paying 50 percent ? 

Mr. Kean. You know why, of course. 

Mr. Luoveras. Yes; because the fellows up in New York set up 
organizations—I know the whole story. But on the other hand, that 
is not my case. 

Mr. Kean. No. 

The CuHarrman. Thank you very much for your presentation. 

Mr. Luoveras. Thank you. 


STATEMENT OF MITCHELL B. CARROLL, SPECIAL COUNSEL, NFTC 
TAX COMMITTEE, NEW YORK 


Mr. Cuarrman. Our next witness will be Mr. Mitchell B. Carroll, 
special counsel for the National Foreign Trade Council. 

Mr. Carroll, you have a prepared statement ? 

Mr. Carrot. Yes. With your permission I am simply going to 
offer my statement for the record and I will try to outline the prin- 
cipal points. 

The Cuairman. Without objection it is so ordered. 

(The statement referred to follows: ) 


STATEMENT ON Topic 30, THE VARIOUS PROVISIONS RELATING TO INCOME DERIVED 
FRoM FOREIGN SOURCES, IN BEHALF OF THE NATIONAL ForEIGN TRADE CoUNCIL, 
Inc., New York, N. Y., By MircHett, B. CARROLL, SPECIAL COUNSEL, Tax 
COMMITTEE 


INTRODUCTION TO RECOMMENDATIONS I, II, AND II 


It is understood that the purpose of these hearings before the Committee 
on Ways and Means is to consider proposals that will result in improved legis- 
lation. As regards the question of appropriate means of taxing income derived 
from foreign sources, the National Foreign Trade Council, Inc., after long and 
eareful review of the provisions of the tax laws and treaties of the United 
States and of other countries, has come to the conclusion that the soundest 
principle for the taxation of business income is that income from business 
establishments should be taxed only in the country in which the business 
establishment is situated. 

The importance of finding means to stimulate the flow of private investment 
from the highly developed to the underdeveloped countries in order to accelerate 
the economic development of the latter is receiving increased recognition. 
However the present flow of capital exported to the underdeveloped countries 
is not considered sufficient for their development needs. 

The low taxation in less developed countries, as compared with the higher 
rates in force in the more developed countries, is one of the attractions which 
the underdeveloped countries can offer to foreign capital as an incentive to 
investment, but this incentive becomes ineffective if the capital-exporting coun- 
tries apply to the income from investment in underdeveloped countries any fur- 
ther taxation than that already paid in the latter countries. Consequently, 
income from foreign investments in underdeveloped countries should be taxed 
only in those countries, and should be exempted from taxation in all other 
countries. We urge the adoption of this principle as one of the most effective 
means of increasing the flow of private capital to the underdeveloped countries, 
and that it be brought into effect either unilaterally through legislation or 
bilaterally through inclusion in tax agreements. 

A resolution upholding the foregoing principle was presented by the Cuban 
delegate at the U. N. Fiscal Commission meeting April 27 to May 8, 1953. This 
resolution was referred to a subcommittee which, after long and careful con- 
sideration, recommended “that the highly developed countries, acting unilaterally 
or when concluding tax agreements, should give sympathetic consideration to 
the feasibility of taxing such income only or primarily in the country in which 
the income was produced.” 
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This recommendation was unanimously adopted by the Fiscal Commission, 
with two abstentions. We therefore bring it to your attention, and will point 
out the large extent to which the principle is already found in the tax laws of 
various countries and in a large number of bilateral tax agreements. 


Tawation of business income only where earned 


The principal motive in urging your consideration of the principle, that the 
income derived by a domestic corporation through a permanent establishment 
or subsidiary abroad should be taxed only in the country where the income is 
produced, is to assure that in the days of keen competition that are bound to 
come, American corporations will have an even break with other enterprises in 
a given foreign country, whether belonging to the nationals of the country itself 
or to nationals of third countries which exempt income earned by permanent 
establishments or subsidiaries abroad. 

Generally speaking, the effective rate of income taxes in the United States is 
much higher than those in less developed countries and, in fact, is higher than 
those in practically all the countries with whose enterprises American corpora- 
tions must compete. 

Most of the leading countries treat all or certain types of their enterprises 
operating abroad far more favorably than the Government of the United States 
treats its domestic corporations. As will be shown, this is true, whether the 
foreign permanent es'tablishment reinvests the profits in the development of the 
plant, or whether the profits are brought home to the head office. 


Foreign direct investments 


Thus, the British Government is reducing the standard rate of income tax to 
45 percent for the current fiscal year which began on April 5 and eliminating 
the excess-profits tax as of January 1, 1954, which will place British corporations 
in a much more favorable position from a tax viewpoint than that enjoyed by 
American corporations. Moreover, British corporations which engage in exten- 
sive development activities abroad may, if they are managed and controlled in a 
foreign country,’ defer tax liability to the United Kingdom by not bringing home 
the profits. 

Canadian competitors of American corporations enjoy a reduced rate of income 
tax of 47 percent and no liability to an excess-profits tax. Furthermore, Canada 
exempts from income tax corporations known as foreign business corporations 
which are organized in Canada but all of whose business, except for management, 
designing, etc., is carried on outside Canada and all of whose property, except 
securities and bank deposits, is situated outside Canada.” 

If the competitor is a Belgian company, the profits of the branch establishment 
taxed abroad which are brought home and distributed are subject to the Belgian 
crisis tax of one-fifth of the normal rate of 20 percent (i. e., 4 percent) and to the 
tax on income from movable property at a reduced rate of 12 percent instead of 
the normal rate of 30 percent. If the profits are not distributed, and the tax is 
paid in advance, the foreign income is taxable only at one-fifth of the normal 
amount of tax computed at rates ranging from 25 to 40 percent (i. e., 5 to 8 
percent) .” 

If the competitor is a French company, France exempts from its company tax 
of 34 percent the income earned by the foreign permanent establishment, and if 
the income is distributed, it is subject to a French dividend tax of 18 percent.‘ 

The Italian competing company does not pay any profits tax on income attrib- 
utable to the permanent establishment abroad and no dividend tax is withheld 
when the income is distributed by the Italian company.’ 

The Netherlands has recently reduced its corporation rate to 47% percent 
and gives a credit against this rate of the extent of the part thereof equal to the 
tax that would have been paid on the income of the permanent establishment 
abroad if it were the corporation’s only income. 

Spain accomplishes the same result by allowing as a deduction from the entire 
profits of the Spanish corporation a proportion corresponding to the business 


1 Mitchell v. Egyptian Hotels, 6 T. C. 542. 

2 Secs. 57 (1) m and 64 of the Income Tax Act, ch. 52, Stat. of Canada, 1948, as amended. 
U. N. Document, E/CN. 8/68/Add. 2. Docember 2, 1952. 

* Art. 2, par. 2, and art. 35, par. 11, Cons, Acts Relating to Income Tax of the Regent 
of January 15, 1948, U. N. Document E/CN. 8/66/Add. 2, November 21, 1952. 

“U.N. Document, B/CN. 8/66/Add. 4, p. 5, November 21, 1952. 

* Leagine of Nations, Taxation of Foreign and National Enterprises, vol. IV, par. 569. 

ee feulation of September 1, 1941, U. N. Document E/CN. 8/66/Add & November 21, 
1952. 
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done in the foreign country where the Spanish enterprise is taxable, and a like 
proportion is excluded from the taxable amount of the dividends distributed." 

Switzerland reduces the Federal defense taxes on entire net income and fortune 
by the amount of such taxes which correspond to the income of, and capital 
invested in, a branch abroad, regardless of whether tax is paid abroad.’ 

In short, this brief review shows that the principal foreign countries interested 
in Latin America, Africa, and other areas in which American enterprises must 
compete, enjoy a far more liberal régime than that offered by the United States 
and therefore they have a definite competitive advantage over United States 
corporations. 

As regards repatriated profits, the United Kingdom rate is the only one which 
approximates the United States rate but it soon will be much less. In the other 
cases, Canada, exempts foreign business corporations entirely, Belgium applies 
only a reduced rate, and France, Italy, and Spain exempt profits allocable to a 
foreign permanent establishment, the Netherlands and Switzerland grant a full 
credit against their tax in respect of income which has been earned abrord, the 
former presupposing that tax has been paid abroad but the later granting the 
relief regardless of foreign tax liability. 


Investments in subsidiaries abroad 

It is interesting to see to what extent these same countries have recognized 
that operations through a subsidiary corporation organized under the laws of a 
foreign country should receive essentially the same tax benefits as operations 
through a branch. 

Belgium applies its tax on income from movable property at the reduced rate 
of 12 percent instead of 30 percent.’ 

A French company must include dividends received from a foreign company in 
the basis for its company tax of 34 percent, but the dividends are exempt from the 
proportional tax of 18 percent if the French company owns 30 percent of the 
capital of the foreign company “ created after January 1, 1943, and in which this 
participation was held from the time of its creation. 

The Netherlands apparently grants a credit of the amount of its tax on the 
income if the company paying the dividends has been taxed abroad.” 

Italy exempts dividends received by an Italian company from wholly owned 
or practically wholly owned subsidiary abroad, thus extending to this income 
the clause exempting from tax the income of foreign branches having their own 
separate accounts.” 

A Swiss corporation holding more than 20 percent of the stock of a foreign 
company, or whose holdings in another company are worth more than 2 million 
francs, receives a reduction in tax corresponding to the ratio of the dividends in 
question to total gross profits.” 

As it is often necessary or expedient to operate in a foreign country through 
a subsidiary company rather than a branch, these countries recognize that 
there is no logical reason to discriminate against income from subsidiaries as 
compared with branches. 


Forcign tax treaty provisions 

The principle ef taxing income earned by a permanent establishment only in 
the country where the establishment is situated has been incorporated in at least 
31 treaties between European countries. (See Annex 1.) 

As practically all the countries of Western Europe have long been parties to 
conventions for the avoidance of double taxable of income, and as Western Germ- 
any is now in the process of negotiating essentially similar treaties with its 
neighbors, an enterprise of one European country operating in many of the other 
countries of Western Europe enjoys substantially the same treatment from a tax 
viewpoint as a corporation of one of the States of the United States of America 
operating in other States—that is to say, each State taxes only the income alloc- 
able to the permanent establishment within its territory. In contrast, under the 
present credit for foreign taxes allowed in section 131, I. R. C., an American cor- 
poration with permanent establishments in one or more European countries where 





7 Del. Olmo y Reviriego, Contribucion sobre Utilidades, 1929, p. 409. 

® Arts. 19, 44, 46, and 55, Federal Defense Tax Law. 

®*U. N. Document E/CN, 8/66 Add. 2, pp. 3, 5, 7. 

%T!, N. Document E/CN. 8/66 Add. 4, p. 12, November 21, 1952. 

M™ Regulation of September 10, 1941, U. N. Document E/CN. 8/66 Add. 5, November 21, 
1952, p. 13. 

32 aheee of Nations, Taxation of Foreign and National Enterprises, vol. II, p. 267. 

13 Art. 59, Federal Defense Tax Law. 
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the tax rate is lower than the United States rate, will be subject to the com- 
petitive disadvantage of having to pay to the United States the excess of the 
United States rate over the rate in the European country. 


RECOM MENDATIONS 


I, Income derived through a foreign permanent establishment or from a foreign 
subsidiary should be tarable only where earned 


The simplest solution would be to follow the above quoted examples of the 
laws of France and Italy and provide in the Internal Revenue Code for the exemp- 
lion of income derived by an American corporation which is allocable, in accord- 
ance with the principles of section 119, I. R. C., to a permanent establishment in a 
foreign country. The amendment could authorize the Treasury to incorporate 
in the regulations the definition of a “permanent establishment” along the lines 
of the definition contained in at least a dozen treaties to which the United States 
isa party. The corporation claiming the exemption could be required to declare 
the income for which the exemption is claimed. For this purpose, the corpora- 
tion would be required to maintain separate accounts for each establishment, and 
to justify the method of allocating items of income and expense to each establish- 
ment. 

The same principle of exemption should be applied to income from foreign sub- 
sidiaries. 

Provisions whereby the other contracting States tax American corporations on 
the basis of income allocable to their permanent establishments in its territory 
are found in the income tax conventions concluded by the United States with Gov- 
ernments of the British Commonwealth of Nations, such as the United King- 
dom, Canada, the Union of South Africa, and New Zealand, which are now in 
effect, and with Australia, which has recently been approved by the Senate. 
Similar clauses are found in income tax treaties with most of the countries of 
Western Europe, including France, Sweden, Norway, Denmark, Finland, and the 
Netherlands, which are now in effect, and with Belgium which has been approved 
by the Senate, Greece, which is awaiting ratification, and with Italy, which has 
been negotiated. Presumably, a similar provision will be embodied in the income 
tax convention with Western Germany, which is being negotiated It is under- 
stood that the principle is also incorporated in the income tax convention with 
Japan, which is being finalized. However, in all these treaties the United States 
reserves the right to include the income of the establishment in the other State 
in the basis of its tax on the corporation, subject to the credit allowable in re- 
spect of the income taxes payable in the other State under section 131, I. R. C., 
with the result that the domestic corporation pays to the United States the often 
considerable excess of is rate over the foreign rate. 

In any event, from the viewpoint of the United States, the principle of taxing 
business income at the permanent establishment where earned is already being 
applied, or soon will be applied, in the great majority of the countries in which 
American enterprises are engaged in business. The United States could uni- 
laterally give up its tax on such foreign income or might amend the treaty by a 
protocol containing additional concessions. Under existing treaties the United 
States taxes only the local permanent establishment’s income of the foreign 
enterprise which in many cases bears no additional tax in its home country. 

The existence of a treaty, of course, brings the tax administrations of the con- 
tracting parties into a close relationship so that they can cooperate in allocating 
income to establishments or subsidiaries within their respective territories and 
prevent tax avoidance, 


IT, Credit in respect of income from foreign branches or subsidiaries should equal 
the United States tar thereon 

If the Committee on Ways and Means does not consider that the time is yet 
opportune to adopt the previously described principle of taxing income only in the 
country in which the foreign subsidiary or permanent establishment is located 
then we respectifully urge that the committee follow the above cited examples of 
the Netherlands. 

We have seen that the Netherlands allows a credit against its income tax on 
corporations (recently reduced to 4714 percent), which consists in permitting the 
corporation to deduct from its income tax an amount equal to the income tax 
that would have been payable on the income from a permanent establishment 
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or a permanent agency located in a foreign country and subject to taxation 
therein, if such income had been the corporation’s only income.* 

The Netherlands grants a similar credit of the amount of its tax on income in 
the form of dividends from a foreign corporation which has been taxed abroad.” 

It may also be emphasized that Switzerland in effect grants a credit against 
the Federal defense tax by reducing the tax on entire net income in the amount 
of such tax which corresponds to the income of a branch abroad, regardless of 
whether tax is paid abroad.” 

Similarly, a Swiss corporation holding more than 20 percent of the stock of a 
foreign corporation, or whose holdings therein are worth more than 2,000,000 
francs, is allowed a reduction in Federal defense tax corresponding to the ratio 
of the dividends received from the foreign company to total gross profits." 

The regimen for crediting foreign taxes under section 131, I. R. C., has been 
incorporated in all the income tax conventions to which the United States is a 
party, and works on the whole satisfactorily from the viewpoint of the Treasury 
Department, as it gives its revenue agents complete control over the alloeation of 
income and expense. 

Therefore, we urge that section 131, I. R. C., be amended so as to follow the 
pattern of the credit allowed in the Netherlands. In other words, where income 
derived through a branch or in any form from a foreign subsidiary is subject to 
any income, war-profits and excess profits taxes paid or accrued during any 
taxable year to any foreign country or possession of the United States, or to any 
taxes paid wholly or partially in lieu thereof, credit should be allowed under 
section 131, I. R. C., in all cases at the limit provided under subsection (b) of 
section 131, i. e., the United States tax on the foreign income. 

If paragraph (1) of subsection (b) of said section were eliminated, as recom- 
mended infra, the limitation under paragraph (2) of said subsection would in 
any case preclude the total amount of the credit in respect of income taxed 
abroad from reducing the part of the United States tax on entire net income 
which corresponds to income from sources within the United States. 

The amendment should also cover the credit allowed under section 131 (f) (1) 
and (2),1.R.©. 


III. An incentive rate should be granted income from foreign investments 


With the repeal of the United Kingdom excess profits tax and the reduction of 
its standard rate to 45 percent (to which is added the profits tax of 2% percent 
on undistributed income) the reduction of the Canadian rate to 47 percent and 
of the Dutch rate to 47% percent, and considering the lower rates in other 
countries, the United States corporation is left on a tax peak while having to 
compete with foreign corporations advantageously ensconced on foothills or 
lowlands of taxation. If the domestic corporation ventures down into the greener 
pastures—so to speak—it enjoys no advantage because it remains subject to the 
high rate on its mountain top. 

The same is true, of course, if the domestic corporation invests in foreign 
subsidiary corporations, either alone or in conjunction with other domestic or 
foreign companies or individuals. 

We have seen how much lower are the levels of rates in the countries whose 
enterprises are fighting for the same markets, and the tax incentives which assure 
their enterprises an appreciable advantage over those of the United States. 

Therefore, if neither recommendation I or II is adopted at this time, the 
National Foreign Trade Council recommends the granting of a lower effective 
rate of tax on income derived from permanent establishments or foreign sub- 
sidiaries abroad which will place them, generally speaking, in a competitive 
position vis-a-vis foreign enterprises. The incentive rate might be brought into 
effect either by a reduction in the corporate rate by a certain number of percen- 
tage points, let us hope, equal to the corporate surtax, or by allowing against 
normal tax net income a credit equivalent to such a reduction in rate. 


IV. The per-country limitation in section 131 (b) should be repealed 


With the grouping of countries in economic unions such as the Benelux and the 
contemplated European Union, and the practical and administrative advantages 
derived by domestic corporations through operating abroad on a regional basis, 


a of September 10, 1941, U. N. Document E/CN. 8/66/Add. 5, November 
is Td., p. 13. 
1% Arts. 19, 44, 45, 55, Swiss Federal Defense Tax Law. 
7 Art. 59, Federal Defense Tax Law. 
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the per-country limitation in section 131 (b) (1), Internal Revenue Code, becomes 
more and more of an anachronism. 

After repeated consideration of the relative advantages and disadvantages of 
this per-country limitation (which was inserted in the Revenue Act in a time of 
trade contraction) with the original overall limitation (which we adopted with 
a view to encouraging foreign trade expansion), the National Foreign Trade 
Council has concluded that the repeal of the former and the maintenance of 
only the latter would be beneficial both to domestic corporations and the Treasury. 

On the one hand, it would encourage expansion of business abroad through 
obviating, from the viewpoint of United States taxation, the need of allocation 
of income and expense between foreign countries, and through permitting the 
averaging of high rates in some countries with the low rates in others. 

On the other hand, the maintenance of the overall limitations would present 
the reduction of the domestic tax on domestic income. 


V. Credit for “in lieu of” income taxes should be liberalized 

The congressional intent to broaden the scope of the credit to over foreign 
taxes paid in lieu of income taxes under section 131 (h), Internal Revenue Code, 
beyond the narrow purport of the Treasury regulations was clearly brought out 
by the letter from Senator Walter F. George, then chairman of the Senate Finance 
Committee, to the Secretary of the Treasury, dated May 29, 1952 (published in 


the Congressional Record, Senate, of June 27, 1952, pp. 8517 and 8518). 

Senator George in his letter suggests certain criteria which emphasize that 
cognizance should be taken of the difliculties encountered by certain foreign coun- 
tris in imposing taxes on net income and therefore resort to rudimentary or 
empirical income taxes. In some instances they preceded in point of time the 
tax on net income of the modern type, but were maintained because they had 
proven over a period of years to be a satisfactory means of raising revenue. In 
other cases they may have been adopted at the same time as the income tax, or 
even after the income tax. They are allowed either as a deduction in arriving 
at the net income subject to the income tax, or a credit against the income tax. 
If credit under section 131, Internal Revenue Code, is allowed only for the balance 
of the income tax, obviously the relief from international double taxation under 
section 131, Internal Revenue Code, is seriously curtailed. 

Critics have stated that the proposal of Senator George would open wide the 
door to credit for excise taxes, but such an intent on his part is obviously con- 
troverted by the criteria that he proposes. Briefly, he suggests that in addition 
to allowing a foreign tax credit for the type of taxes included in the present 
regulations, the regulations should be amended to include also a tax imposed 
by statute or decree of a foreign country or by a possession of the United States 
if either (@) such tax is allowed by said law or decree as a credit against the 
income tax imposed by said country or possession of the United States, or (b) 
such tax is measured by gross income, gross sales, or number or price of units 
produced in said country or possession, provided certain conditions are met which 
evidence that the tax in question is intended by the foreign government to be in 
the nature of an income tax. The conditions are briefly as follows: 

(1) That said country or possession has in force an income-tax law; and 

(2) That such tax, as shown by its legislative history or otherwise, is intended 
to reach income in its broadest sense—a concept found in section 29.21-1 (a) of 
Regulations 111. In addition, in order to emphasize that subsection (h) of 
section 131 is intended to operate fully within the long-existing limitations of 
subsection (b) of that section, Senator George adds the criteria: 

(3) That such tax reduces the income tax by being allowed as a deduction 
from income subject thereto; and 

(4) That such tax is not required by law to be passed on to the purchaser of 
goods sold by the taxpayer. 

In other words, the tax has to be borne by the taxpayer and is not one that 
is intended by law to be passed on to the consumer, which is one of the char- 
acteristics of excise taxes as they are commonly understood. 

Senator George also recommends, for the purposes of section 131, that where 
a country or possession of the United States has imposed on a taxpayer a tax 
based on units of production, or otherwise in substitution of an income tax, and 
later such foreign country or possession also imposes a tax on the income of 
such taxpayer, credit should be allowed for the entire amount of both taxes, even 
though such amount exceeds the amount of the income tax payable to the foreign 
country or possession. He emphasizes that the aggregate credit for the above 


37746—53—pt. 249 
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taxes—ineluding the case where a country imposes two or more such taxes in 
addition to the income tax—should be subject only to the limitation under sec- 
tion 131 (b), IRC. 

The letter states that, as these changes in the regulations of the Treasury are 
designed merely to carry out the intention of the 1942 act, they should be made 
effective as of the date of the enactment of the Revenue Act of 1942. To evidence 
what he considers to be within the scope of the section, as defined by the Senate 
Finance Committee report on the 1942 act and further explained in his letter, 
Senator George lists certain types of taxes that are intended to be within the 
purview of his proposal. 

In the event that the Treasury does not amend the regulations substantially 
along the lines suggested by Senator George, it is recommended that his pro- 
posals be incorporated in a clarifying amendment to the Internal Revenue Code, 
effective as he suggests, as of the enactment of section 131 (h) in 1942. 


VI. Provision should be made for deferring tar on foreign-branch income until 
remitted 

The Committee on Ways and Means has before it H. R. 611, introduced by 
Congressman Simpson on January 3, 1953, which contains substantially the same 
provisions as H. R. 83598 introduced by the same Congressman on June 27, 1952, 
which in turn replaced an earlier bill, H. R. 4082. The present bill consists of 
38 pages and provides for a system of accounting which departs from the long- 
accepted principles of determining taxable net income, in order to establish a 
rigid control of all the income of a foreign branch that is to be deferred for 
tax purposes as distinguished from that which is to be remitted and subject to 
the United States tax. 

The National Foreign Trade Council, Inc., has expressed the view with regard 
to the original H. R. 4082 that the treatment contemplated in this proposal would 
be desirable in principle in order to eliminate the present disadvantage of 
operating through branches abroad, but has stated that such a measure alone 
is an insufficient solution for the problems of taxation of foreign trade and 
should therefore not be regarded as a substitute for other measures which it has 
recommended. 

As regards the more recent H. R. 611, council members after studying it have 
reached the conclusion that it is not workable. Nevertheless, its objective is 
highly desirable and a workable bill to carry out the objective would be welcomed. 


VII. Minor amendments to the Internal Revenue Code 

(a) Tag relief for alien employees of foreign branches of American corpora- 
tions should be liberalized.—According to a recent estimate, about one-third of 
United States private investment abroad is in the form of branches of United 
States corporations, as contrasted with foreign subsidiary companies. However, 
alien employees of such foreign branches are perhaps inadvertently placed at a 
distinct disadvantage from a tax viewpoint as compared with alien employees 
of foreign subsidiaries of domestic companies. 

The reason is that an alien employee of a foreign subsidiary company may 
come to the United States for training or consultation with a parent company and 
be exempt from tax on income earned while here, provided he meets the require- 
ments of section 211 (b), IRC, namely, if the nonresident alien individual is tem- 
porarily present in the United States for a period or periods not exceeding a total 
of 90 days during the taxable year and provided the compensation received for 
such services does not exceed in the aggregate $3,000. 

Furthermore, under the provisions of certain tax treaties (i. e., with Canada, 
Denmark, Finland, Greece, Norway, Sweden, and Switzerland), the alien will 
be exempt from our tax if he is within the United States for a period not exceed- 
ing a certain number of days (e. g., 183), provided his compensation does not 
exceed a certain sum (e. g., $10,000). In other treaties (i. e., with France, Ire- 
land, the Netherlands, New Zealand, the Union of South Africa, and the United 
Kingdom), the alien employee of a foreign branch cannot obtain the exemption 
granted the employee of a foreign subsidiary. These provisions are, of course, 
reciprocal and American employees of domestic branches of foreign companies 
suffer the same discrimination when they visit the head office abroad of the 
company. 

lience, it is suggested that the present discrimination against alien employees 
of branches abroad of domestic corporations be removed by 

(1) Amending sections 211 (b) and 199 (a) (3), IRC, to exempt income 
from labor or personal services performed in behalf of a permanent estab- 
lishment in a foreign country or possession of the United States of a domestic 
corporation ; and 
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(2) Extending the time limitation of a visit to the United States to 183 
days in a taxable year and increasing the limitation on the amount of re- 
muneration earned during that period to $10,000. 

(b) Relief should be granted for war damage and seizures.—In view of the fact 
that American corporations may have lost property in Korea, Indochina, Malaya, 
or other areas in Asia, as the result of war, or their property may have been 
seized or confiscated in China, and as the prospects of cold wars and outbreaks 
of hostilities appear likely to continue for years, it is recommended the Congress 
adopt for such cases war loss provisions essentially similar to those in section 
127, IRC, applicable to World War ITI losses. 

(c) Income tag due dates in cases of China Trade Act corporations should be 
further extended.—As presently drafted, section 3805, IRC, provides that in the 
case of any taxable year beginning after December 31, 1948, and ending before 
October 1, 1953, no Federal income-tax return of, or payment of any Federal 
income tax by, any corporation organized under the China Trade Act of 1933, as 
amended, shall become due until December 31, 1952, and as the situation in China 
has not changed since the present provision was enacted and is not likely to 
change in the foreseeable future, it is urged that this section be extended for 
another period of at least 3 years. 

(d) Time limit for foreign tar credit refund claims should be extended.—A tax- 
payer is obligated to report and pay tax on a foreign tax refund without limita- 
tion as to the time when it is received. However, in the case where the tax- 
payer is assessed for additional foreign tax, and is entitled to a refund of the 
amount of credit allowed for the foreign tax under section 131, IRC, he must 
usually elect to take the credit and file a claim for refund within 3 years from 
the time the return for the year involved was filed or within 2 years from the 
time the tax was paid. 

The laws of many foreign countries allow more than 3 years for the assess- 
ment of additional tax; in the case of Cuba up to 15 years and in the case of 
Mexico the 5-year period may, under certain conditions, be extended an addi- 
tional 5 years from the time the return is examined. Thus, apart from cases 
where waivers extending the statute of limitations have been filed, there is no 
justification for limiting to 2 or 3 years, according to the period applicable, the 
time when a refund of United States tax may be claimed for an additional 
foreign tax assessed. As indicated above this is esecially unfair in view of 
the requirement that the taxpayer must report and pay tax on the amount of any 
foreign tax refund without any limitation as to time. 

It is requested that the committee give consideration to allowing a taxpayer 
to file a claim for refund because of additional foreign tax assessed without 
limitation as to time. This provision might be incorporated as a new subsection 
(7) under section 322 (b), IRC. 

(e) Western Hemisphere trade corporations.—It is understood that in some 
cases the Treasury has regarded purchases made outside the Western Hemi- 
sphere as doing business outside the Western Hemisphere to the extent that 
corporations making such purchases are not allowed to qualify as Western 
Hemisphere trade corporations even though all of their income-producing 
activities are in the Western Hemisphere and they meet other requirements of 
section 109, IRC. 

We do not believe that section 109 should be so interpreted. However, in order 
to remove any doubt as to the possible effect of such purchases and incidental 
economic contacts with countries outside the Western Hemisphere” it is sug- 
gested that the following provision be added to section 109, IRC: 

“As used in this section, the term ‘all of whose business is done’ does not in- 
clude purchasing in or incidental economic contracts with any country.” 


ANNEX I-—EUROPEAN AGREEMENTS FOR THE TAXATION OF INDUSTRIAL AND COMMERCIAL 
INCOME 


A. Tarable only at permanent establishment 


In the following agreements the income allocable to a permanent establishment 
in one contracting state of an enterprise with its fiscal domicile in the other 
contracting state is taxable only in the former state. 

Treaty, Germany and Czechoslovakia, December 31, 1921, I Coll.” Article 3 





18 See p. 111, Report of Senate Finance Committee on Revenue Act of 1942 
%Coll., Collection of International Acreements and Internal Legal Provisions for the 


Prevention of Double Taxation aud Fiscal Evasion, vols. I-VI, published by the League of 
Nations. 
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(the Czechoslovak Government has advised that the validity or nonvalidity of 
this agreement will be determined by a later arrangement (see III, I. T. A.” 68) ). 
Convention, Germany and Austria, May 23, 1922, I Coll. 15, Article 3.7 
Agreement, Germany and Hungary, November 6, 1923, I Coll. 36, Article IT. 
Treaty, Poland and Czechoslovakia, April 23, 1925, I Coll. 52, Article 2.” 
Convention, Germany and Italy, October 31, 1925, I Coll. 80, Article 3. 
Convention, Italy and Hungary, November 25, 1925, I, Coll. 87, Article 3. 
Convention, Hungary and Yugoslavia, February 22, 1928, III, Coll. 9, Article 3. 
Convention, Hungary and Poland, May 12, 1928, III, Coll. 14, Article 3. 
Agreement, Italy and France, June 16, 1930, III, Coll. 24, Article 6. 
Convention, Belgium and Luxemburg, March 9, 1931, V, Coll. 7, Article 4 
Convention, Belgium and France, May 16, 1931, V, Coil. 58, Article 7. 
Convention, Italy and Belgium, July 11, 1931, V, Coll. 64, Article 6. 
Convention, Switzerland and Germany, July 15, 1931, V, Coll. 11, Article 3. 
Agreement, Sweden and Denmark, May 6, 1982, V, Coll. 52, Article 5. 
Convention, Hungary and Rumania, June 16, 1932, VI, Coll. aa Article 3. 
Agreement, Finland and Germany, September 25, 1935, I, I. T. A. Article 3. 
Agreement, Germany and Rumania, February 8, 1937, I, I. T. A. 24) Article 3. 
Agreement, France and Switzerland, October 13, 1937, I, I. T. A. 31, Article 3. 
Agreement, Denmark and Finland, December 2, 1937, I, I. T. A. 53, Article 4. 
Agreement, Hungary and Switzerland, October 5, 1942, II, I. T. A. 7, Article 3. 
Agreement, Denmark and Norway, December 30, 1946, I, I. T. A. 165, Article 5 
Agreement, Austria and Liechtenstein, June 28, 1950, IT, I. T. A. 105, Article v. 
Agreement, Austria and Italy, August 26, 1950, to be published in IV, I. T. A. 
(See III, I. T. A. 2.) Extends Convention of October 31, 1925, between Germany 
and Italy, supra, to Austria and Italy. 


B. Income to be included in aggregate tarable income for purposes of asses- 
ment in state of fiscal domicile 


In the following agreements income from industrial and commercial enter- 
prises is taxable only by the state in which a permanent establishment is sit- 
uated, but such income is includible by the state of fiscal domicile in the enter- 
prise’s entire net income for the purpose of determining the rate of tax applic- 
able to income taxable in the latter country. An illustrative provision is to 
be found in the Hungary and Sweden Agreement.” 

Agreement, Hungary and Sweden, June 17, 1936, I, I. T. A. 9, Article 5. 

Agreement, France and Sweden, December 24, 1936, I, I. T. A. 14, Article 3.** 

Agreement, France and Rumania, October 7, 1942, I, I. T. A. 112, Article 3.” 

Agreement, Sweden and Switzerland, October 16, 1948, II, I. T. A. 28, Article 
1 and Final Protocol Ad. Articles 2 to 8 (1).” 

Agreement, Norway and Sweden, June 21, 1947, I. T. A. 178, Article 5 and 
Article 9.” 

Agreement, Finland and Sweden, December 21, 1949, II, I. T. A. 69, Article 5. 


J]. T. A., International Tax Agreements, vols. I-III, published by the United Nations, 
Department of Economic Affairs, Fiscal Division. 

* This treaty became inoperative on March 13, 1938, when Austria was incorporated into 
o rmany. It has been previously reinstated by ‘Exe hange of Notes of 1949 and 1950 with 

rtain of the German States (III, I. T. A. 15) 

The Polish Delegation to the United Nations has advised that this agreement should 
he “eoneidere d in the light of political and economic changes which have taken place in 
Poland since the end of the war. (See III, I. T. A., 71.) 

* Art. 13. The state in which the taxpayer is deemed to have his fiscal domicile shall 
be entitled in assessing the tax to apply the same rate as would have been applicable if the 
income and capital taxable under the provisions of the present convention had been taxable 
in the former state. 

‘Art. 13 contains a similar provision to that contained in the agreement between 
Hungary and Sweden, supra, which is applicable in the case of individual taxpayers. 

2% Art. 14. The surtax in Rumania and the general tax on income in France shall be 
applicable, in each state, only to incomes taxable in that state in accordance with the pres- 
ent convention, but at the effective rate applicable to the aggregate income of the taxpayer. 

This provision will apply to any general income tax which may be introduced in Rumania. 

26 Ad. art. 4 (5). If there are permanent establishments in the 2 states, in apportion- 
ing property and income, a privileged rate amounting to 10 percent shall as a general rule 
be granted to the head office of the undertaking with which a substantial part of the man- 
agement is connected, In special circumstances this privileged percentage may be increased 
but shall not exceed 20 percent. 

‘Provision similar to that in agreement between Hungary and Sweden, supra. 
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C. Miscellaneous provisions 
Agreement, Germany and Sweden, April 25, 1928, I, Coll. 64, Article 3.” 
Convention, Rumania and Yugoslavia, January 30, 1933, VI, Coll. 31, Article 3.° 
Convention, Belgium and the Netherlands, February 20, 1933, VI, Coll. 9, 
Article 4.” 
Agreement, Germany and Denmark, December 16, 1938, I, I. T. A. 72, Article 6. 


9 


The Cuarman. About how long do you think it will take you to 
comple te your summary ¢ 

Mr. Carroit. About 15 minutes, no longer than that. 

The Cuarrman. I hope you can do it in less time, if possible. We 
have quite a list of witnesses. 

Mr. Carrouz, I will endeavor to do so. 

The purpose of these hearings before the Committee on Ways and 
Means is to consider proposals that will result in improved tax legis- 
lation, and in anticipation of these hearings we have made a study of 
tax laws in the leading European countries in order to ascertain their 
methods of handling income derived from foreign sources. 

We find that in the laws of many of these countries which have had 
income taxes as long as we have, or even longer than we have, that 
have been faced with the same problem. The only thing is that ap- 
parently they have been a little bit more precise, and you might say 
positive, in the incentives that they have given in encouraging com- 

yanies to go abroad to trade, and incidentally at the recent meeting 
of the United Nations Commission, this question was discussed at 
considerable length, and it was pointed out that many of the countries, 
especially the countries in South America, are very much in need of 
capital, of private capital, but that has not been flowing in sufficient 
quantities to meet the needs. 

Particularly the Cuban delegate emphasize that point: and he 
ascribed the reason as being that whereas countries such as Cuba, 
which has a low-tax rate, lower than they are in the United States, 
and therefore there would be a natural flow of ¢ apital from the United 
States to Cuba, but that capital does not come in because it remains 
subject to the tax laws of the United States. 

Even though Cuba would bear a much lower rate of tax, the 
return in the United States is subject to the full rate of tax here; 
consequently, the capitalist is more inclined to invest in securities 
of the United States rather than incur the additional risks involved 
in placing his money in Cuba, or any other country. 


28 Final protocol (19). Nothing in the present agreement shall prevent the state in which 
the taxpayer has his domicile from taking into consideration, when making the tax assess- 
ments, the income or capital exclusively reserved for taxation by the other state This 
may be effected in 1 of 2 ways, first by assessing the foreign income or capital independ- 
ently in accordance with the internal laws, and deducting the tax thus assessed from 
the tax assessed on the total income or total capital: or, secondly, by applying a fiscal rate 
higher than that appropriate for the income and capital taxable in the state of domicile 
in accordance with the present agreenrent. In the latter case the tax may not, however, 
exceed the percentage of the income or capital which would result if the income and 
capital taxable in the other state in accordance with the present agreement had been taxed 
in the state of domicile. 

2 Art. 8, par. 8. The kingdom of Rumania, in which taxation is based on the principle 
of fiscal domicile, shall deduct from the Rumanian personal tax on total income the amount 
of the tax or taxes actually paid in the other contracting state in respect of income tax 

®° Final protocol III. In the case of graduated taxes the state of fiscal domicile shall 
determine the amount of tax due on the entire taxable assets but shall deduct from such 
amount the amount due under its own law in respect of sums derived from assets situate 
in the other state; and the latter assets alone shall be taxable in the other state 

*! Art. 15 is similar to final protocol (19) of the agreement between Germany and Sweden, 
supra. 
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Mr. Kean. Is not the whole answer there that the American tax 
rate is too high? 

Mr. Carrot. Yes. 

Mr. Kran. For doing business in the country, or anywhere else? 

Mr. Carroii. That is really the point, Mr. Kean. As I was going 
to indicate, the American taxpayer is, so to speak, sitting on a moun- 
taintop of taxation trying to do business in competition with com- 
panies that are on foothills, or lowlands, of taxation, so to speak. 

Mr. Kean. There was the Honduran situation where the people of 
Honduras pay a 15-percent top income tax and the American tax- 
payer pays 50 or 60 percent. 

Mr. Carrotu. Exactly. And if he ventures down into the greener 
pastures, it makes no difference, because he remains subject to the 
astronomical rates in the United States. 

Mr. Kran. He has no incentive to make money. 

Mr. Carroitu. Exactly. Another thing is that in most of these 
foreign countries they are rather lax, free, and easy in their assess- 
ment of their taxes, whereas in the United States—and I am making 
a bow to the Treasury people here—they are pretty efficient in col- 
lecting every dollar that is due. 

In this brief I have summarized the provisions in the European 
countries where you will find our principal competitors. 

Starting off with England, which has been perhaps one of the 
highest taxed countries, in their recent finance act they reduced their 
standard rate of tax to 45 percent. To that is added an undis- 
tributed-profits tax of 214 percent. That makes 4714 percent of 
the income brought back to the corporation. 

Then they are doing away with their excess-profits tax as of 
January 1. 

England for years has adopted the principle that the corpora- 
tion that goes abroad and establishes a permanent establishment in 
a foreign country, which is managed and controlled abroad, will 
not be taxed in England until the income is brought home. So, the 
income that is earned abroad can be plowed back into the develop- 
ment of the company and will not be taxed in England until it is 
actually brought into England. 

Take Canada, for instance. Canada has recently reduced its top 
tax rate of something like 47 percent, and they have in their tax 
laws now section 64, which is a very interesting concept. 

If a corporation qualifies as a so-called foreign-business corpora- 
tion, it pays in Canada only $100 a year as a sort of filing fee. It 
has to have all its business and assets abroad, but the company can 
do such things in Canada as management, design, and other incidental 
things, and it does not pay a cent of income tax in Canada. 

Now, that is what we have to compete with right across our own 
borders here. 

Take the case of little Belgium. Belgium has certain rates of taxes 
that are paid on income from Belgian sources, but reduces them on 
income from foreign sources; thus, if profits are brought home to 
Belgium the crisis tax, with the normal rate of 20 percent, is reduced to 
4 percent. The tax on income for or from movable property is re- 
duced from 30 to 12 percent. If the profits are not distributed and 
the tax is paid in advance, the foreign income is taxable at only one- 
fifth of the normal amount of tax computed at rates ranging from 25 
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to 40 percent; that is, from 5 to 8 percent. In other words, they just 
keep a small nominal rate as a token payment to Belgium and the bal- 
ance of the tax is forgiven as an incentive to do business abroad. 

France gives certain inducements. 

Italy has been particularly liberal. Italy exempts the income at- 
tributable to a foreign permanent est: ablishment and does not collect 
any dividend tax w hen the income is distributed in It: ily. 

The Netherlands has recently reduced its corporation rate to 4714 
percent, and gives a credit against this rate of the extent of the part 
thereof equal to the tax that would have been paid on the income of the 
permanent establishment abroad if it were the corporation’s only 
income. 

Switzerland grants a similar credit against its tax in respect to 
profits earned by a branch abroad, or dividends from a foreign sub- 
sidiary, but does not require for the purpose of this credit that the 
income be taxed abroad. 

In many other parts of the world they apply the principle of taxing 
income only from sources within their territory, and therefore exempt 
income from sources outside their territory. 

Therefore, as regards repatriated profits, the United Kingdom rate is 
the only one which approximates the United States rate, but it soon 
will be much less. 

In other cases, Canada exempts foreign business corporations en- 
tirely. Belgium applies only a reduced rate, and France, Italy, and 
Spain except profit allocable to the foreign permanent establishments. 

The Netherlands and Switzerland grant a full credit against their 
tax with respect to income earned abroad, and I believe even in the case 
of Japan, coming back into the picture again, thev do not try to tax 
income attributable to establishments abroad. 

Now, most of these countries of Europe have concluded treaties 
with each other in which they adopt the principle that where an 
enterprise of one country, for example, France, has a permanent estab- 
lishment in another country, we will say Belgium, France does not 
subject to its tax the profits allocable to the establishment in Belgium. 
It seems that clause is found in about 31 treaties between Europes an 
countries. 

To reiterate a point that caught the attention of Mr. Kean, if any 
one of these enterprises in France, Belgium, or Italy—and Germany 
is now adopting similar treaties—goes into another country and estab- 
lishes a branch there, that branch only pays the rate of tax that is in ef- 
fect in the country where the branch is situated. It does not pay a tax 
again in its own country. However, the United States enterprise that 
goes abroad, even in countries with which we have treaties, will be 
taxed in the foreign country at the rate applicable to other local enter- 
prises, but in addition has to pay the much higher rate in force in the 
United States, and it is true it gets a credit against the United States 
tax, but it has to bear the excess between the foreign rate and the United 
States rate, which is often very heavy, and obviously that constitutes a 
competitive disadvantage which our enterprises must face as compared 
with the enterprises of cther countries. 

Now, coming to our recommendations, naturally, after this ex- 
position of conditions in foreign countries, the logical thing would be 
to do what they do and adopt the same simple principle that where 
an American corporation has a permanent estblishment in a foreign 
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country that establishment will be subject to income tax only in the 
country where it is situated. The term “perment establishment” has 
been defined in about a dozen of our tax treaties, and these tax 
treaties provide that the authorities of the two contracting states 
can get together and allocate income as between the establishments 
of the two countries so as to prevent any diversion of profits and 
therefore diversion of tax liability, and apparently under these trea- 
ties the allocation of income between the establishment abroad and the 
head office in the United States works out without any difficulty. If 
difficulties arise the Treasury officials get together with the officials 
of the other country and iron out the difficulty and cut the tie so the 
income is subject to tax according to the principle of taxation where 
the income is earned. 

The Cramman. Are you in favor of regulating this through 
treaties ? 

Mr. Carroti. We favor treaties; yes, and we think that is a splendid 
way to do it. However, it takes time to conclude treaties and there- 
fore we have advocated adopting this principle as a matter of law in 
order that it comes into application generally and at the same time 
one can refine it and implement it by treaties which will provide for 
cooperation between the two administrations in properly allocating 
the profits. 

So our first recommendation is that consideration be given to that 
principle. 

If that is going too far at this juncture, we wish to emphasize this 
proposition adopted in the Netherlands, namely, the Netherlands 
allows a credit against its income tax on corporations which consists 
in permitting the corporation to deduct from its income tax an amount 
equal to the income tax that would have been payable on the income 
from a permanent establishment or a permanent agency located in a 
foreign country and subject to taxation therein, if such income had 
been the corporation’s only income. 

The Swiss principle is essentially similar except Switzerland does 
not require that the income be taxed in the first instance abroad. But 
if you prefer our credit device as the means for carrying out this 
special relief, we urge you to follow the Dutch example. As you know, 
the Dutch have been pretty hard traders for years, and they have done 
pretty well; therefore, we commend their system to you as one worthy 
of serious consideration. 

Now, our third proposition is to come down off the mountaintop of 
our tax rates part way and adopt some sort of incentive rate that cor- 
responds more nearly to the rates payable in foreign countries. You 
did essentially that back in 1942 when you took cognizance of the 
rates paid in Latin American countries and subjected American cor- 
porations operating almost entirely in Latin American countries to 
a rate of about 25 percent, which corresponded roughly to the average 
rates in those countries. We urge the third method of doing this, that 
you apply this system on a worldwide basis. It can be accomplished 
either by reducing the rate, such as by eliminating the surtax on this 
income allocable to establishments abroad and dividénds from sub- 
sidiaries abroad, or granting a credit against our taxable net income 
in an amount equivalent to the rate of reduction such as is allowed 
now in the Western Hemisphere trade corporations. This would 
accomplish substantially the results of our first and second recom- 
mendations. 
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Turning to the credit for foreign taxes, when it was introduced 
back in 1918 the credit for foreign taxes had ony one limitation, and 
that was the ratio of income from sources outside the United States 
to entire net income, which was intended to prevent the credit from 
cutting into the part of the tax that applied to domestic income. In 
other words, the relief for international double taxation would only 
apply in respect of income earned abroad and in general subject to 
tax abroad. 

Later, in a period of contracting trade, a second limitation, a so- 
called per country limitation, was inserted, which was intended to 
prevent the sort of excess of credit allowable in the case of a country 
with a low rate like Argentina from being applied to cover the excess 
of the foreign tax over ‘the United States tax, as was the case then in 
England. Since that time, as you know, there has been a very defi- 
nite development toward regionalism. 

We have seen the experiment of the Benelux countries, the com- 
bination of Belgium, Holland, and Luxembourg, and it is desirable 
for a corporation which wants to operate in those three countries to 
just establish a branch in each one rather than to organize a separate 
company. By that method there can be an easy flow of business be- 
tween the three. 

This per country limitation tends to interfere with that type of 
operation. 

Now, we get the larger concept of the European community. We 
know that it is better to go in Europe and treat it as a whole, but 
these per country organizations would impede an organization of that 
type. 

In Latin America there is a tendency toward regionalism in the 
Central American States, and in certain areas of South America, and 
the Carribean; in other words, the per country limitation has grown 
to be a sort of an anachronism and we urge that it be repealed and that 
you rely only on the over-all limitation which itself prevents the 
credit for foreign taxes from reducing the part of our tax that per- 
tains to domestic income. 

Our next recommendation has to do with a question which is being 
studied by the Treasury now in response to a letter sent by Senator 
George a year ago, May 29, 1952, which urges that the regulations 
be a little bit more realistic in looking at foreign taxes as foreigners 
see them, the foreigners who impose them, rather than as our own 
Treasury experts look at them and allow more of these rudimentary, 
or empirical income taxes as credits against the United States’ tax. 

Since that is under active consideration by the Treasury and can 
be covered by an amendment of the regulations, I will not go into 
that further. But it is included in our statement, and possibly later 
you will let me take it up with the Treasury Department. If the 
Treasury Department does not meet the letter from Senator Geor ge, 
I would like to take the matter up with Mr. Stam, to see if something 
cannot be done in the way of legislation. 

H. R. 661, introduced by Congressman Simpson, embodies the 
proposition that income earned abroad by a branch of an American 
company should not be subject to tax until it is brought back to the 
United States. The proposition is simple and most commendable. 
However, the bill contains some 38 pages and incorporated a new ac- 
counting concept that departs from our ordinary concepts of taxable 
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income, and after considerable study, the members of our committee 
have come to the conclusion that it is not workable in its present 
form. However, they applaud the purpose of the bill and hope it 
will be given further study and made workable. 

We have a number of minor amendments that I will go through 
very briefly. 

As you know, according to a recent estimate, about one-third of 
United States private investment abroad is in the form of branches 
of United States corporations, as distinguished from foreign sub- 
sidiary companies. 

Now, the interesting thing is that if an American corporation has 
subsidiaries, say in France, and it hires a Frenchman, which is very 
often important and necessary, that Frenchman can come to the United 
States for consultation and training with the head officer over here 
and be exempt for a limited period of time. 

On the other hand, if the American corporation establishes a branch 
in Paris and that branch hires a Frenchman, and if that Frenchman 
comes to the United States for the same purpose, he is fully subject 
to the United States tax. The purport of this recommendation is to 
urge that that discrimination be removed. It is very important to 
bring the foreign employee over for a limited period of time to give 
them education and training in the United States, and we urge that 
the discrimination against employees of foreign branches be removed 
in section 211 (b), where you find this definition that limits the bene- 
fits to employees of the foreign company and does not extend it to 
employees of a foreign branch of a domestic company. 

Also, we would like to see the same thing carried out in treaty pro- 
visions, but that is probably not within your bailiwick. 

As you recall, during World War II, Congress took a very realistic 
attitude in regard to so-called foreign war ‘losses. The investments 
of American companies and branches and subsidiaries abroad, and 
incorporated in section 127 provisions for relief which treated those 
losses as ordinary losses. We urge you to be realistic again and extend 
those provisions to cover the Far East, Korea, and China, and probably 
soon it will be necessary for it to be done in Indochina and other areas 
out there. 

From time to time it has been necessary to extend the period for 
filing returns of China Trade Act corporations, and each extension 
has been for a very short period because it has been hoped that the 
situation in China would get better. Well, as you know, it has not 
improved, and so the present extension of time is about to run, and 
we are asking you for a further extension. 

I hope that that will be a little longer than the last one. It does not 
look as though the situation in China is going to clear up in the next 
2 or 3 years. 

There is another little item. Often in foreign countries you will 
be subjected to additional taxes, 4, 5, 6, and even 10 more years after 
the year to which the tax relates. Thus in Cuba the statute of limita- 
tion is 15 years. In the case of Mexico the period is 5 years. It may 
be extended for an additional 5-year period. But as you know, under 
our law, we try to settle things up rapidly, and if a company is going 
to take a credit for foreign taxes it has to do it when it is subjected to 
additional taxes abroad, so it is entitled to a refund, it has to file a 
claim for refund within 3 years from the time the return for the year 
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involved was filed, or within 2 years from the time that the tax was 
paid. It seems that the statute should be a little bit more realistic 
about this and allow a much longer period for filing refund claims in 
those cases. 

It seems if a domestic company gets a foreign tax refund there is 
no limit to the time when it must report that refund and pay a tax 
on it, but on the other hand, if it is subjected to an additional tax the 
statute runs in2 or 3 years. Therefore, we suggest that the committee 
give consideration to allowing the taxpayer to file a claim for a refund 
because of additional foreign tax assessed without limitation to time. 

I referred a few minutes ago to the subject of Western Hemisphere 
trade corporations, section 109, concerning these corporations was in- 
troduced in 1942 when the only place where you could trade with the 
Western Hemisphere, and the language adopted in the preamble of 
this section contemplates all the business of the corporation must be 
done in the Western Hemisphere. Well, especially since the ECA 
has been encouraging Americans to buy abroad, and that sort of thing, 
there have been instances where domestic corporations operating in 
Latin American countries have made some purchases in Europe and 
sold the goods in Latin America. 

Now, there is nothing wrong with selling in Latin America, but just 
because they happened to have purchased outside the Western Hemi- 
sphere the Treasury has ruled that does not come within the purview 
of this section. 

Now, of course, if you adopt our general proposal of extending the 
reduced rate system to apply on a worldwide basis, that would cover 
a situation such as this, but otherwise we suggest that section 109 be 
amended so as to provide, that as used in section 109, the term “all 
of whose business is done” does not include purchasing in or incidental 
economic contacts with any country. 

We borrowed that last phrase from the Senate committee report. 

That completes my prepared statement. There have been a num- 
ber of other developments which we are studying. I imagine that this 
study of yours will continue for some time. We would like to have 
your permission, sir, to submit additional memoranda on other sub- 
jects that may come up, and if you will permit us to take up the details 
of them with your technical staff, we will appreciate it. 

The CuHarrMAn. We have to have a limit on the hearings in order to 
have them printed. 

Mr. Carrott, Yes; but we could submit later memoranda, could 
we not? 

The Cuarrman. Certainly you can, to the staff. 

Mr. Carrotu. Thank you, sir. 

The CuarrMAN. Does that complete your statement? 

Mr. Carrou. Yes. 

The CuarrMan. We thank you very much, Mr. Carroll, for your 
appearance. 

The next witness is Mr. Thomas J. Green, chairman of the Com- 
mittee on Taxation of the United States Council of the International 
Chamber of Commerce. 
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STATEMENT OF THOMAS J. GREEN, CHAIRMAN OF THE COMMITTEE 
ON TAXATION OF THE UNITED STATES COUNCIL OF THE INTER- 
NATIONAL CHAMBER OF COMMERCE 


Mr. Green. I do not have a fully prepared statement. I have a 
rough draft paper from which I will make some interpolations and 
possibly some deletions. 

My name is Thomas J. Green. I am a certified public accountant 
from New York, and I am appearing this morning as chairman of 
the taxation committee of the United States Council of the Interna- 
tional Chamber of Commerce. 

The United States Council is the American national affiliate, the 
official representative of American business in the International 
Chamber of Commerce. Its membership is composed of about 700 
companies in all industries in the United States, many of which are 
not engaged specifically in international trade or the import-export 
business. 

The organization of the United States Council occurred in 1945 
following World War II. Before that time the American section of 
the International Chamber of Commerce had functioned within the 
framework of the United States Chamber of Commerce. 

The International Chamber of Commerce was organized in 1919 fol- 
lowing World War I. It is kind of a world business parliament where 
manufacturers, bankers, industrialists, merchants and traders meet to 
pool their views and information and to develop a common policy. 
This policy is brought to the attention of individual governments in- 
cluding the United Nations, and the whole of world opinion. Essen- 
tially it is the goal of the International Chamber of Commerce to 
be representative of and to encourage better understanding among 
businessmen and business organizations of the world and to implement 
that program in the improvement of world economic conditions. 

The International Chamber of Commerce has a membership com- 
posed of businesses and associations in more than 50 countries. Its 
economic recommendations are helpful to governments either directly 
or through the United Nations, where the International Chamber of 
Commerce has been granted a consultative status with the Economic 
and Social Council of the United Nations. 

The purpose of my appearance today is to acquaint you with the 
views of the committee on taxation of the United States Council of 
the International Chamber of Commerce about foreign income, which 
topic is on your committee’s agenda today. 

We feel that it is essential for our Nation’s prosperity, even its sur- 
vival, to encourage the greatest possible development of international 
trade. 

However, in spite of the universally accepted thesis that extensive 
investment of United States c apital abroad will serve the best inter- 
ests of this country as well as the countries in which such investments 
are made, the realities of the situation must be recognized and com- 
pensated for before we may logically expect American capital to flow 
freely over the world. 

Foreign investment is subject to tremendous risks, such as cur- 
rency depreci iation and restrictions, expropriation, discriminatory ap- 
plication of local restrictive laws, and sometimes even revolutions or 
other violent interruptions of business operations because of political 
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unrest. Superimpose these risks over the usual ones of getting any 
business properly financed and profitably operating and it is es sy to 
visualize why the American businessman is prone to resist the bland- 
ishments of those who urge him to invest his capital abroad. 

In addition, in some. instances, our present techniques of taxing 
foreign income result in a higher ts ixation of American business abroad 
than that levied on non-American business, making successful opera- 
tion even more difficult. 

The present basic United States attitude toward foreign income is 
that it should be taxed on a parity with domesic income. Therefore, 
in general, United States corporations, citizens and alien residents, are 
taxed on their entire income regardless of its geographical source. 

However, because income from foreign sources is usually taxed by 
the country where it originates, the United States policy creates a 
problem of international double taxation. This problem is ae 
under our laws through (1) the deduction of foreign taxes, or (2) the 
foreign tax credit. In those cases the credit, whereby the tore: ‘ign tax 
is applied against the United States tax, is preferable. Under this 
procedure it follows that the taxpayer pays to the United States the 
excess of the American rate over the foreign rate when the foreign 
rate is lower than the United States rate, which is usually the case. 

There are three exceptions to this basic scheme of taxing income 
from all geographic sources. Since 1942 domestic companies obtain- 
ing most of their income from-Western Hemisphere countries other 
than the United States have been given partial tax exemption by lower 
tax rates. In addition, nonresident individual citizens earning income 
outside the United States are provided a tax exemption for such 
foreign earned income. This particular provision was the subject of 
a recent bill which limited its benefits only to the first $20,000 of 
income. 

Finally, United States citizens and domestic corporations obtaining 
a substantial portion of their income from possessions of the United 
States are granted total tax exemption for such income. 

The tax credit, implemented by the program of trade and tax 
reaties, is probably the most important present incentive taxwise for 
foreign investment. However, the committee on taxation of the 
United States Council of the International Chamber of Commerce 
earnestly believe that the tax credit as presently comprehended is 
inadequate and respectfully suggest recommendations for a different 
incentive program to be undertaken by our Government in order to 
encourage the vastly greater program of international commerce that 
all authorities agree is needed to assure world prosperity. 

One of the chief ways by which American capital can be induced 
to flow to underdeveloped countries is relatively low taxation. This 
concession is necessary to compensate for the vast business risks which 
must be met. Under our present scheme of taxation of foreign income, 
this compelling argument for foreign investment is unavailable, for 
the differential between our domestic rate and the foreign rate must 
be paid. This disadvantage assumes acute proportions in those areas 
where American business is in competition with both local business in 
the foreign country and other foreign companies. 

Many countries through the world limit their income taxes to income 
from domestic sources. Italy, France, Switzerland, Spain and a 
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number of Latin-American countries may be put as examples in that 
category. 

Belgium taxes such income at a reduced rate. England only taxes 
the profits that are remitted to England, and Canada completely 
exempts from domestic tax certain companies which are organized 
expressly for the conduct of business abroad. 

Additionally, most European countries have entered into tax treaties 
providing that the income of the business operations of the nationals 
of the first contracting country earned in the second contracting coun- 
try shall be subject to income taxes only in that country where it was 
earned. This attitude toward the taxation of foreign income gains 
support constantly. 

The May 1953 report of the fourth session of the Fiscal Commission 
of the Economic and Social Council of the United States contained a 
draft resolution which recommended that the highly developed coun- 
tries acting unilaterally or when concluding tax agreements should 
give sympathetic consideration to the feasibility of taxing income only 
or primarily in the country in which the income was produced. 

I will not at this time read the text of that resolution but I will pass 
it along to the stenographer to be included in the record. 

The Cuatrman., It will be included, without objection, in the record 
at this point. 

(The resolution referred to is as follows :) 


Fiscat INCENTIVES To INCREASE THE INTERNATIONAL FLow or Private CapiITraL 
FOR THE ECONOMIC DEVELOPMENT OF UNDERDEVELOPED COUNTRIES 


The Economic and Social Council, recognizing: 

(a) The great importance of finding means to stimulate the flow of private 
investment from the highly developed to the underdeveloped countries, in order 
to accelerate the economic development of the latter, 

(b) That the present flow of capital exported to the underdeveloped countries 
is insufficient for their development needs, 

(c) That relatively lower taxation in force in the underdeveloped countries 
is one of the attractions which such countries can offer to foreign capital as an 
incentive to investment, 

(d) That this incentive becomes less effective—although international double 
taxation is avoided—if the capital-exporting countries apply to the income from 
investments in underdeveloped countries any further taxation beyond that al- 
ready paid in the latter, 

(e) That favorable tax treatment is one of the many factors affecting the flow 
of foreign capital, 

1. Reaffirms that the country in which income arises has as a general principle 
an undoubted right to tax that income, 

2. Recommends that the highly developed countries acting unilaterally or 
when concluding tax agreements should give sympathetic consideration to the 
feasibility of taxing such income only or primarily in the country in which the 
income was produced. 


World conditions today pose a challenge to the United States. 

Mr. Green. That resolution has been since adopted by the full Com- 
mittee of the Economic and Social Council meeting in Geneva, and I 
think it is an excellent resolution, and personally I had the honor to 
be in attendance as an observer of the International Chamber of Com- 
merce when that resolution was drawn. 
Unless we accept the leadership that has been thrust upon us, our 
prestige must inevitably decline. 

One way in which we can demonstrate our good will and business 
statesmanship is to unblock the barriers that exist in our tax struc- 
ture for a large-scale expansion in international commerce. 
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The attitude of many foreign nations is impressively summarized 
by a statement of the newly elected President of Costa Rica, who was 
quoted in the New York Times as stating on July 28 that his country 
would do everything possible not only to protect United States capi- 
tal, but to encourage the investment of United States capital in his 
country. 

Statements of that type cannot be brushed aside as being mere wish- 
ful thinking. 

Personally spe aking, gentlemen, I hope that those statements will 
be translated into reality. 

As to our recommendations, something can be done about these 
underdeveloped countries, and the committee on taxation of the 
United States council of the International Chamber of Commerce 
respectfully urge the following program of tax incentive for the en- 
couragement of substantial investments abroad. 

First, the United States should recognize the principle that the 
country where income is earned should have the exclusive right to 
tax that income by any practical method. 

Many European countries have already adopted that principle. We 
recommend that all existing conventions be reexamined to ascertain 

the feasibility of incorporating that principle as soon as possible. 

Second, in the event that the Congress, in its wisdom, deems the 
preceding suggestion to be undersir: able at the present time, and per- 
haps, in any event, it is earnestly suggested that the tax incentives 
now granted Western Hemisphere trade corporations be extended on 
a global basis. This principle is well established and the excellent 
results of that program are well known. 

There is no question but that commerce in the Western Hemisphere 
was generated because of those benefits and that the total revenues 
were therefore enlarged. We feel the same result will flow from an 
amplification of the principle. 

Three, a clarification of section 131 (h) is needed. This section 
amended the code, and was intended to liberalize the credit for foreign 
taxes so as to include many foreign taxes which are analogous to our 
income taxes. It is well known that the income tax enjoys its most 
pristine form in the United States and that many, if not most, foreign 
countries are forced to rely on other forms of taxation based, for 
example, on certain rates per unit produced, or ad valorem taxes. 

These taxing methods are frequently the only ways in which taxa- 
tion can be made effective in those countries. In Mexico, one of the 
chief taxes is a mining extraction tax which is levied on the minerals 
extracted and based on the market price of the minerals. Under 
existing interpretations of section 131 (h), such “near income taxes” 
are not considered acceptable income taxes for the purpose of obtain- 
ing the foreign tax credit. This attitude is one of the chief reasons 
why our tax treaty program has bogged down in Latin America, 
Negotiations have taken place, but an impasse has always resulted 
because we have not allowed as a credit against our tax the only taxes 
that may be in comparable use in the other countries. 

It is essenti: al that Congress reassert its contention to allow such 
foreign “near income taxes” to come within the sc ope of section 131 
(h). ‘Such a clarification will serve to stimulate foreign investment. 

Finally, our fourth suggestion. Section 116 (a) was recently the 
subject of legislation under which its benefits were limited to e: arnings 
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of $20,000. We recognize the abuse that the modification is aimed 
at, and we are in support of the suggestion to place a monetary maxi- 
mum on the section. However, we feel that $20,000 is too low. Many 
foreign employed executives and employees are paid salaries in excess 
of that figure as an inducement to tolerate the often primitive work- 
ing conditions overseas, and they will be inequitably treated if the 
$20,0 )0 limit remains. We recommend that the ceiling be changed to 

5.000, 

W e thank you cordially for this opportunity to be heard. We 
feel it is essential for the United States to encourage private invest- 
ment abroad, especially in those countries which need and want 
foreign capital. Our recommendations, if adopted, will generate 
new enterprises and increase net revenues for us, will raise the stand- 
ard of living everywhere, and tend to decrease poverty and improve 
health and working conditions. In that way we will most. effec- 
tively fight communism and lessen the risk of war and revolution. 
We will create new and dependable sources of minerals and essential 
materials. 

Finally, by encouraging private investment, we will be replacing 
existing Government aid and enable the Government to make econ- 
omies for balancing the budget. 

The CHarrman. Thank you very much for your statement, Mr. 
Green. 

Are there any questions? If not, the next witness is Mr. W. B 
Stafford, vice president, American & Foreign Power Co. 

We are glad to see you, Mr. Stafford. If you will give your name 
and the capacity in which you appear, we will be glad to hear you. 


STATEMENT OF W. B. STAFFORD, VICE PRESIDENT, AMERICAN & 
FOREIGN POWER CO. 


Mr. Starrorp. American & Foreign Power Co., Inc., has an aggre- 
gate investment of $528,000,000 in “subsidiary corporations engaged 
in furnishing electric and other utility services in 11 Latin American 
countries—Argentina, Brazil, Chile, Colombia, Costa Rica, Cuba, 
Ecuador, Guatemala, Mexico, Panama, and Venezuela. Substan- 
tially all of its income is derived from the operations of its sub- 
sidiaries, and for this reason the company is vitally interested in 
those provisions of the Internal Revenue Code pertaining to the 
taxation of income from foreign sources. 

The officers of Foreign Power and its tax counsel have had the 
opportunity to review and consider many of the suggestions pre- 
sented to this committee designed to correct inequities arising in 
connection with the taxation of foreign income. Among these sug- 
gestions is the proposal of the National Foreign Trade Council, Inc., 
for the elimination of the per country limitation upon the amount 
of the credit for foreign-income taxes allowable under section 131 
of the Internal Revenue Code. This presentation of American & 
Foreign Power Co., Inc., is directed solely to that preposal. 

Since 1918 United States internal revenue laws have made pro- 
vision whereby foreign-income taxes paid by citizens and domestic 
corporations can be applied as an offset or credit against United 
States tax liability. The reason for this provision is obvious. Unlike 
many other countries, the United States asserts the right to tax its 
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citizens and residents on their total income regardless of the fact 
that all or a portion of such income may be derived from business 
done or service rendered outside the United States. Were there 
no provision whereby foreign taxes could be credited against United 
States tax liability, then American business might well find it im- 
possible to operate abroad in the face of double taxation of its income. 

In 1921 Congress recognized that under certain circumstances the 

foreign-tax credit could be utilized to deprive the United States of 
tax properly payable on income earned in the United States. This 
could occur in a situation where the rate of tax in a foreign country 
is higher than the tax rate in the United States. In such case, the 
effect of the tax credit would be that a taxpayer doing business within 
and without the United States would pay less United States tax 
than would a taxpayer having the same amount of income from 
United States business who had no income from foreign sources. 

To meet this situation sections 222 (a) (5) and 238 (a) of the 
Revenue Act of 1921 provided, in effect, that the amount of credit 
for foreign taxes may not operate to reduce the United States tax 
on income from sources within the United States of the same taxpayer 
for the same yeat 

The committee reports make it clear that the purpose of this limita- 
tion was to prevent the utilization of the foreign-tax credit to offset 
tax properly payable on income derived from sources within the 
United States. In this connection the Ways and Means Committee re- 
port explains the reason for the amendments as follows: 

Where foreign income and profits taxes are imposed at rates higher than 
those carried by the similar taxes in this country, this credit may wipe out part 
of our tax properly attributable to income derived from sources within the United 
States (67th Cong., Ist sess., H. Rept. 350, p. 138). 

The limitation described is generally referred to as the overall limi- 
tation and is found under existing law in section 131 (b) (2) of the 
Internal Revenue Code. 

In 1932 the Ways and Means Committee proposed that the foreign 
tax credit be made subject to a second limitation, the per-country limi- 
tation. In its report (72d Cong., 1st sess., H. Rept. 708, pp. 23-24) the 
committee pointed out that under then existing laws the credit for 
foreign income taxes was allowed with respect to total income of a 

taxpayer from foreign sources without regard to whether each coun- 

try from which such income was derived either actu: illy imposed an 
income tax or levied a tax at a rate more or less than the United States 
tax rate. The amendment proposed by the committee provided, in ef- 
fect, that the foreign tax credit should be subject not only to the over- 
all limitation but should be allowed (1) only with respect to income 
derived by the taxpayer from those countries which imposed an in- 
come tax, and (2) as to countries imposing an income tax only to the 
extent of such tax but in any event not in excess of the United States 
rate of tax upon such net income. 

The new limitation proposed by the Ways and Means Committee of 
the 72d Congress was not premised on the necessity for preventing 
the use of the foreign-tax credit to offset tax on income from United 
States sources. Instead the committee’s proposal was designed to 
secure a United States tax imposed upon income received by a United 
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States taxpayer from those countries which imposed no income tax 
of their own without reduction or credit in respect of any part of a 
foreign income tax imposed upon income of the same taxpayer by an- 
other country. 

The Senate Finance Committee was aware of the hardship that 
would result from the proposed new limitation to American citizens 
and domestic corporations doing business abroad. In the Finance 


Committee report (72d Cong., 1st sess., S. Rept. 665, p. 32) it was 
stated : 


In the judgment of your committee, this additional limitation imposes undue 
restrictions upon our citizens doing business in foreign countries, and it has 
therefore been eliminated. 

Despite the objections of the Senate, the proposed House amend- 
ment was accepted by the conference committee and the per-country 
limitation was enacted into law. Since 1932 the internal revenue laws 
have contained both the per-country limitation and the overall limi- 


tation. The per-country a ee is contained in section 
131 (b) (1) of the Internal Revenue Code. 


In 1932 there was perhaps some reason for the enactment of the 
per-country limitation. At that time there was a wide variation in 
the tax structures of various foreign countries and many foreign coun- 
tries imposed no income tax. It could be said with some justification 
that foreign tax credit resulting from the payment of tax to country 
A should not be used to reduce the United States tax otherwise payable 
on income derived from country B which imposed no income tax. 
However, in the last 20 years, a radical change has taken place in the 
tax systems of foreign countries. Today a relatively high income tax 
is imposed by all major countries of the world. Few, if any, situations 
would arise where a United States taxpayer received income from a 
foreign country that is not subject to income taxes in its country of 
origin. Consequently, it is a rare case where the receipt of income 
not subject to foreign tax would have the effect of increasing the 
credit available to offset United States tax were there no per-country 
limitation on the utilization of the foreign tax credit. Presently the 
effect of the per-country limitation is to deprive a United States tax- 
payer who receives income from foreign sources the full benefit for 
all foreign income taxes which, from his viewpoint, he has paid upon 
such foreign income considered as a total class of income. 

As a general rule, American business engaged in foreign operations 
does not recognize geographical boundaries. It is customary for an 
American business enterprise to have an overseas division or a foreign 
department for handling business in all foreign countries. From a 
business standpoint, income taxes paid to the various foreign countries 
in which operations are conducted represent an a geregate charge 
against all foreign business. The per-country limitation on the 
utilization of the credit for foreign taxes is not consonant with the 
realities of American business. 

Much has been written regarding the evils of double taxation and 
the necessity that United States tax laws afford relief*in situations 
where the same income is taxed by more than one country. The elim- 
ination of the per-country limitation on the utilization of the foreign 
tax credit would do much to mitigate the effect of double taxation. It 
is unfortunate that the governments of some foreign countries have 
seen fit to impose income taxes at rates higher than those current in 
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the United States. However, in many instances, these same countries 
are the ones in which it would be to the greatest advantage of the 
United States for American enterprise to engage in business, A 
simple way to encourage the operation of American business in such 
countries is to permit taxpayers to treat their foreign business in the 
aggregate as a single class of income for the purpose of determining 
allowable tax credits. The loss in tax revenues would be relatively 
minor in comparison to the stimulation of American enterprise 
abroad that would result. 

The report of the President’s Materials Policy Commission (vol. 1, 
p. 69 et seq.) took cognizance of the inequities flowing from the per- 
country limitation. It also pointed out that the overall limitation 
operates so as to reduce the allowable credit in cases where a taxpayer 
earns profits in one country but suffers a loss in another. The Com- 
mission recommended that a taxpayer be permitted to elect annually 
whether the per-country or overall limitation should apply in comput- 
ing credits for taxes paid abroad. 

The recommendation of the President’s Materials Policy Commis- 
sion is worthy of serious consideration. However, operation of Amer- 
ican business abroad cannot be compartmentalized by geographical 
boundaries from a practical operating standpoint and the realities 
of such operations urgently require the elimination of the present 
artifical per-country limitation upon the credit for foreign income 
taxes. 

The Cuarrman. Thank you very much, Mr. Stafford, for your con- 
tribution. 

Are there any questions? 

Mr. Kean. What you are talking about here, of course, is the cor- 
poration tax impose :d by the foreign ¢ countries ¢ 

Mr. StarrorpD. That is right. 

Mr. Kean. What about what the previous witnesses told us about 
the personal income tax on South American companies? What is the 
usual corporation tax that the most of them charge—about how high ? 

Mr. Starrorp. Corporate taxes ? 

Mr. Kean. Yes. 

Mr. Srarrorp. They vary. Argentina has a comparaticely low cor- 
poration tax. 

Mr. Kean. What do you mean by “comparatively low” ? 

Mr. Srarrorp. Six or eight percent. Cuba, on the other hand, goes 
up to almost 40 percent, and Guatemala has a tax higher than 40 
percent. They are in that range. 

The CHatrMan. What about Brazil? 

Mr. Srarrorp. Brazil has a relatively low tax—about 15 percent 
Brazil. 

The Cuarman. Thank you very much. 

Mr. Starrorp. Thank you. 

Mr. Epernmarter. I agree with your suggestion that an overall 
limitation is sufficient and that we do not need a per country limitation, 
but I do not quite agree with your statement on page 5 that today a 
relatively high income tax is imposed by all major countries of the 
world. Of course, that may be true so far as England and France 
and one or two others are concerned, but it certainly does not embrace 
the so-called underdeveloped countries, which in most instances have 
very low income-tax rates. 
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Mr. Srarrorp. Well, relative to the United States. As I have in- 
dicated, I think certainly the countries in South America do not have 
ashighatax. That istrue,Congressman. 

Mr. Esernarrer. They have a low tax? 

Mr. Starrorp. They have a relatively low tax. 

Mr. Esernarter. The Western Hemisphere generally # 

Mr. SrarrorD. That is true. 

The Caarrman. We thank you very much, Mr. Stafford. 

Mr. Starrorp. Thank you for the opportunity of appearing. 

The Cuamman. The next witness is Mr. George F. James, of New 
York City. 

We are glad to see you again, Mr. James. You have been doing 
very nicely for our committee. We appreciate it. 

If you will give your name and the sapacity in which you appear, 
you may proceed. 


STATEMENT OF GEORGE F. JAMES, ON BEHALF OF THE STANDARD 
VACUUM OIL CO. 


Mr. James. Mr. Chairman and gentlemen of the committee, my 
name is George F. James. I am director of the Standard Vacuum 
Oil Co., a Delaware corporation engaged in the petroleum business 
entirely outside the United States. ‘The corporation operates through 
branches. 

It seems to me, after listening to the earlier speakers, that perhaps 
the central issue in connection with the provisions relating to the irf- 
come tax derived from foreign sources is whether and to what extent 
the present foreign tax credit system, taken in conjunction with the 
present corporate tax rates in the United States, is inadequate or re- 
quires revision. 

The proponents or advocates of the foreign tax credit approach 
refer to it as the system of tax equality. Asa practical matter, taking 
the limitations of 113 (b) into account, tax equality in that connection 
means that the U nited States investor operating overseas is never 
going to pay less than if you were operating in the United States. 
But if any area in which he operates the local income-tax rate is 
higher than in the United States, then he is going to pay more. I 
think this regime, taken, as I say, in conjunction with the present tax 
rates in the United States, does not afford adequate protection to 
American business investment overseas; that it is unsatisfactory both 
in principle and in operation. 

Turning first to the operation of the credit, it is quite difficult of 
administration. It requires all of the allocations to income and deduc- 
tions that would be necessary under an exemption system and, in addi- 
tion, it raises the very difficult issues of what foreign taxes qualify 
for exemption and the computation of the limitation provisions. It 
takes a tremendous lot of time from representatives of the taxpayers, 
and I am sure it must take a tremendous lot of time from the revenue 
agents in administering these provisions. 

“In the second place, even with the best administration, it will not 
actually produce tax equality, even in the limited sense in which the 
proponents speak of it when they speak of tax equality. This is true 
principally for two reasons. First, as several speakers have pointed 
out, many of the foreign countries depend to a much greater extent 
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than does the United States on taxes such as the severeance tax, ex- 
port duties, import duties, excises of various types not readily passed 
on but not available for credit in the United States. Your foreign 
operator pays those taxes overseas. He takes the credit for the 
foreign income tax in the United States and the difference of the 
United States tax rate over the foreign income-tax rate, and the tax 
burden in the aggregate is considerably greater than if he had been 
oper: ating in the U nited States alone or in the forei ‘ign country alone. 

The other thing that throws it off—and in some cases really quite 
important—is the matter of the accounting difference between coun- 
tries. Let me give one simple illustration of what I mean. 

India has a set of income-tax rates that work rather close to those 
of the United States. On the face of it, you might say that the credit 
system here ought to be pretty satisfactory to the investor in India. 
Suppose, however, you were going out to build a branch plant in India. 
One of the inventives the Indian law offers is the rate of initial de »pre- 
ciation on that plant. They do that to encourage foreign investors. 
It is very effective in encouraging foreign investors in Great Britain, 
for example. If your American company goes out, particularly 
through a branch, and builds a plant, he gets this high rate of depre- 
ciation in India. But that same rate is not allowed in the United 
States computation. As a result, the effective India rate in those 
earlier years is low, and he pays the residual tax in the United States. 
Then, when he runs divtadh that benefit in India, he is getting more 
depreciation in the United States than in India, and his effective rate 
is switched. At that point, he is paying more taxes than he can use 
for credit here. And that will work out again and again. 

The people working in this field know that this tax equality is not 
producing tax equality. Those are technical difficulties. Perhaps 
they could be met by a sufficiently complicated collection of technical 
amendments, although you would not want to do it with a law that 
is still more difficult to administer than the present law is. 

In addition, there are objectives of principle, I suppose, to our 
present regime. There is the matter of good international usage and 
the competition perhaps of American investors vis-a-vis investors in 
various other countries. That was so well developed by Mr. Carroll 
and other speakers that I will just refer to it. That is one of the ob- 
jections in principle. 

The second objection I would like to phrase in this way, that pre- 
sumably the government of even an underdeveloped country knows 
what is best for that country. I think that is a courtesy which we must 
accord to those governments. It will set its tax structure and rates at 
a point suitable to the conditions in that country, to permit the 
formation of capital and encourage investment. If you put the United 
States income-tax rate on top of that, you are producing what we must 
assume is a structure not in accordance with the requirements of that 
country. And the minute you get that additional United States tax 
burden, the American investor in that country tends to retrench and 
the prospective investors tend to withdraw. 

Finally, and I think perhaps the most important of all, there is the 
matter of what you might call the back effort of the United States 
tax-credit system or tax legislation in foreign countries. That also 
has been referred to earlier this morning. But I would like to read 
in that connection 2 or 3 paragraphs from remarks of Mr. Dan 
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Throop Smith, made at the U. N. in April, because I am rejoiced to 
see that the United States Treasury is now agreeing with what some 
of us in industry regard as not right. Mr. Smith said: 

The existence of the tax-credit provision, in conjunction with high tax rates 
in the United States, serves as an inducement to other countries to adopt income 
taxation at comparable rates, at least in those structures where a substantial 
part of business income is earned by United States corporations subject to United 
States taxation. A comparable income tax in the country in which the income is 
earned, because it is creditable against the United States tax, does not increase 
the total tax burden of United States corporations operating in the country 
and hence does not have the restrictive effects on United States corporations 
which it might otherwise have. 

The inducement to other countries to adopt income taxation has sometimes 
been stated to be a desirable, incidental result of the tax-credit provision. This 
was, I believe, the position at least of some tax policy officials in the United 
States during the past administration. I wish at the present time to state that 
the inducement which the United States law offers other countries to adopt 
income taxation is regarded by tax officials in the present administration as an 
undesirable, rather than a favorable, incidental result. 

Then Mr. Smith went on to point out that while the income tax, 
as long as the rates do not become utterly excessive, may be the best 
tax sy stem in a well dev eloped economy, it may still be an undesirable 
tax system in an area where the economy is simply being developed 
but has not gotten to an advanced stage. 

For all of those reasons, I submit that the present income tax 
regime in the United States that places primary reliance on tax 
credit does require major revision at this time. And I think the record 
shows that Congress has seen that in the past, because when we ran 
into serious competitive difficulty a good many years ago, the China 
Trade C ompany Act provisions were added back in 1920, and the new 
section 251 for business operated in possessions of the United States 
was added. More recently, the Western Hemisphere trade corpora- 
tion provisions were added, all to give benefit in addition to the foreign 
tax credit. 

Today the economic interests of the United States are not regional. 
I believe they are worldwide. And if from time to time special 
treatment has been required for specific areas, we believe they should 
today be applied across the board. 

Coming specifically to the recommendations, obviously the recom- 
mendations which would most readily follow from the heatvitions I 
have been making is the recommendation that income derived by 
American business corporations from established branches, sub- 
sidiaries, and affiliates overseas should be exempt in the United States. 
This would be in accord with good international usage, relatively 
simple in operation, and would permit the relatively under developed 
foreign country to set up its own tax system in the manner which 
would enc ourage both domestic capital formation and investment from 
the United States without pressure of the American system on the 
foreign system. 

If that is further than Congress is prepared to go today, then I 
would most strongly second the recommendations which have been 
advanced, first, that the so-called per-country limitation’of the foreign 
tax credit be abolished. That is an extremely difficult thing to operate 
under today. Second, that the incentive rate comparable to the West- 
ern Hemisphere trade corporation rate be applied generally to in- 
come derived by American business corporations through their foreign 
branches and subsidiaries. 











GENERAL REVENUE REVISION 1445 


There is obviously difficulty today in making any special provisions 
which are going to cut off any of our revenue. I believe even the pro- 
posal of total exemption would not make a significant dent in our 
revenue. We have had a little difficulty qutiing accurate data from 
the Treasury on the cost of these proposals, | ut the best estim: ites. : 
know of at the moment are the estimates Mr. Smith m: we at the U ” 
April, that the total revenue involved in a recent year, he said, was 
about $150 million, and the estimate in the report whic AM Mr. Sinith, 
then a professor at Harvard before he joined the Government, and 
Prof. Stanley Surrey made in the report to the U.N. earlier this year, 
which gave an estimate of somewhere between $100 million and 
$400 million. All of those estimates relate to the total tax revenue 
from income earned overseas and include the portfolio of investments 
more than actual corporation operations overseas. We are talking 
only about the latter; so we are talking only about a fraction of those 
estimates. 

Then any reduction in the tax on the American business corpora- 
tion increases its income, and statistics show that about half of that 
income will pass right on to the individual shareholders and will he 
subject to tax in the United States at that point. 

Finally, as foreign countries catch on to the effect of the foreign 
tax credit here and tend to raise their rates, the remaining United 
States revenue is in any case diminishing, and we might wind up a 
few years from now with virtually no revenue in the United States 
from this source, because various foreign countries have pushed their 
rates up to where they are unrealistic and unproductive in order to 

‘atch the revenue which appears to be fleeing from them. 

I could go on for quite a while longer, but I know you are pressed 
for time. 

The Crarrman. We would like to hear your presentation, but our 
time is limited. 

Are there any questions? 

Mr. Esernarter. Mr. James, if you make the investment of Amer- 
ican capital abroad too attractive, that will in turn reduce the revenue, 
because if you do not get any revenue from all of the capital invested 
abroad, that money natur: ally won’t be invested in the United States 
and the return from these investments, if they were made in the United 
States, would come to the Federal Government. It seems to me you 
have to think of the proposition of making foreign investments too 
attractive. 

Mr. James. I would have to agree that is true in principle, but I 
think various difficulties other than tax difficulties that face the Amer- 
ican investor abroad are sufficiently severe so that there is no likeli- 
hood of a rush toward foreign investment. 

Incidentally, however, that is one reason why I, at least, would not 
recommend special treatment for individual investors as distinguished 
from corporate operators overseas; because if you give them special 
treatment, particularly an exemption to individual investors, those in 
the very, very high bracket can see opportunities to accumulate tax- 
free income, and I think perhaps a disproportionate pressure to op- 
erate in a foreign country. I do not think that is true of corporate 
investors in practice, although I do agree in princ ism 

The Cuarrman. Thank you very much. Again I want to thank you 
for the help you have already given. 
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Mr. James. You are kind, sir. 
(The statement submitted for the record by Mr. James is as follows:) 


STATEMENT ON Topic 30, THE VARIOUS PROVISIONS RELATING TO INCOME DERIVED 
FRoM ForEIGN Sources, spy GEORGE F. JAMES, NEw York, N. Y. 


INTRODUCTION 


The sections of the United States Internal Revenue Code relating to the taxa- 
tion of income derived from foreign sources reflect one primary principle, together 
with a variety of specific exceptions and special relief provisions. The primary 
principle is that income derived from foreign sources by residents, citizens, and 
corporations of the United States is and should be as fully taxable in the United 
States as income from domestic sources and that equity and sound policy are 
satisfied by provisions designed to preserve tax equality in the limited sense that 
the combined application of foreign and domestic income tax on income earned 
abroad should at least equal the burden of United States income tax which 
would be applicable had the same income been derived from domestic sources 
but should exceed this level only if an applicable foreign income tax rate is higher 
than the United States rate. 

The most important provision in our laws relating to income from foreign 
sources is Internal Revenue Code section 131, which provides a credit against 
United States income tax for income tax paid in a foreign country, the amount 
of the credit being limited to that proportion of the United States tax, computed 
without the credit, which the foreign income bears to the entire income. The 
purpose of this section, and in most cases its general effect, is to subject income 
derived from foreign sources by a United States resident either to the rate from 
time to time applicable in the United States or to the rate applicable in the 
foreign country of source, whichever of the two is the higher. The limiting provi- 
sions of section 131 (b) prevent the taxpayer either from receiving a credit on 
account of taxes paid in any particular country greater than an amount equal to 
the United States tax rate applied to income from that country or from enjoying 
a reduction in the net tax payable against domestic income in the United States 
by reason of an aggregate foreign tax credit greater than the United States rate 
applied to the aggregate foreign net income. Thus the foreign tax credit produces, 
in theory and to a considerable extent in practice, tax equality in the sense that 
foreign investment can never enjoy a lesser tax burden than domestic investment, 
however hazardous the foreign area in which the investor seeks to operate and 
whatever the policy of the foreign government. In most cases, foreign investment 
will bear a heavier total tax burden than domestic investment, as is more fully 
developed below. 

DEFECTS IN THE PRESENT LAW 


If the theory and operation of the foreign tax credit were sound and satis- 
factory, only minor amendments would be indicated in those provisions of the 
United States laws relating to taxation of foreign income. But such is not the 
case. Our present regime is subject to criticism on two bases: it is unsound in 
principle and it works poorly in practice. First, the credit device is extremely 
intricate in operation. It raises all of the problems relating to the attribution 
of income and the allocation of deductions and credits which would be raised 
by the exemption of foreign source income, together with a number of problems 
peculiarly its own, thus placing a very considerable administrative burden on 
examiners from the Bureau of Internal Revenue and on taxpayers’ accounting 
and legal advisers. In the second place, even with the most careful and equitable 
administration, the tax credit systenr fails to provide equality of burden between 
domestic and foreign income. The credit would produce tax equality, in the sense 
intended, if all countries in the world derived their revenues to the same extent 
from income taxes essentially similar in design and administered in accordance 
with the same accounting principles. On the contrary, however, many countries 
rely for their revenue upon taxes other than income taxes to a much greater 
extent than does the United States. The United States investor operating in 
those countries must pay all taxes locally in force including income taxes, if any. 
Only income taxes (or certain other levies inyposed in lieu of income taxes other- 
wise generally imposed by the foreign country) are available for credit against 
United States tax. It follows that wherever the foreign country depends rela- 
tively more than the United States on taxes other than income taxes, not avail- 
able for credit, the aggregate tax burden applicable to the American investor in 
that country is greater than the burden applicable to a similar business operated 
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wholly within the United States. Thirdly, even where the foreign country 
relies upon income tax as a principal source of revenue to more or less the 
same extent as the United States and where tax rates are about the same, varia 
tions in tax accounting principles between the two countries can and do diminish 
the effectiveness of foreign tax credit. Such variations result, in certain years, 
in excess tax credit available beyond the maximum which can be credited under 
I. R. C. section 131 (b), while in other years the available tax credit is insuffi 
cient fully to satisfy United States income tax, so that over the period the tax- 
payer must pay more income tax in the two countries than would normally be 
collected in either. 

These technical imperfections in our foreign tax credit system could perhaps 
be cured by technical amendments, at the cost of some additional administra 
tive complication. Ne such technical amendments could meet the essential weak 
ness of the system. The basic theory of the foreign tax credit, preservation of 
equality of tax burden between American domestic investors and American in 
vestors abroad, igs not sound as applied to income from foreign business invest 
ment. It is universally recognized that the country in which business income 
is earned has primary jurisdiction to tax that income. This primary jurisdiction 
is recognized in all of the bilateral tax conventions to which the United States 
is a party; in many of these treaties the foreign country has been prepared to 
grant exclusive authority to tax to the country of source, but the United States 
has insisted on retaining secondary jurisdiction as the country of residence 
The American investor abroad is faced with competition from two sources: from 
local investors and from investors in the other capital exporting countries of 
Europe and North America. The local investor is subject only to the local rate 
of tax. Where that is less than the United States rate the local investor enjoys 
an advantage over the United States investor in that he is able to receive a 
greater net return on his capital employed. Investors from other capital export- 
ing countries, as well, are generally more favorably situated in this regard than 
the American investor. Canada’s corporate income tax rate is lower than ours 
and Canadian law permits the incorporation in Canada of “foreign business 
corporations” which are entirely exempt from Canadian income tax so long as 
all of their business operations are carried on and all of their business proper- 
ties are situated outside Canada. Such companies may maintain their manage- 
ment in Canada and may keep securities and bank deposits in that country. 
France and Belgium levy tax on foreign source business income at rates drasti- 
cally below those applicable to domestic operations. Switzerland, the Nether- 
lands, Italy and Spain, by varying technical devices, in effect fully exempt foreign 
source business income from domestic taxation. The American investor aided 
only by the foreign tax credit operates at a substantial disadvantage vis-a-vis 
these foreign competitors. 

The British rate of income tax applicable to corporations has recently been 
reduced below the United States rate; moreover, companies incorporated in 
Britain but engaged in business activities abroad may, if they are managed in a 
foreign country, defer any tax liability to the United Kingdom by not bringing 
home their profits. Although such British corporations managed abroad do not in 
form have exemption from income tax but simply a deferment of tax until the 
profits are brought home, the practical effect is quite similar to the situation we 
would have in the United States if complete exemption were granted. In Great 
Britain, the stockholder may take credit for the income tax paid by the corpora- 
tion on the profits distributed. The British corporation may leave its profits 
abroad except to the extent that it wants to distribute them in the form of 
dividends. At this point the corporate income tax on the repatriated profits is 
credited to the shareholders and the net effect is only one tax, distributed among 
the stockholders. If complete exemption were granted by our law to the foreign 
earnings of American corporations, tax on distributed profits would neverthe- 
less be collected from the stockholder, and the actual burden under our system 
would be in line with the present British system. Under our present law, United 
States corporations engaged in business abroad pay a tax on their foreign earn- 
ings which is in addition to the tax paid by their shareholders on dividends 
received. This additional burden is not generally imposed on the foreign opera- 
tions of corporations of other countries. It is the fourth defect of the tax credit 
system. 

The fifth defect in our tax credit is that it fixes the level of income tax deemed 
appropriate to conditions in the United States as a minimum applicable to United 
States operations in foreign countries. It must be admitted that every foreign 
country is and should be free to establish its own fiscal regime in the form most 
suitable to its own conditions and needs, and it should be assumed that the taxes 
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and the rates thereof imposed in the various foreign countries do in fact reflect 
the informed and presumptively correct judgment of their governments. It 
follows that the local level of taxation is the level suited to the development of 
that economy and required to encourage the investment of capital therein. 
Wherever the United States income tax applied to an American investor in the 
foreign country superimposes a substantial additional burden, the existing Ameri- 
can investor tends to retrench and the prospective investor to refrain. The tax 
equality which is justified on economic grounds is not equality among American 
taxpayers wherever they may operate but equality among investors, whatever 
their nationality, within the country in which they operate. 

There is still a sixth major weakness in the United States foreign tax credit, 
perhaps its most serious disadvantage. Because income taxes abroad are 
creditable against income tax otherwise payable in the United States up to the 
full level of the United States rate, the effect of our tax credit system is to put 
considerable pressure on fiscal authorities in recipient countries to apply income 
taxes against the American investor at least as high as the tax applicable in the 
United States. Foreign countries which derive most of their investment funds 
from the United States see the opportunities presented by either switching from 
an indirect to an income tax system or superimposing an income tax or imposing 
higher income tax rates upon the structure already existing. Through the device 
of progressive rates, higher income taxes can often be imposed upon American 
enterprises without seriously burdening the smaller national concerns. Protests 
by the American investor are met by the reply that it is really of no importance to 
him; the loser is not the investor but the United States Treasury. Negotiations 
both by American investors and by representatives of our Government and efforts 
by farsighted governments abroad to improve the climate for foreign invest- 
ment by a reduction in effective tax rates tend to be frustrated by the existence of 
the United States tax credit regime. This is no theoretical problem conjured out 
of academic analysis of statutory provisions. It is a practical issue continually 
encountered by American businessmen operating abroad. A very recent instance 
is found in the tax convention between the United States and Australia. 
Although Australia had previously agreed with the United Kingdom to reduce to 
5 percent its tax on dividends paid by Australian wholly owned subsidiaries to 
their United Kingdom parent companies, the best which American negotiators 
could obtain was a general reduction to a 15 percent tax on dividends paid to 
shareholders in the United States. The reduction to 5 percent would have reduced 
to 47.75 percent the aggregate Australian tax on earnings of an Australian sub- 
sidiary paid by way of dividend to its American parent. The reduction of 
dividend tax to 15 percent left the aggregate Australian tax creditable in the 
United States slightly above the present 52 percent United States rate. This 
was the point below which the Australian negotiator refused to move. 

The United States Treasury Department has at last recognized this weakness 
in the United States tax regime. Mr. Dan Throop Smith, assistant to the 
Secretary of the United States Treasury Department, stated at the fourth session 
of the United Nations Fiscal Commission on taxation of foreign investment: 

“The existence of the tax-credit provision, in conjunction with high tax rates 
in the United States, serves as an inducement to other countries to adopt income 
taxation at comparable rates, at least in those structures where a substantial 
part of business income is earned by United States corporations subject to 
United States taxation. A comparable income tax in the country in which the 
income is earned, because it is creditable against the United States tax, does 
not increase the total tax burden of United States corporations operating in the 
country, and hence does not have the restrictive effects on United States cor- 
porations which it might otherwise have. 

“The inducement to other countries to adopt income taxation has sometimes 
been stated to be a desirable, incidental result of the tax-credit provision. This 
was, I helieve, the position at least of some tax policy officials in the United 
States during the past administration. I wish at the present time to state that 
the inducement which the United States law offers other countries to adopt 
income taxation is regarded by tax officials in the present administration as 
an undesirable, rather than a favorable incidental result. : 

“As a matter of principle, each country should be in a position to develop its 
tax system on the basis of its own political and economic objectives and stand- 
ards. And as a matter of economie analysis, the proper balance among the 
major sources of revenue is by no means universal for all countries or all stages 
of economic development. 

“Income taxation has many desirable attributes, and some have advocated it 
as the ideal form of taxation. Under income taxation, tax burdens may be 
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distributed with somewhat greater precision and more in accordance with pre- 
vailing concepts of fairness than under most other forms of taxation. How- 
ever, excessive reliance on income taxation may unduly impede economic develop- 
ment, especially in countries whose economies are not yet highly developed. 

“The fact that many highly developed economies rely heavily on income 
taxation is no indication that income taxation fosters economic de\elopment. 
Inded, the problem in many of these countries now is whether their economies 
can continue to expand under the present high income tax burdens. It may 
be more nearly accurate to say that a high level of economic development may 
permit reliance on income taxation, rather than that extensive use of income 
taxation is a step toward such development.” 

This statement of position could hardly be improved upon. 

Although these six defects in foreign tax credit are inherent, not accidental, 
they did not produce insupportably bad results under the more moderate rates 
of tax once in force. As tax rates have risen, especially on corporation, and 
American foreign trade and investment have expanded, Congress has recognized 
the need for additional relief in particular situations. Internal Revenue Code 
sections 263, 251, and 26 (i) and 109 provide special relief respectively for 
China Trade Act companies, for taxpayers deriving the majority of their income 
from possessions of the United States and for Western Hemisphere trade 
corporations. These sections illustrate the inadequacy of the foreign-tax credit. 
When Congress perceived the desirability of United States investment and the 
necessity for protecting the competitive position of the United States investor in 
each of these three geographic areas, relief additional to the foreign-tax credit 
was provided by special legislation. The interests of the United States today 
are not sectional nor hermispheric but worldwide and this is just as true of 
our commercial and economic needs as it is of our military commitments. 
Additional relief, recognized in the past as necessary for historic American 
markets in China, for investment in the possessions of the United States and 
for intrahemispheric trade, is now required throughout the world. 
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The basic recommendation which I wish to present follows from the foregoing 
considerations. It is that the Congress of the United States refrain from taxing 
income accruing to United States business corporations from regularly established 
branches (permanent foreign establishments), subsidiaries and affiliated com- 
panies engaged in business outside of the United States. This principle, that 
business income should be taxed only at source, is in accord with good inter- 
national practice and is ideally suited to meet the present requirements of the 
United States. If such income is not subjected to taxation in the United States, 
foreign governments will be able to improve the climate for investment in their 
respective countries by lowering tax rates, providing for extraordinary depre- 
ciation or amortization, adopting the American principles of depletion for extrac- 
tive industries and, in general, by offering to foreign investors whatever tax 
incentives are best suited to the local situation and most conducive to the desired 
result. The artificial pressure on foreign governments to add corporate income 
taxes or to substitute them for property and excise taxes would be eliminated, 
so that each country could design its tax structure and set its level of taxation 
without regard to effects in the United States. To the extent that it is possible 
by tax incentives in the United States to encourage foreign commerce and 
investment, acceptance by the United States of the principle that business income 
should be taxed only at source is the means best adapted to the end in view. 
Strong objections have been advanced to any changes in the United States 
revenue laws, however meritorious in principal, which would result in a sub- 
stantial or significant reduction in total revenue. It appears, however, that the 
reduction in revenue which would result from the foregoing recommendation is 
not substantial by comparison with the importance of the issues involved. The 
latest published estimate of United States income tax receipts from foreign 
source, business income was included in the United Nations document ST/ECA/18, 
prepared early this year for the United Nations secretariat by Professors Stanley 
S. Surrey and Dan Throop Smith. At page 48 of this report it was stated: 
“The United States Treasury Department has not recently published official 
figures on United States income from abroad or the taxes collected on that 
incomé. Authoritative figures for the cost in United States tax revenue of a 
general exemption of foreign income are, therefore, not available. Estimates of 
the United States tax revenue after foreign tax credits have varied from $100 
million to $400 million.” 
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Mr. Smith in his April 28 statement to the United Nations gave a figure of 
$150 million for one recent year. It should be noted that all of these estimates 
include the tax derived from all foreign source income, both that derived by 
American business corporations and that derived by partnerships and individual 
investors from investments made and business operations carried on abroad. 
The exemption presently recommended would apply only to income derived by 
United States business corporations. The maximum direct tax cost, therefore, 
would be only a fraction of a total figure variously estimated from $100 million 
to $400 million. This reduction in tax receipts would represent an equal increase 
in corporate net income at least a part (probably about half) of which would be 
paid out as dividends and taxed at that point. As foreign governments raise 
their rates applicable to United States investors toward the United States level, 
the net amount of tax collected under the existing tax credit regime tends to 
grow progressively less. We believe that elimination of this small and diminish- 
ing item of revenue would be a very modest price for the Government of the 
United States to pay in order to provide a positive and dramatic incentive to the 
further expansion of American business operations and business overseas. 

Apart from the question of direct cost, the two principal objections which have 
been advanced against the exemption of foreign source business income are that 
it would be inequitable and that it would open a dangerous possibility for income 
tax evasion. The argument that the proposed reform would be inequitable is 
essentially a circular one. If you assume taxation of business income at the 
residence of the investor as well as the situs of the business as a norm, it may 
be argued that departure from this norm involves an inequity. As already 
pointed out, however, the supposed equity of the existing system is most doubt- 
ful even in terms of its underlying concept, because of the restricted application 
of foreign tax credit and the large differences between the United States and 
foreign countries in the impact of taxes and sources of revenue. More important, 
it should be noted that a large body of international opinion holds that business 
income should be subject to tax only where it arises; in terms of this assumption, 
it is the present regime in the United States which is inequitable. Finally, the 
basic American concept of taxation in accordance with the ability to pay is 
primarily implemented in the individual income tax with its progressive surtax 
rates. It is for this reason that the application of the source principle to noncor- 
porate investors is not recommended, since such an application would provide a 
haven against high surtax rates for the very wealthy individual and might sup- 
port a charge of inequity. 

The fear that exemption of foreign source income for American business 
corporations would provide a ready means for tax evasion can be met by careful 
drafting of the appropriate legislative provisions. In the first place, the Ameri- 
can business corporation should be required to report in full its foreign source 
income and the deductions deemed applicable thereto so that the claim for ex- 
emption in each year would be subject to examination. Secondly, undistributed 
foreign source income should be included within the purview of section 102, 
thus preventing the unreasonable accumulation of foreign source business income 
in a domestic corporation for the avoidance of surtax on its shareholders. 


POSSIBLE IMPROVEMENTS IN PRESENT REGIME 


It is submitted that this is the time to take the decisive step for the encourage- 
ment of foreign investment and trade and to adopt the “source principle” for 
taxation to the extent recommended above. If Congress is not prepared to take 
this step at the present time, however, there are certain improvements which 
could be made within the present framework of our tax-credit regime. The sim- 
plest and perhaps the most important of these would be the elimination of Inter- 
nal Revenue Code section 131 (b) (1). This section, which limits the credit which 
may be taken in respect of tax paid in any particular country to an amount no 
greater than the United States effective tax rate applied to income from that 
country, prevents the American investor operating in a variety of foreign coun- 
tries from averaging high foreign tax against low foreign tax. If the opera- 
tions include any country in which the foreign income-tax rate is higher than the 
rate in the United States, the investor abroad is subject to more tax in the 
argrevate than the purely domestic investor. This is the limitation which most 
directly frustrates the effort of any particular foreign government to extend 
tax concessions to the United States investor. The repeal of this one limitation 
would constitute a very useful improvement in our law. 

As mentioned above, the weaknesses of the foreign tax credit became most 
serious under very high United States tax rates. The operation of the present 
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regime could therefore be greatly improved in practice by the general extension 
of an incentive tax rate to Americans investing in foreign operations. Section 
26 (i) and section 109 presently provide such an incentive, subject to somewhat 
arbitrary restrictions, to certain companies incorporated in the United States 
for trade within the Western Hemisphere. These provisions should be retained 
since a considerable number of Western Hemisphere trade corporations have 
already been organized in reliance thereon. On the other hand, there seems no 
good reason today why business investors in Europe and in the underdeveloped 
lands ‘of Africa, the Middle East, and Southeast Asia should not enjoy at least 
as liberal tax treatment as investors and traders in Latin America. Certainly 
it is our national policy today to be good negihbors with all of the free world. 
If Congress is not now prepared to enact more basic reform, a new subsection 
should therefore be added to Internal Revenue Code section 26, extending the 
treatment given Western Hemisphere trade corporations to al] net income earned 
by United States business corporations through foreign permanent establish- 
ments or received from foreign corporations in which the United States tax- 
payer, directly or indirectly, has a substantial financial interest other than a 
mere portfolio investment. Foreign permanent establishments might be defined 
in the same manner as in the tax treaties to which the United States is already 
a party. To provide a rule of thumb for determining “a substantial financial 
interest,” this section of the law might borrow the 10 percent test now used for 
a similar purpose in section 131 (f) (1). Since the enactment of section 26 (i), 
the relative value of the credit has been sharply reduced by increases in cor- 
poration tax rates which have been fully applicable to Western Hemisphere 
trade corporations. At present rates of corporate income tax, a credit equal to 
50 percent of income from such foreign sources should be granted to produce 
an adequate incentive rate. 

By lowering the effective United States tax rate applicable to foreign source 
business income, this special income-tax credit would relieve the difficulties and 
inconsistencies arising from the application of United States foreign tax credit 
to income from low tax countries, largely in the so-called underdeveloped areas 
Where the foreign income-tax rate equals or approaches the United States rate 
this proposal would have little or no effect on United States tax revenues, hut 
by providing a sufficient margin of tax credit it will tend to eliminate the diffi 
culties and inequities that arise from conflicts in tax accounting systems and 
especially from differences in the timing of items of income and deductions be- 
tween the United States and foreign countries. 

From time to time in recent years it has been proposed that the income from 
the established branches of United States business corporations should not he 
subject to tax in the United States until received in this country. This proposal 
has much to recommend it in principle but its embodiment in statutory language 
has presented great difficulty, due in part to accounting problems inherent in 
determining the receipt of income within the United States (since income is 
normally a concept of accrual accounting whereas receipts represent some por 
tion of a flow of cash) and in part to an excessively cautious approach by ‘he 
United States Treasury Department. The adoption even of a 50 percent credit 
against foreign source income would probably eliminate most pressure for the 
proposed deferment of tax on unremitted branch earnings, but it might still be 
desirable to embody this idea either in special! legislation for certain industries 
which peculiarly require it, notably American banks operating abroad, or by 
special administrative regulation to meet these same cases. 


ALTERNATIVE PROPOSAL FOR FOREIGN TRADE CORPORATIONS 


The proposals considered above are those which have been most widely dis- 
cussed and strongly advocated by various expert groups. There is quite a dif- 
ferent alternative scheme which might be considered along with the foregoing 
proposals. This alternative scheme is based upon a geographical extension of 
Internal Revenue Code section 251 to cover not merely gross income derived 
from sources within a possession of the United States but also gross income 
derived from all sources outside the United States. 

The present effect of section 251, Internal Revenue Code, when applied with 
regard to a domestic corporation, is to tax only net income from sources in the 
United States provided the following conditions are met: 

(1) If 80 percent or more of the gross income of such domestic corpora- 
tion (computed without the benefit of this section), for the 3 year period 
immediately preceding the close of the taxable year (or for such part of such 
period immediately preceding the close of such taxable year as may be appli- 
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cable) was derived from sources within a possession of the United States; 
and 

(2) In 50 percent or more of its gross income (computed without benefit of 
this section) for such period or such part thereof, was derived from the 
active conduct of a trade or business within a possession of the United States 
(sec. 251 (a) (1) and (2), I. R. C.). 

It will be recalled that the original draft of what is now section 251, as ap- 
proved by the Ways and Means Committee of the House, passed by the House 
of Representatives and approved by the Finance Committee of the Senate, ap- 
plied to foreign source business income generally and that this measure was re- 
stricted on the floor of the Senate to income from sources within a possession 
of the United States. 

If this proposal were followed, section 251 might be amended by substituting 
the phrase “outside the United States” for the phrase “within a possession of 
the United States” wherever it appears in the section, and by eliminating sub- 
section (d) which defines “possessions.” It would also be desirable to amend 
what is now section 251 (a) (2) to apply the exemption if, in the case of such 
corporation, 50 percent or more of its gross income (computed without benefit of 
the section) for the period or part thereof was derived either from the active 
conduct of a trade or business outside the United States or as interest, dividends, 
royalties or management fees from a related corporation, domestic or foreign, 
which derived 50 percent or more of its gross income from the active conduct of 
a trade or business and all of it from outside the United States. Related corpora- 
tions might be defined as corporations in which the taxpayer had a stock interest 
not less than 10 percent of the outstanding stock of such domestic or foreign 
corporation. Finally, the restriction based on place of receipt now covered in 
section 251 (b) should be eliminated. To comply with this provision, com- 
panies engaged in extraactive industries and agricultural pursuits abroad which 
ship their products to the United States would have to make payment abroad, 
involving them in exchange difficulties and other risks. It would not seem neces- 
sary or proper to require business concerns operating abroad to change their 
established practices as to the place of payment in order to obtain the tax 
benefit, nor does such a requirement seem to serve any useful purpose. 

Section 251 defers the application of United States income tax until the in- 
come derived outside of the United States is mingled with the other income of 
a United States taxpayer not entitled to the special benefit of section 251. For 
any investor able to place his operations within the frame of such an amended 
section 251, the proposed extension of the section would meet the objectives of 
the Simpson bill in a much more satisfactory fashion. Under this proposal, it 
would be possible to earn income in any foreign country or possession of the 
United States through the branch or other operations of a United States do- 
mestic corporation and to reinvest that income outside of the United States, prior 
to the imposition of any United States income tax. The taxable event would 
be the declaration of a dividend by a section 251 corporation; the vexatious ac- 
counting problems of the Simpson bill would thus be avoided by the interposition 
of a domestic company having the same advantages as a foreign subsidiary. In 
order to prevent the amended section 251 from operating as a tax loophole, how- 
ever, it might be necessary to amend section 102 (d) to include in “section 102 
net income” amounts accrued to a section 251 corporation which would be 
included in income but for the exclusion provided by section 251. 

The second question to be considered would be the tax regime to apply to the 
income of a section 251 company when that income is distributed as dividends. 
Under present law, a credit for taxes paid to foreign countries or to possessions 
of the United States by section 251 companies is carried through under section 
131 (g) (1) to the corporate shareholder of such a company in the same manner 
as though the section 251 company were a foreign corporation. 

Instead of carrying through this section 131 (f) credit, with all of its adminis- 
trative difficulties and inherent wenknesses, to the parents of these foreign 
trade companies, it would be preferable that section 131 and section 26 (b) both 
be amended so that domestic corporations receiving dividends from section 251 
companies would not be permitted any foreign-tax credit for taxes paid by these 
companies or by their subsidiaries but would be allowed the dividends-received 
eredit in the same manner as domestic corporations receiving dividends from do- 
mestie corporations generally. The result would be a fairly simple optional 
regime for taxing foreign-business income, under which the foreign-source income 
could be accumulated and segregated free of tax in the domestic subsidiary of the 
corporate investor, When this tax-exempt domestic subsidiary declared its divi- 
dend, the foreign-source income thus finally commingled with domestic income 
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would be taxed at what is now a rate of 7.8 percent. This alternative regime 
would have the following advantages, among others: 

A. It would be relatively simple in application, avoiding both the present 
difficulties of section 131 and the accounting complicatious foreseen under 
the Simpson bill. 

B. The effective rate of United States tax would not be affected by the rate 
of tax in foreign areas of operations so that the United States regime would 
no longer tend to frustrate tax incentives offered by foreign countries to 
United States investors. 

C. The United States tax would be inapplicable as long as earnings of each 
investor’s foreign operations were reinvested overseas. The section 251 
company would in this regard enjoy the same position as a foreign subsidiary 
and the United States tax would not reduce reinvestment abroad but would 
encourage it to some extent. 

D. Although the tax finally payable in the United States would represent 
double taxation on the foreign-source income, it would be relatively small 
and would appear reasonable in relation to benefits enjoyed by the American 
investor overseas by reason of his nationality. 

In order to make the benefits of such a proposed regime freely available to 
present investors in foreign trade, assurance should be secured that reorganiza- 
tions necessary to bring existing operations within the new structure would 
require no recognition of gain and particularly, that recognition of gain would 
not be required on an assumption of liabilities pursuant to such a reorganization 
(see I. R. C., section 112 (k)). A Bureau ruling similar to L. 'T. 8757, 1945 C. B. 
200 might also be indicated. 

It must be noted, however, that not all businesses could organize separate 
corporations through which to carry on foreign operations. The section 251 
approach would therefore again bring te the forefront the question of branch 
versus Subsidiary operations. Since the benefits of section 251 would be available 
only to those corporations which could segregate foreign operations in a subsidiary 
company, in order to equalize tax treitment for corporations which can conduct 
foreign operations only through branches of the parent company, it would be 
necessary to permit such branch operations, where separate accounting records 
were maintained, to be treated as if they were section 251 corporation operations, 

The benefits of section 251 are now optional with the taxpayer and this option 
should be retained in the expanded section. 


THE TAX TREATY PROGRAM 


Up to this point nothing has been said about the program for negotiating 
bilateral conventions for the elimination of double taxation, which program our 
Treasury and State Departments have pursued in recent years with a reason- 
able degree of success. The program has failed to achieve decisive results 
principally because our Government has heretofore been unwilling even by 
treaty to limit its own taxing policies much more narrowly than the limitations 
already provided through the foreign tax credit. Asa result, in all of the treaties 
in force, the United States investor remains subject at least to the United States 
tax rate and (as recently illustrated by the Australian treaty) the foreign tax 
administrator has no reason to agree to any limitation on the scope and rate 
of taxation in his own country which would place the foreign rate below the 
United States rate. If the American negotiator of such treaties was authorized 
to eliminate United States income tax on income received by the American tax- 
payer from the foreign country concerned, or even to provide a substantially 
reduced rate of taxation against such income, it might be possible to negotiate 
much more effectively especially with the countries whose income rates are 
materially below rates in force in the United States. Extension of such author- 
ity at this time might improve chances of successful tax concessions with Latin 
American countries, where no treaties at present exist. When favorable tax 
treatment is accorded solely by unilateral action, corporations desiring to make 
large long-term investments abroad have no assurance that such favorable tax 
treatment will continue. It will be remembered that originally Western Hemi- 
sphere trade corporations were subject only to the normal tax of 24 percent, but 
when the total rate was raised on corporations generally, the effective rate on 
Western Hemisphere trade corporations was raised also, the increase in the rate 
applicable to Western Hemisphere trade corporations being greater percentage- 
wise than the increase imposed on corporations generally. 

Most of the countries of Europe have entered into treaties providing that the 
income of the business establishments of one country located in the other will 
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be subject to income tax only in the country where earned. It is recommended 
that our Government be authorized to enter into similar treaties. Such author- 
ization not only would facilitate the execution of tax treaties with countries 
that have been unwilling to make such treaties, but would also give our country 
more trading power in its efforts to obtain those guaranties which are necessary 
to provide a favorable climate for American investors. If the Congress is un- 
willing, even under the treaty program, to authorize complete exemption from 
United States income tax for foreign income of American corporations, the Gov- 
ernment at least should be authorized to enter into treaties fixing a reduced rate 
of tax on such income for a period of years. This would give foreign investors 
the assurance of the tax stability which is so desirable in connection with long- 
term foreign investments. 

Because of delays inherent in the treaty program, however, as well as the 
advanced stage which this program has already reached, primary reliance can- 
not be placed on treaties to achieve necessary reforms in the United States 
regime of taxation applicable to foreign source business income. Unilateral 
legislation is urgently needed; the additional latitude recommended in the nego- 
tiation of tax treaties would aid by assuring the American investor as to the 
continuity of policy and by strengthening the hand of the Government in dealing 
with fiscal authorities in foreign countries. 


CONCLUSION 


The international economy of the free world, after a reasonably successful 
period of postwar reconstruction largely financed through governmental aid 
from the United States, has reached a vital crossroads. Three courses appear 
possible for the future. First, expanding international trade and investment 
may progressively take over the role previously performed by governmental relief 
measures. Successful developments along this route might lead the non-Com- 
munist world into an era of strength, mutual respect, and economic security 
hitherto unknown. ‘The second course would be continued and perhaps increas- 
ing Government aid, Government control, and Government interference in the 
economic sphere. This road could lead only to continued drains on American 
wealth to meet chronic “crises” among American allies and clients abroad. 
Finally, if international private investment and trade fail to expand, taking up 
the slack that would be left by restricted intergovernmental activities in the 
economic sphere, the result would be a progressive and perhaps rapid economic 
deterioration in Europe and elsewhere in the free world, while the United States 
itself would be faced with depression if our present enormous productive capacity 
were cut back by simultaneous decline in Government expenditure and in foreign 
trade and investment. 

I believe, therefore, in the immediate importance of increasing the foreign 
commerce of the United States, maximizing American private investment abroad 
and facilitating the combined application of American capital and technical and 
managerial skills in less developed areas overseas. Among the most useful 
measures which could be taken to promote such a development would be changes 
in the United States Internal Revenue Code provisions sufficient to eliminate pres- 
ent deterrents to foreign investment. I do not for a moment suggest that un- 
favorable tax rules in the United States are a predominant factor in the unsatis- 
factory level of American trade and investment overseas during the last few 
years nor that changes in these provisions, alone, would immediately result in 
a tremendous increase in such trade and investment. I do urge, however, that 
the impact of taxation today is a major factor influencing the decision of every 
prudent investor and particularly of the corporate investor, that changes in the 
United States Internal Revenue Code can be made by the Congress of the United 
States so that these improvements need not wait upon the slow processes of edu- 
cation in foreign areas and finally that elimination of the deterrent effect which 
United States income taxes exert in many Cases on the American investment 
abroad, without further extension of governmental activity and control into the 
sphere of private enterprise, is the type of reform most consistent with the 
principles and philosophy of our Government today. 


The Cuarrman. The next witness is Mr. Dave L. ‘Cornfeld, of St. 
Louis, Mo. 

If you will just give your name and the capacity in which you appear, 
we will be very glad to hear you. 
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STATEMENT OF DAVE L. CORNFELD, ON BEHALF OF THE ALVEY 
CONVEYOR MANUFACTURING CO. 


Mr. Cornrevp. My name is Dave L. Cornfeld. I reside at 7467 
Cornell Avenue, University City, Mo. I am an attorney associated 
with the law firm of Salkey & Jones in St. Louis, Mo. We are gen- 
eral counsel for Alvey Conveyor Manufacturing Co., and its wholly 
owned subsidiary, Aivey Conveyor Export Co., which is a Western 
Hemisphere trade corporation. We believe that there is great need 
for clarification of the present section 109 of the Internal Revenue 
Code relating to Western Hemisphere trade corporations, particularly 
with respect to the effect upon smaller corporations of certain inter- 
pretations of that section by the Treasury Department. 

We are here asking for congressional relief not only for ourselves 
but scores of other small corporations like ourselves who encounter 
extreme difficulties and unnecessary expense in qualifying under sec- 
tion 109 unlike large corporations, who are able to set up subsidiary 
plants and offices in Western Hemisphere countries. 

It is our belief that your honorable committee must determine 
whether small corporations like ourselves shall be able to enjoy the 
benefits of doing an export business in the Western Hemisphere, and 
if it is your purpose along with that of the administration that our 
export business with foreign countries should be increased rather than 
curtailed, then such small companies require amendments to the exist- 
ing act in order to obviate the rulings of the Treasury, which require 
arbitrary methods of doing business contrary to long-established, usual 
trade practices. 

There wiil be a continued loss of foreign trade as far as the United 
States is concerned, if we are compelled to tell our foreign customers 
that they must do business our way. If we will do business their way, 
it will goa long way toward helping our export business. 

Section 109 was added to the Internal Revenue Code by the Revenue 
Act of 1942. This seetion was not contained in the original bill as 
passed by the House of Representatives but was added in its present 
form by the Senate Finance Committee. The purpose of the new 
section was stated in the Senate Finance Committee report as follows: 

American companies trading in foreign countries within the Western Hemi- 
sphere are placed at a considerable competitive disadvantage with foreign eor- 
pcrations under the tax rates provided by the bill. To alleviate this competitive 
inequality, the committee bill relieves such corporations from surtax liability. 

The enactment of section 109 stimulated little immediate activity 
in the formation of corporations for the purpose of qualifying as a 
Western Hemisphere trade corporation, primarily because of the re- 

trictive effect of World War IT upon export trade. With the end 
of World War II, interest in the provisions of section 109 grew more 
rapidly as evidenced by the number of articles on this subject in law 
reviews and trade journals. However, up to now there have been 
no judicial decisions to my knowledge, involving directly the quali- 
fication of a corporation under section 109. 

Against this background, the exper lence of Alvey C onveyor Manu- 
facturing Co. and Alvey Conveyor Export Co., we believe, is typical. 
Alvey Conveyor Manufacturing Co. has been engaged in the manu- 
facture of conveying machinery since 1913. The corporation has 
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approximately 225 employees. In most instances, its product is made 
to order, although it does manufacture some standard conveyors, and 
each conveyor system is intended for installation in a specific indus- 
trial plant. 

During World War II, as was true of most American manufac- 
turers, the entire facilities of Alvey Conveyor Manufacturing Co. 
were devoted to war production. Immediately following World War 
II, the company operated at capacity filling domestic civilian orders. 
The management, however, believing that it would be desirable to 
expand the company’s markets, exp] lored the possibilities of making 
sales in South and Central America and a sales representative was 
sent to investigate the potential market in South and Central America. 
In investigating the export market the provisions of section 109 of the 
Internal Revenue Code relating to Western Hemisphere trade corpo- 
rations gave us an op portunity of engaging in such commerce by 
helping us meet foreign compet ition. 

The company found that it would have to meet three conditions: 

(1) All of its business would have to be done within the 
Western Hemisphere. 

2) Ninety percent of its income would have to come from 
the active conduct of a trade or business. 

(3) Ninety-five percent of its income would have to come from 
sources outside the United States. 

To meet all of the required conditions, our company, in line with 
what had been done by scores of other corporations, formed a sub- 
sidiary that could meet all of the conditions of section 109. The 
Commissioner of Internal Revenue, in I. T. 3757 had already ruled, 
under the policy in vogue at that time, that the formation of such a 
subsidiary for the e xpress purpose of qualifying as a Western Hemi- 
sphere trade corporation would be recognized as valid for tax pur- 
poses in view of the congressional intent ‘of enc ouraging export trade. 

We now come to the source of conflict which we are asking you to 
remedy. Although section 109 contained no express definition of the 
source of income for Western He smisphere trade purposes, the Treas- 
ury regulations did provide that the source of income would be deter- 
mined in accordance with the provisions of section 119 under which 
the source of income from the purchase and sale of personal property 
is the country in which the property is sold. The courts have held 
under section 119 that such place of sale, and therefore the source of 
income, is the country where title to the personal property passes. 
The Commissioner of Internal Revenue has adopted these holdings 
and ruled them to be applicable to section 109. It will be noted, how- 
ever, that the basic purpose underlying section 119 is to determine 
the jurisdiction of the United Sts ites to tax income, whereas the pur- 
pose underlying section 109, as stated at the time of its adoption, is 
to eliminate competitive disadvantages between United States cor- 
porations dealing with South American customers as against foreign 
corporations. In order to accomplish this latter purpose of section 
109, it would appear that the place where the competition exists should 
be the source of the income. 

However, in view of this state of the law and since there had been 
no direct court dec ‘isions to clarify section 109, it was necessary, under 
the Commissioner’s interpretation of section 109, that the company es- 
tablish operating procedures so that title to the conveying machinery 
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would pass outside of the United States. Under the general law of 
sales, the place where title passes is a matter to be governed by con- 
tract between the parties to a sale. Many of the legal writers, in the 
absence of court decisions, had indicated that in order to be safe, a 
Western Hemisphere trade corporation should do more than provide 
contractually for the pasage of title outside of the United States. 
Some legal writers had gone so far as to indicate that a Western 
Hemisphere trade corporation should maintain either a warehouse 
x branch office in South America to which the property could be 
shipped and where possession and title could be transferred to the 
purchaser. 

However, the expense of establishing and maintaining such ware- 
houses or branch offices, particularly during the early years of the 
establishment of South American trade would have been prohibitive 
for Alvey Conveyor Export Co., as fer most smaller corporations. In 
addition, since most of the conve yor systems sold by Alvey Conveyor 
Export Co. were m: ade to order, warehousing was totally impractical, 
The possibility of obtaining agents in South America to whom ship- 
ment could be made and who would transfer title was investigated 
and again it was determined that this expense and complication 
could not be justified from a sound business or competitive standpoint. 
It was also dalam that the intervention of a branch office, warehouse, 
or agent merely to evidence passage of title would contribute nothing 
toward furthering the congressional purpose in enacting section 109 
and would merely add complication and expense. The ultimate 
transaction in any event would be a sale by Alvey Conveyor Export 
Co., solicited and negotiated in South America to a South American 
customer of conveying machinery especially designed and constructed 
for use in a specific South American factory. Alvey Conveyor Ex- 
port Co. would be competing with foreign manufacturers of convey- 
ing machinery for the business of this customer. It would therefore 
appear logical that the simplest, least expensive means of transport- 
ing the property to its ultimate destination would be most desirable 
to effectuate the congressional purpose of sec tion 109. 

The crux of our problem lies in the interpretation by the Bureau of 
Internal Revenue of section 109. It is impractical for our company 
and small companies like ours, to maintain branch offices or ware- 
houses in all of the many South American countries. Like ourselves, 
many of these other smaller companies make special equipment for 
our South American customers, and any warehouse or branch office, 
or business setup that would merely be for the purpose of establishing 
the fact that the title passed outside of the United States is cumber- 
some, expensive, and contrary to the general idea of the original act. 

Nevertheless, the usual and well-established export procedures were 
not available, since it was legally necessary for the export company 
to retain title until the conveying machinery arrived in South Ameri- 
ca whereas, under normal practices, title is transfered as soon as 
possible. 

In an effort to comply, the company attempted to work out a cum- 
bersome letter of credit procedure under which an irrevocable letter 
of credit would be established at a United States bank by the pur- 
chaser through a South American bank. The shipping documents 
would be sent to the South American bank. When the South Ameri- 
can bank received notice of the arrival of the shipment, it would turn 
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over the bill of lading to the purchaser, and notify the United States 
bank which would then release payment to the seller. This plan met 
with objections by our customers on various grounds. It was a new 
method of doing business and the customers could not understand the 
reason for changing established methods. ‘They objected to the ex- 
pense of opening a letter of credit, especially on such terms, since 
the expense was substantial in South America. In some instances 
these customers, who were among the leading corporations in South 
America, considered a request for a letter of credit a reflection on their 
credit. In a few instances, these customers even offered to pay in ad- 
vance rather than establish a letter of credit. ‘This created an anoma- 
lous situation. In effect, we had to say to our customer that in order 
to qualify under our tax laws for certain benefits which Congress 
has conferred in order to encourage and assist us to sell our product to 
you, we must refuse to do business in the manner you prefer—we can- 
not accept payment in advance or follow well-established trade prac- 
tices—we cannot pass title to you in our home country as our European 
competitor can in his—we must insist that you wait “until our product 
arrives in South America to make fuil payment and to accept title, 
since if we do business as you prefer, we lose the tax benefit which 
helps us to make a competitive price. 

As a result of customer resistance the letter of credit method had 
to be virtually abandoned. Fortunately, since the customers of Alvey 
were in practically all instances, the outstanding businesses of South 
America, no credit-risk problem existed. However, it can readily be 
seen that where United States companies do deal with customers which 
are not of such high caliber, the normal trade practice of having pay- 
ment made and title pass to the customer prior to shipment would 
do much to facilitate trade. 

Alvey Conveyor Export Co. therefore found it necessary to rely 
upon the law of sales that title passes according to the intent of the 
parties. By contract with its customers, it was agreed that title would 
not pass and that Alvey would bear the risk of damage or loss until 
the shipment arrived in South America. Even this seemingly simple 
method has met with some customer resistance, and in certain in- 
stances where customers have refused to agree to such passage of title, 
the export company has had to refuse to sell. 

Delaying the passage of title contractually raises many practical 
problems in dealing with South American customers. In some coun- 
tries dollar exchange, although available to purchase United States 
merchandise, is not available for services such as transportation or 
insurance. In such cases, shipment must be made through a steam- 
ship line and the shipment insured with an insurance company which 
will accept the funds of the buyer’s country in payment. In the latter 

case, the insurance policy will naturally provide for payment in simi- 
lar funds in the event of loss. Just as naturally, the United States 
seller will strongly prefer to be insured in United States dollars 
rather than in some blocked foreign currency. Transactions with 
buyers located in such countries can be greatly facilitated if the 
buyer or the buyer’s agent can take title in ‘the United States so that 
he can arrange for the shipment in his own name and insurance can 
be obtained by the buyer insuring his own interest. In such cases 
where passage of title and consequent risk of loss or damage is post- 
poned, as a prerequisite to qualify under the provisions of section 109, 
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the seller has the unhappy alternatives of being insured in blocked or 
restricted foreign currency, or insuring in this country and absorbing 
the premium cost, or of being a self insurer. None of these alterna- 
tives contributes anything toward the achievement of the objectives 
of section 109, which was enacted for the purpose of enabling United 
States companies to meet foreign competition through lowe red costs. 

Another problem which has arisen because of the passage of title 
test results from the fact that many South American companies prefer 
to utilize purchasing agents in the United States for the purpose of 
placing orders and super ising shipments, even though all prelimi- 
nary negotiations are carried on in South America. Some of these 
purchasing agents are wholly owned United States subsidiaries, others 
are independent contractors on retainer or commission. Under this 
long-established procedure the purchasing agent is nominal purchaser 
under the contract of sale, although the contract may show that the 
agent is acting on behalf of a South American principal. This per- 
mits the purchasing agent, a United States corporation, to bring 
legal action on the contract if such becomes necessary. The usual 
form of such transaction is for the purchasing agent to take title to 
the merchandise in its name in the United States, facilitating con 
solidation of shipments and the handling of insurance under the pur 
chasing agent’s blanket policy, and perm! itt 1g inspection prior to 
arrival of the shipment in South America. Where these agents are 
utilized, objections have been frequently raised by Alvey’s customers 
to postponement of passage of title, as altering the established office 
routines of the agents, creating insurance problems, as well as permit 
and license problems which are not encountered under the normal 
procedures to which the buyers have become accustomed. 

In addition, even though the merchandise is shipped to South 
America and title passes there; even though the merchandise is especi- 
ally designed for use and consumption in South America; and even 
though the order was solicited and the negotiations carried on in 
South America, the revenue agent on audit of the export company’s 
tax return has asserted that if the nominal customer is a United States 
corporation, the income from such sale should be treated as derived 
from sources within the United States. 

In view of these practical problems and obstacles of particular con- 
cern to smaller corporations, arising out of the “passage of title” test 
engrafted onto section 109, it is respectfully suggested that section 
109 should be clarified so as to carry out the original congressional 
intent. The place of passage of title has no legal, economic, or prac 
tical effect upon the need of United States corporations for the elim- 
ination of competitive disadvantages with respect to foreign cor- 
porations. The place which is the real source of the income and 
which, in economic fact, determines whether a United States corpora 
tion needs tax relief to aid it in competing with foreign corporations 
is the place where the merchandise is intended to be used or consumed, 
that is, the ultimate destination of the merchandise. The price which 
a customer is willing to pay depends upon what it will cost him to 
obtain competing products at the place where he ultimately expects 
to use or consume the product. Except to the extent that legal « 
administrative difficulties are created, he cares little where title Same 
since the net cost to the customer will be the same, namely the cost of 
the merchandise at its source (which of course reflects tax costs) plus 
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the cost of transporting it to its ultimate destination. It makes no 
difference if the cost of transportation is initially paid by the seller 
and added to the selling price or if it is omitted from the price and 
paid by the buyer. Even the legal distinction of risk of loss is illu- 
sory, since tn practically all instances, the risk will be covered by 
insurance, the premium for which will be either borne directly by the 
buyer or paid by the seller and added to the price. It is, however, 
the legal and administrative difficulties raised by postponement of 
passage of title in export situations which causes the serious problem 
we have. 

Based on our experience with section 109 as presently written and 
as presently interpreted by the Treasury Department, we believe that 
section 109 should be amended to include an express definition of the 
“source of income” from export sales which will be consistent with the 
congressional policy in enacting section 109. 

One such possible addition to the section might read as follows: 

The sources of gross income shall, in general, be determined in accordance 
with the provisions of section 119; provided, however, that for the purposes of 
this section, where personal property is purchased within the United States 
and solid for use or consumption in and actually shipped in due course to 


another country, the income from such transaction shall be treated as derived 
entirely from sources other than sources within the United States. 


The test suggested by the proposed addition would conform section 
109 to the true congressional purpose. The place where the merchan- 
dise is intended to be used and consumed would be treated, for pur- 
poses of this section, as the source of the income arising from the 
sale, since it is that place which is the real source of the income and 
which, in economic fact, determines whether a United States cor- 
poration needs tax relief to eliminate competitive disadvantages 
with respect to foreign competing corporations. The provisions of 
the proposed addition are analogous to the present provisions exempt- 
ing goods sold for export from excise taxes. 

An alternative possible addition to section 109, using a somewhat 
different form of test, could be the following: 


The sources of gross income shall, in general, be determined in accordance 
with the provisions of section 119: Provided, however, That for the purposes 
of this section income from the sale of personal property purchased within 
the United States shall not be treated as derived from sources within the United 
States if it is established that the destination of such personal property was 
outside of the United States. 

Such an amendment would place the burden on the taxpayer of 
proving the ultimate destination. This burden could be met by bona 
fide exporters through affidavits, the sales contracts, and the shipping 
documents. The test of destination is as susceptible to easy audit 
by the Government, if not more so, on the basis of an examination 
of the sales contracts and shipping documents, as is the passage of 
title test. 

Either of the foregoing tests would eliminate any possible abuse 
of the Western Hemisphere trade provisions by transshipment to 
countries outside the Western Hemisphere after passage of title in 
a Western Hemisphere country, since if the ultimate destination 
of the property were outside of the Western Hemisphere, the income 
would not qualify. Of course, if section 109 is broadened to cover 
worldwide activities this would be of no importance. Because of the 


stringent 95-percent requirement, such amendment could not prove 
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a windfall in the case of corporations making incidental export sales, 
but could apply only to corporations actively engaged in seeking 
Western Hemisphere export trade. Also, because of “the 95- -percent 
requirement, if such an amendment were made effective with respect 
to prior years, it could only apply to corporations which have been 
actively attempting to qualify as Western Hemisphere trade cor- 
porations, 

Neither of the foregoing tests would or should apply to import situ- 
ations. In those situations the competitive realities also require sec- 
tion 109 relief and the passage of title test does not interfere with 
normal trade practices. But to encourage exports and not just limit it 
to large corporations, the proposad clarification applicable to export 
sales is necessary. 

We believe that the proposed amendments would serve as an in- 
ducement to more domestic corporations to engage in trade with South 
America, particularly smaller companies which find qualification as 
Western Hemisphe re trade corpor: ations, at present, impr actical. We 
further believe this stimulus would have a long-range tendency to 
cause American business to expand and enter into the commercial 
life of overseas communities. 

On yesterday I believe Mr. Dodge of the Pittsburgh Plate Glass 
Co. was here raising similar questions, and he indicated the Pitts- 
burgh Plate Glass Co. was unable to go into the Western Hemisphere 
trade because of these same difficulties. 

As has been previously stated, our country has lost much export 
business and will not regain export standing until we are prepared 
to do business in the manner that our customers understand, want, and 
insist upon. 

For the reasons stated, this committee is respectfully urged to give 
serious consideration to the adoption of a clarifying amendment to 
section 109, of the type suggested. 

The Cuamman. Thank you very much for your fine presentation. 
Are there any questions ? 

Mr. Esernarrer. I just want to say I think the suggestion is very 
reasonable. 

Mr. Cornreip. Thank you, sir. 

The CHatrmMan. The next witness is Mr. William Roberts, secre- 
tary, tax committee, Motion Picture Association of America. 

About how much time will you require, Mr. Roberts? 

Mr. Roserts. I think we will take between 5 and 10 minutes. 

The Cuarrman. Thank you very much. 


STATEMENT OF WILLIAM ROBERTS, SECRETARY, TAX COMMITTEE, 
MOTION PICTURE ASSOCIATION OF AMERICA, ACCOMPANIED BY 
ROY C. KIMMERLE, TWENTIETH CENTURY-FOX FILM CORP. 


Mr. Roserrs. Mr. Chairman and members of the committee, my 
name is William Roberts. I am an officer of the Motion Picture Asso- 
ciation of America, with offices at 28 West 44th Street, New York City. 

I would like to introduce to you Mr. Roy C. Kimmerle of Twen- 
tieth Century-Fox Film Corp., who will make a brief presentation 
on behalf of the members of our association. 
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Mr. Kimmenrce. Gentlemen, this is a very short presentation which 
we have restricted to two points. Since it was prepared before these 
hearings began, it reiterates things that have already been said. 

We ask that section 131 (b) (1) of the Internal Revenue Code 
which imposes the so-called per-country limitation on foreign tax 
credits be eliminated. 

This subsection provides that the maximum credit for foreign taxes 
paid in any country cannot exceed the United States income tax of the 
taxpayer, multiplied by the ratio of the taxpayer’s taxable income 
from sources within that foreign country to the taxpayer’s total 
taxable income from all foreign and domestic sources. The subsection 
thus limits the credit to the amount of United States income tax 
attributable to the income from that foreign country. 

Under his rule, our member companies which derive income from 
many foreign countries, some of which impose higher and some lower 
taxes on income than the United States, cannot average the ratios of 
foreign taxes paid. They are deprived of this benefit of a unitary 
business. 

We urge that credit for foreign income taxes should be limited only 
to the United States income of the taxpayer multiplied by the ratio 
that the taxpayer’s taxable income from all foreign sources bears to 
the taxpayer’s total taxable income from all foreign and domestic 
sources. This would limit the foreign tax credit to the United States 
income tax imposed on the taxpayer’s entire foreign income. It would 
not take away any tax revenue from income realized within the 
United States. 

The elimination of this per-country limitation would also simplify 
the problems involved in determining the source of income. 

The basic purpose of section 131 is not to divide the taxpayer’s in- 
come into that derived from high tax countries and that derived from 
low tax countries but rather to assist domestic companies to do busi- 
ness abroad. The per-country limitation destroys this purpose and 
makes the elimination of international double taxation impossible. 

It might be argued that permitting the averaging of foreign income 
taxes paid in high tax countries with taxes paid in low tax countries 
gives domestic corporations operating in both high and low tax coun- 
tries an unfair competitive advantage as compared with domestic cor- 
porations doing foreign business only in a high tax country. It is 
obvious, however, that companies which are not granted this relief in 
high tax countries are, in effect, put at a competitive disadvantage 
with companies doing business only in the United States. In any 
event, the competitive advantages or disadvantages created by section 
131 (b) (1) are not the important consideration in this type of 
legislation. 

We suggest that, in the event that this committee is not willing to 
entirely eliminate the per-country limitation, taxpayers be permitted 
to choose between the per-country limitation and the overall limita- 
tion. We suggest this probably should be on an annual elective basis. 

We also ask that the tax incentives given by section 109 to Western 
Hemisphere trade corporations be extended to all domestic corpora- 
tions doing business anywhere outside the United States. There is 
every reason to stimulate international trade by United States com- 
panies not only in the Western Hemisphere but also throughout the 
world. And clearly there is no greater risk involved in doing business 
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in the Western Hemisphere than there is in any other place without 
the United States. 

That concludes the brief presentation we had. We made, particu- 
larly for emphasis, the thing very short. However, we feel it sets 
forth two suggested amendments to the law which are both feasible 
and desirable. Consequently, we brought it to you in a very brief 
fashion, and certainly thank you for this opportunity to appear. 

The Cuarrman. We thank you for your appearance. Any ques- 
tions ¢ 

Mr. Esernartrer. Would that title matter suggested by the pre- 
vious witness in any way restrict your operations in motion pictures ¢ 

Mr. Kimmerce. We have not at this point given it too much study. 
I would say that we think there should be some clarification of sec- 
tion 109. It obviously needs clarification. 

Mr. Esernarrer. I cannot see what difference it makes if title 
passes in the United States or outside of the United States if the 
ultimate destination is known. 

Mr. Kimnerte. I think you have a good point there. 

The Cuarman, Thank you both very much for your appearance. 

Without objection I offer for the record at this point the following 
statements : 

The United States Chamber of Commerce; 

American Chamber of Commerce in Rio de Janeiro and Sao Paulo, 
Brazil; 

American Chamber of Commerce of Mexico; and 

John C. Van Eck, Jr. of New York City. 

(The documents referred to are as follows :) 


STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES ON INTERNAL 
REVENUE Cope REVISIONS, IN RE Tortc 30, THe Various Provisions RELATING 
ro INCOME DERIVED FROM FOREIGN SOURCES 


Chamber position—‘The tax treatment of income derived abroad should be 
liberalized, including a suitable foreign tax credit providing greater tax relief 
where some foreign activities result in profits and others in losses; relaxation 
of stock ownership requirements with respect to foreign subsidiaries and their 
subsidiaries; exemption of earned income of United States citizens residing 
abroad; postponement of taxation of income of branches or agencies abroad un- 
til the income is returned to the United States; and a credit against our estate 
tax for foreign death duties paid by United States citizens or residents on for- 
eign property which is also subject to our estate tax.” 


I. SECTION 109--WESTERN HEMISPHERE TRADE CORPORATION 


Certain tax benefits are available under the code to a domestic corporation 
qualifying as a Western Hemisphere trade corporation, Section 109 sets up 
three requirements for such a corporation 

(1) All the business of the corporation must be done “in any country or coun- 
tries in North, Central or South America or in the West Indies or in Newfound- 
land ;” 

(2) Ninety-five percent or more of the corporation’s gross income for the pre- 
ceding 3-year period (or period of existence) must be derived from sources other 
than sources within the United States; and 

(3) Ninety percent or more of the gross income for this period must be derived 
from the active conduct of a trade or business. 

The benefits to a corporation meeting these requirements are based upon a 
credit, provided in section 26 (i), for purposes of normal and surtax. For the 
calendar year 1951, this credit is 28 percent of normal-tax net income; for tax- 
able years beginning after March 31, 1951, and before April 1, 1954, 27 percent; 
and for taxable years beginning after March 31, 1954, 30 percent. 








1464 GENERAL REVENUE REVISION 


Section 109 makes it possible for American corporations to sell goods in coun- 
tries in the Western Hemisphere on a more nearly competitive basis with foreign 
companies. It also encourages American manufacturing concerns to establish 
domestic subsidiaries to handle foreign business rather than using foreign 
subsidiaries. 

Under present world conditions, there is a need for American business activity 
in all parts of the world, and the impetus to investment abroad provided by the 
section should not be limited to the Western Hemisphere. The benefits of section 
109 should be extended to cover operations in any foreign country and not merely 
operations in the Western Hemisphere. 

Furthermore, limiting the benefits of this section to the Western Hemisphere 
raises practical difficulties where foreign operations are integrated on a world- 
wide scale so that it is impracticable to establish a separate business to operate 
in the Western Hemisphere. As will be shown below, a corporation cannot at 
present be certain of qualification under section 109 if it has even incidental 
contacts outside the Western Hemisphere. 

In addition to the limited scope of section 109, certain defects have become 
apparent in the operation of the statute. The first difficulty arises from the 
requirement that all business be done in the Western Hemisphere. This will 
disappear if the benefits of the section are extended to operations in all foreign 
countries. The second problem relating to the “source” of income requires cor- 
rective legislation even if the section is not limited to operations in the Western 
Hemisphere. 

(1) Doing business in the Western Hemisphere.—As indicated above, section 
109 requires that a corporation do all of its business within the Western Hemi- 
sphere. The report of the Senate committee under the 1942 Revenue Act, which 
enacted section 109, indicates that a corporation is not to be disqualified because 
of “merely incidental economic contact” with countries outside the Western 
Hemisphere. Senate Report No. 1631, 77th Congress, 2d session, 1942-2 
Cumulative Bulletin 504,588. The regulations under section 109 do not, however, 
recognize this general principle but take into account only the example con- 
tained in the Senate report. This preserves the Western Hemisphere trade status 
of a corporation which retains title to goods to insure payments for such goods 
shipped to a country outside the Western Hemisphere. United States Treasury 
Regulation 111, section 29.109-1. 

This narrow view of the statute has resulted in hardship in a number of cases, 
and has greatly reduced the effectiveness of the incentive which was intended by 
Congress. For example, a corporation carrying on manufacturing operations in 
South America loses its status as a Western Hemisphere corporation if it uses 
for its products containers purchased in Europe, even though these containers 
constitute only a small fraction of the value of the finished product. 

Similarly, there seems to be some question as to whether a trading corporation 
ean safely handle products manufactured outside the Western Hemisphere, even 
though these products are a comparatively small part of its business and are 
necessary to complete a line of products so that it may offer full services to its 
customers. It is even doubtful whether the corporation may act as a selling 
agent for such products although it does not take title to them. 

Section 109 should be amended to make clear that the purchase of goods or 
other activity constituting only an incidental part of the corporation’s general 
activities, even though it occurs in a country outside the geographical area 
defined in section 109, does not result in a loss of qualification. It should also 
be specified that a corporation is not “doing business” outside the Western 
Hemisphere if it merely acts as selling agent in the geographical area for goods 
produced outside the area. 

(2) The requirement as to source of income.—As indicated above, section 109 
requires that 95 percent or more of the corporation’s gross income be derived 
from sources other than sources within the United States. The underlying pur- 
pose of this requirement is, of course, to make certain that the advantages of the 
section are not given to a corporation operating substantially in the United 
States. The rigid 95-percent requirement and the reference made in the regu- 
lations to the technical rules under section 119 have, however, resulted in unnec- 
essary complications and hindrances to corporations desiring to make use of the 
section. 

Section 119 of the code is primarily used to define the items of income taxable 
to nonresident aliens and nonresident foreign corporations. Under section 119, 
income from property produced within the United States and sold outside the 
United States must be allocated between the United States and the country in 
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which the product is sold. As a practical matter, this means that a corporation 
manufacturing goods in the United States, in order to qualify under section 109, 
must form a subsidiary which purchases the products of the parent corporation 
and sells them outside the United States. The parent corporation must deal at 
arm’s length with the Western Hemisphere subsidiary since, under section 49, 
the Commissioner may reallocate income and expenses “to prevent evasion of 
taxes or clearly to reflect the income of either of the separate companies” (Rev. 
Rul. 15, 1953 Int. Rev. Bull. No. 3, p. 22). 

Under section 119 (e), income of this subsidiary derived from goods purchased 
within the United States and sold outside the United States is treated as derived 
from sources within “the country in which sold.” The Bureau of Internal 
Revenue has adopted the general rule that “for the purpose of determining the 
source of income attributable to the sale of personal property, a sale is consum- 
mated at the place where the seller surrenders all his right, title, and interest to 
the buyer” (G. C. M. 25131, 1947-2 Cum. Bull. 85, 86). Where the seller retains 
bare legal title, the place of sale is determined by the passage of beneficial owner- 
ship and ris of loss. 

The result is that in order to qualify under section 109, a corporation may have 
to conduct its export business according to artificial rules foreign to normal 
business practices. For example, if goods are sold f. 0. b. or c. i. f. United States 
port, normal terms of export sale, title will usually pass in the United States and 
the income will be attributed to United States sources. Similarly, where orders 
which are placed by foreign salesmen require confirmation at the United States 
home office, it can be said that the contract of sale of goods is consulmmated in 
the United States and that the income is United States income. 

Under the statute, if income from sales of this type exceeds 5 percent of gross 
income for any year, qualification under section 109 is denied for that year and 
the two succeeding years. Thus, corporations which conduct business in a nor 
mal manner without having in mind the artificial rules of section 119 may in 
advertently lose their qualification and suffer serious financial loss. Some un 
certainty is also created by the additional provision of G. C. M. 25131, supra, that 
the general rules do not apply where a “sales transaction is arranged in a particu 
lar manner for the primary purpose of tax avoidance.” 

Section 109 should be amended to make clear that the source of income is 
outside the United States if personal property is produced outside the United 
States or is sold for use or consumption outside the United States 


II. SECTION 116 INCOME EARNED ABROAD 


The provisions of section 116 relating to the taxation of income earned outside 
the United States are of great importance to the employees of all corporations 
doing business abroad including Western Hemisphere corporations, Under sec- 
tion 116, a citizen is not taxed on income earned outside the United States if he 
establishes bona fide residence in a foreign country for 1 year or was present in 
a foreign country or countries for 510 days out of an 18-month period. 

‘he proposed regulations issued by the Bureau of Internal Revenue under this 
section on December 138, 1952, provide that a taxpayer must make a return of 
income and pay estimates even though it is quite certain at the time that he will 
meet the qualification tests of section 116 and will ultimately receive a refund 
of the tax paid. Similarly the proposed regulations require a withholding of 
tax in such a case, These requirements may result in great hardship if the 
United States citizen is also paying tax to the foreign country in which he is 
residing. 

The view of the statute taken in the proposed regulations is clearly contrary 
to the purpose of section 821 of the Revenue Act of 1951 and section 116 of the 
code should be clarified to preclude this result. 


III, SECTION 131——FOREIGN TAX CREDITS 


The credit provided under section 131 of the code is intended to prevent double 
taxation of earnings subject to foreign taxes, and is of great importance to all 
taxpayers carrying on business outside the United States. This foreign tax 
credit is limited, under section 131 (b) (2), by the ratio of income in all foreign 
countries to total income. In order to encourage American business activity 
abroad, the overall limitation should be removed from section 131. It is unfair 
to deprive a taxpayer of the credit arising from foreign taxes on a profit in one 
foreign country merely because the taxpayer incurred losses in another foreign 
country. 
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(The whole subject of taxation of income from foreign sources is now under 
study by a chamber committee. As they progress, it is possible they may wish to 
request consideration for further suggestions. ) 





AMERICAN CHAMBER OF COMMERCE FOR BRAZIL, 
Rio de Janeiro, Brazil, June 19, 1958. 
Hon. DANIEL A. REED, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C., U.S. A. 

DEAR CONGRESSMAN REED: We have received a copy of your press release of 
May 13 advising that the Ways and Means Committee is holding public hearings 
relating to tax revision problems and that included in the agenda is item No. 30 
covering the various provisions relating to income derived from foreign sources. 

Testimony was given on this subject by our former president, Richard P. Mom- 
sen, before your committee in February 1951, on which occasion Mr. Momsen 
was introduced to you by Mr. Mitchell B. Carroll of New York City. 

We had hoped that Mr. Momsen could again present our thoughts on the sub- 
ject in person, but he finds it impossible to leave Brazil at this time. Under the 
circumstances we are taking the liberty of enclosing herewith a statement pre- 
pared on behalf of the American Chamber of Commerce in Rio de Janeiro and 
Sao Paulo, Brazil, and respectfully request that same be made a part of the 
minutes of your hearings. We sincerely trust that this contribution may be of 
some value to your committee when it undertakes the preparation of a bill on 
the general revision of the income-tax laws. 

Thanking you in advance for your consideration, 

Very truly yours, 
WILLIAM V. MoscaTetut, President. 


STATEMENT OF THE AMERICAN CHAMBERS OF COMMERCE FoR BRAzIL (RIO DE 
JANEIRO AND SAO PauLo) CONCERNING REVISION OF THE TAX LAWS OF THE 
UNITED STATES RELATING TO INCOME DERIVED FROM FOREIGN SOURCES 


The American Chambers of Commerce for Brazil, established in the cities of 
Rio de Janeiro and Sao Paulo, Brazil, and maintaining active committees in 
other Brazilian cities, are organizations which for more than 30 years have 
been engaged in the promotion of American trade and business with Brazil. 

During all the period we have constantly advocated better tax treatment for 
American citizens and companies engaged in commercial, industrial, profes- 
sional, and cultural activities abroad. At the time Congress was debating the 
original exemption from taxation of earned income of bona fide foreign resident 
American citizens, Senator Jones of Washington caused to be published a state- 
ment entitled “Americans Abroad and the Income Tax” by the then President 
of our Rio de Janeiro Chamber of Commerce, Richard P. Momsen. (Congres- 
sional Record, Senate, February 11, 1926, pp. 3, 499-3, 501.) Since that time on 
various occasions, directors of our organizations have appeared before con- 
gressional committees, the last appearance having heen before the Ways and 
Means Committee on February 9, 1951. We mention this brief historical back- 
ground as evidence of the fact that to us, who are engaged in business activities 
in a far distant land in the face of local and foreign competition, the tax policies 
of our country have long been considered to be a vital factor in the expansion 
of our markets abroad. 

Prior to the First World War most of our country’s problems were domestic. 
Since then a great change has occurred. Although our domestic problems 
have not diminished, those related to international affairs have increased. The 
United States has changed from a debtor to a creditor nation. Our technological 
progress and mass-production methods, together with the devastating effects of 
two wars in other industrial centers, have made us the world’s principal sup- 
plier. We are looked upon today to contribute our financial and technical 
assistance in many areas of the world. We are besieged with. calls for assist- 
ance, governmental and private, in many fields. Added to this, we are con- 
fronted with a worldwide struggle between two opposing ideologies. 

Our foreign policy has been developing to conform to these changed world 
conditions and the necessity of meeting them. We believe that we are justified 
in stating that never before has it been so important for us to maintain and 
strengthen cordial relations with our neighbors in the Western Hemisphere. 
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Taking Brazil as an example, the loans of Export-Import Bank and the Inter- 
national Bank, and Government assistance in the technical, educational, and 
health fields have all been factors toward the right goal. Private enterprise 
has also contributed in an increasing measure in introducing technical skills 
and in the development of agriculture, industry, and trade. In our opinion our 
Government cannot and should not attempt to replace private initiative, which 
under our system of free enterprise should be encouraged in every reasonable 
and practical way to fill these gaps. 

We hold that such encouragement and stimulus can best be engendered by more 
favorable tax treatment of our business activities and investments in foreign 
fields especially in the Western Hemisphere. 

Brazil has been and still is primarily an agricultural country. sut during 
the two world wars it was unable to fulfill its normal requirements of imported 
manufactured goods because of shortages in the world’s industrial centers. The 
natural consequence was that new industries sprang up and thrived. These 
were encouraged and protected by import tariffs and more recently, because of 
the shortage of dollar exchange, by restrictions on imports. In February of this 
year a multiple exchange rate was established and it is probable that this will 
further assist local industries because of the high local costs of articles imported 
at the “free” exchange rates. Brazil has also established and is enlarging its 
basic industries, among them steel, aluminum, and chemicals. The industrial 
expansion in this country, which is larger than continental United States, with 
a population of over 50,000,000 and a rapidly 

t 








its tremendous natural resources 





increasing consumers’ market, will continue unabated. Its effect upon the econ 
omy of the United States is important. Some American manufacturers, who 
formerly exported substantial quantities of their products to Brazil, foreseeing 
the loss of this important market, have established assembly or manufacturing 
plants. Otherwise they would have lost not only their business but also, through 
lack of use, their well-known trade-marks. 


However, since the Second World War, there has been a new but most im 
portant factor, in this industrial development of Brazil, which concerns Amer- 
ican business. It is the inroad of European and Far Eastern industrialists and 
investors. For political reasons their approach to the problem is different than 
ours. American industry, while it may decide in certain instances to establish 
itself in Brazil to protect its past market and to look to the long-range possi 
bilities, nevertheless expects to carry on a profitable venture in the interest of 
its owners and stockholders. European and Far Eastern investors, however, 
having suffered great losses if not exterimination in the two world wars, are 
generally satisfied if they can remove their capital, machinery, and technical 
personnel from the shadows of the Iron Curtain and get away from the possi- 
bility of repetition of the losses they have suffered in the past. They are not so 
much concerned with profits, immediate or future They are in many instances 
satisfied if they can save their capital or a part of it in addition to enjoying 
the liberties of a free country and passing to their children the inevitable fruits 
of Brazil's future expansion. 

Countless examples could be cited of new industries being established in Brazil 
during the past 5 years, industries which have had their owners, machinery, 
and technical personnel removed from Italy, Sweden, Hong Kong, and other dis- 
tant places. 

Parallel to this movement, Brazilians themselves have become increasingly 
industrially minded. Although many of them still believe that real estate is the 
prime investment, as witnessed by the unprecedented building in Sio Paulo, Rio 
de Janeiro, and other cities, nevertheless their former limited interest in manu- 
facturing cotton textiles, shoes, matches, beverages, and a few other articles 
is daily expanding into a myriad of new industries including, chemicals, rayon, 
steel, iron, aluminum, and other metal products, paper, cement, and other items 
producing both capital and consumer goods. 

And what has all this to do with United States taxes? 

In the simplest terms, under our tax system which empowers our Government 
to tax the income of its citizens anywhere in the world and with certain very 
limited exceptions they are now so taxed, we are taxing ourselves out of foreign 
markets. 

If the invested capital of our competitors is only taxed in the country where its 
income is earned, which appears to be the policy of practically every country 
excepting the United States, how can American business and American invest- 
ments abroad bear the heavy burden of United States taxation under the impact 
of such discrimination which we impose on ourselves? Certainly it must be very 
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obvious that if an American investment abroad is at the very most entitled to 
deduct from its United States taxation the amount it pays to the foreign country, 
there is no incentive to such an undertaking with its many other risks of ordinary 
business losses, exchange devaluation, nationalization, or expropriation. 

The handicaps of American taxation are well known and deplored in Brazil. 
They are frequently referred to in the press, at economic conferences, and by 
other friendly sources which would welcome a greater participation of the 
United States in the development of this country. 

© Jornal, a prominent newspaper of Rio de Janeiro, on March 12, 1950, pub- 
lished an article following a conference of American ambassadors held in this 
city. It stated: “Many an American investor pays 70 to 80 percent on his 
srazilian income; although he is permitted to deduct the Brazilian tax of 15 
percent on nonresidents he still has to pay the difference to the United States 
Government and is therefore no better off than if his investment were made in 
the United States.” It eoncludes by saying: “Double taxation is one of the 
stones on the path of trade between Brazil and the United States.” 

President Vargas, shortly after the Brazilian elections in October 1950, in 
outlining his policies declared: “I have always favored the entrance of foreign 
capital into our country. I know that the collaboration of such investments is 
indispensable to our progress. Indeed, the economic history of Brazil is full 
of splendid examples in this respect. The difficulty in this connection is pri- 
marily the question of double taxation especially in regard to the income tax 
which has proven the greatest obstacle to the investment of foreign capital. 
The subject, as specialists must surely recall, was debated at the last conference 
in Bogota, but its solution depends principally upon the United States Congress.” 

Dr. Evaldo Lodi, president of the Brazilian Federation of Industries, in an 
address in New York on March 18, 1953, stated: “I am here as a good neighbor 
who wishes the collaboration of the capital of this great Nation for the economic 
development of Brazil. It is not enough to create a favorable climate for the 
importation of capital: it is equally ncessary that the developed countries simul- 
taneously enhance a favorable climate for the export of capital. Due to the 
relatively high levels of remuneration obtained in the American domestic market, 
the development of a favorable climate for exportation of capital would require 
the concession on the part of the American Government of tax incentives that 
would Yenefit capital invested in underdeveloped areas, to the extent of com- 
yensating for the disadvantages, risks, and friction inherent to foreign invest- 
ments.” 

At the meeting of the Economic Council for Latin America of the United 
Nations, held in Brazil in April 1953, Prof. Lopes Rodrigues, Brazilian delegate, 
expressed his opinion as follows: “Excessive taxation in exporting countries 
tends to destroy to a great extent the marginal advantages offered by under- 
developed countries where the lack of physical equipment permits investments 
with generally high returns. The method used in the United States to avoid 
double taxation does not offer satisfactory stimulus to American companies and 
individuals to invest capital in Latin America. This is true because the deduc- 
tion or credit system which the United States permit in favor of its citizens 
and companies engaged in the export trade or who make investments in Latin 
America, in addition to the limitations of same, are insufficient as measures 
intended to reduce the effects of double taxation on income produced abroad.” 

The Fiscal Commission of the Economie and Social Council of the United 
Nations, on the subject of international tax problems in May 1953, after stating 
that “favorable tax treatment is one of the many factors affecting the flow of 
foreign capital” recommended “that the highly developed countries acting uni- 
laterally or when concluding tax agreements should give sympathetic considera- 
tion to the feasibility of taxing such income only or primarily in the country 
in which the income was produced.” 

Everyone familiar with our foreign trade has heard of the dollar gap. The 
present shortage of dollars abroad is causing Brazil to restrict its imports to a 
point where our exports to this country are seriously affected. The United 
States has always been and is Brazil’s largest customer and for many years 
Brazil's balance of trade was favorable. The contrary situation now prevails. 
It is to be hoped that Brazil will in the not distant future increase its wheat 
production and permit development of its oil resources to reduce the drain on its 
foreign exchange. In like manner it is anticipated that additional dollar 
exchange will be created by increased exportation to the United States of iron 
ore, manganese, and other minerals. The recent $300 million Export-Import 
Bank loan will give temporary relief but will not solve the problem. More sub- 





GENERAL REVENUE REVISION 1469 


stantial imports of American capital in the form of dollar investments, while in 
themselves not complete solution to the problem, would be an important factor 
in reducing the existing dollar gap. We believe that tax relief on the part of 
the United States would be of great value in this direction and that many 
American prospective individual and company investors, who are now hesitating 
to enter the field because of the present tax deterrents, would come in and hold 
the position which we are now losing to European and far-eastern competitors. 

Although this chamber does not feel that it is within its province to attempt 
to present proposals in the form of precise amendments to our present tax laws, 
it respectfully submits the following suggestions: 

1. That as an ultimate objective in long-range tax policy planning our Con- 
gress should adopt the principle that business and investment income should be 
taxed only in the country in which it is produced. 

2. That in the interim, legislation should be enacted progressively to ulti- 
mately reach the objective indicated above. 

3. That specifically in the case of Brazil, until the overall policy is adopted, 
a tax treaty should be entered into as has been done with other countries, to 
provide that income of the respective nationals be taxed only in the country in 
which it is produced. 

4. That as an alternative, the principle of the China Trade Act (which is 
presumably today without much practical effect) exempting dividends of corpo- 
rations earned in China be applied to income produced in the Western 
Hemisphere. 

5. That the recommendation under 4 also apply to the dividends of corpora- 
tions and the profits of partnerships and individual traders, organized outside 
of the United States and doing business in this hemisphere, irrespective of 
whether the shares or investments be owned by American corporations, partner- 
ships, or individuals. 

6. That foreign investments by American individual citizens in this hemisphere 
be encouraged by either exempting the earnings of such investments or provid- 
ing for a reasonable fixed rate of taxation and retaining the right of credit for 
foreign income taxes; and that a similar formula be made for capital-gain taxes 
on such investments. 

Legislation along the lines indicated would be an important step in removing 
one of the greatest obtacles now confronting us in establishing a sound fiscal 
policy in our international trade relations, 


—_—_ 
Mr. DANIEL A. REED, 
Chairman of Committee on Waus and Means, 
1102 New House Office Building, Washington, D. C.: 

The Bourd of Directors of the American Chamber of Commerce of Mexico 
adopted the following resolution to be forwarded to Congressman Daniel A 
Reed: 

“Whereas the Internal Revenue Code, section 116 (a) (2) provides as follows: 

“(2) Presence in foreign country for 17 months. In the case of an individual 
citizen of the United States, who during any period of 18 consecutive months is 
present in a foreign country or countries during at least 510 full days in such 
period, amounts received from sources without the United States (except amounts 
paid by the United States or any agency thereof) if such amounts constitute 

arned income (as defined in paragraph (3) ) attributable to such period ; but such 
individual shall not be allowed as a deduction from his gross income any de- 
ductions properly allocable to, or chargeable against, amounts excluded from gross 
income under this paragraph. 

‘And whereas bills have been introduced by Congressman Daniel A. Reed and 
Congressman Cecil R. King to repeal section 116 (a) (2) of the Internal Revenue 
Code and a bill introduced by Congressman Mack of Illinois to amend section 116 
(a) (2). 

“Therefore be it resolved that this chamber go on record as deploring the con 
dition which exists under the interpretation of section 116 (a) (2) Internal Reve 
nue Code, which enables citizens with large incomes through nefarious schemes to 
escape United States income taxes on compensation received for services ren- 
dered abroad if they remain outside of the United States of America for at*least 
17 out of 18 consecutive months. 

“And further that this chamber go on record as favoring an amendment to sec 


tion 116 (a) (2) which would eliminate this abuse and would, at the same time, 


permit United States citizens to go abroad in order to engage in a trade or busi- 
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ness without being subject to double taxation and permit them to go on an equal 
competitive basis, taxwise, with nationals of other countries who are engaged 
in a trade or business abroad.” 





STATEMENT By J. C. VAN Eck, JR., NEw York, N. Y. 


As a potential sponsor of a regulated investment company which would invest 
in certain foreign securities, I wish to recommend that amendatory legislation be 
enacted to allow the stockholders in a regulated investment company a credit on 
their individual income-tax returns for their proportionate share of foreign taxes 
paid by the company. 

Under section 131 of the Internal Revenue Code investors who hold foreign 
securities directly are alowed tax credits for foreign taxes withheld on divi- 
dends. If, however, the same investors hold the same securities through the 
medium of a regulated investment company, they are not under present laws 
allowed any tax credits. 

Since the whole tax concept of regulated investment companies under section 
362 of the Internal Revenue Code was evidently designed by Congress to avoid 
additional tax burdens and thus to encourage this channel of investment, it would 
seem entirely logical to pass the amendatory legislation required to cover the case 
under consideration. 

As, for example, the United Kingdom withholding tax on dividends is currently 
45 percent, the importance of a tax credit is readily apparent. The advantage 
of regulated investment companies as mediums of investment are even more ap- 
plicable to foreign investments where selection, supervision, and diversification 
of investment portfolios are of greater import than in the case of domestic se- 
curities. If Congress wishes, therefore, to facilitate foreign portfolio investment, 
it would seem desirable to amend section 362 of the Internal Revenue Code so as 
to give stockholders in a regulated investment company the same benefits as 
exist under section 131 for direct investors. 


(The following material was submitted for the record on topic 30:) 


STATEMENT BY EL_tswortnHn C. Atvorp, WASHINGTON, D. C. 
DEFERMENT OF TAX ON FOREIGN INCOME 


The Treasury has announced that it favors a policy of deferring tax on foreign 
income until the income is brought home, and detailed provisions to accomplish 
this objective have been incorporated in the Simpson bill, H. R. 611. (Our office 
has prepared a detailed memorandum on H. R. 611, which is too long to be incor- 
porated in these hearings. “However, copies of it have been submitted to the staff 
of the Joint Committee on Internal Revenue Taxation.) 

The risks of foreign investment are tremendous under the best of circumstances, 
and such investment is further discouraged by our present tax system. Adoption 
of the policy of the Simpson bill would remove one important roadblock in the 
way of foreign investment. It would, to a large degree, correct the present dis- 
crimination in our tax system in favor of doing business abroad through the use 
of foreign subsidiaries. Also, it would provide a practical answer to many of 
the problems involving income received in blocked or restricted foreign currencies. 
The Simpson bill would not, of course, remove the necessity for appropriate 
foreign-tax treaties. It is vital to a successful program of foreign investment 
that the treaty program be carried forward and improved. 

Recommendation: Adopt the principles of the Simpson bill, H. R. 611, but give 
consideration to the following modifications: 

(1) In lien of treating withdrawals from a foreign country as being first from 
income, as now provided in the Simpson bill, treat such withdrawals as being 
first from the taxpayer’s original investment in the foreign country. Thus no 
tax would be paid so long as the investment left in the foreign country equals or 
exceeds the deferred foreign income. 

(2) Exempt all foreign income from excess-profits tax. 


LIMITATIONS ON THE FOREIGN-TAX CREDIT 


The credit for foreign taxes has two limitations, the per country limitation and 
the overall limitation. The per country limitation limits the credit for taxes 
paid to a particular foreign country to the amount of United States income taxes 
attributable to income from that country. The overall limitation limits the credit 
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for taxes paid to all foreign countries to the amount of United States income taxes 
attributable to all foreign income. Both of these limitations discourage invest- 
ment abroad. The per country limitation prevents a taxpayer from following the 
logical course of averaging the erratic tax rates of different foreign countries, 
some of which may be higher than our tax rates, and some of which may be 
lower. The overall limitation also discourages foreign investment since it means 
that, if a new venture is started in one foreign country which will operate at a 
loss until it becomes established, these losses will reduce the foreign tax credit 
otherwise allowable with respect to an established business in another foreign 
country. It is generally agreed that at least 1 of these 2 limitations on the 
foreign tax credit should be removed. But remedial action has been delayed by 
inability to decide which limitation to eliminate. This issue should be resolved 
promptly, one way or the other, if we really intend to stop discouraging invest- 
ment abroad. 

Recommendation: Eliminate promptly, either the per country limitation or 
the overall limitation on the foreign tax credit in section 131 (b) of the Internal 
Revenue Code and also in section 131 (j). 


WESTERN HEMISPHERE TRADE CORPORATIONS 


Certain corporations which do all their business in the Western Hemisphere, 
as defined in section 109 of the Internal Revenue Code, are entitled to a credit 
against normal tax and surtax net income (27 percent in 1953). This is de- 
signed to encourage business with other countries in this hemisphere, and the 
principle should be equally applicable to business done in the rest of the world. 

Prior to the Revenue Act of 1950, Western Hemisphere trade corporations were 
completely exempt from surtax. The maximum surtax at that time was 14 
percent, and when the Revenue Act of 1950 replaced the surtax exemption of 
Western Hemisphere trade corporations with a credit against both normal tax 
and surtax net income the tax advantage was frozen on the basis of the original 
14 percentage point surtax. Consequently, these corporations have been sub- 
jected to increases in surtax rates as well as increases in normal tax rates. In 
effect the change made by the 1950 act nullified the surtax exemption originally 
granted to Western Hemisphere trade corporations with respect to the difference 
between the old 14-percent surtax and the current 22-percent surtax. This 
violated the basic principle of the surtax exemption for these corporations, 
which was that the surtax was an additional tax, rather than a part of the 
normal corporate tax system, and should not be imposed on corporations com- 
peting in Western Hemisphere countries. 

In order to qualify as a Western Hemisphere trade corporation, 95 percent of 
a corporation’s gross income for a 3-year period must be from sources outside 
the United States. <A similar requirement is contained in section 454 (f) of the 
Internal Revenue Code. The technical rule is that the source of income from 
the sale of goods purchased in the United States is dependent on where the 
sale occurs. This means that exporters must go to elaborate lengths, often at 
variance with normal business practice, in order to avoid having a sale consum- 
mated in the United States. This is an unnecessary restriction on section 109 
and section 454 (f) which is not required by the purpose back of these provisions. 

Recommendations: (1) Extend the principle of Western Hemisphere trade 
corporations treatment to corporations doing business in any foreign country. 

(2) Restore the principle of a complete surtax exemption for corporations 
qualifying under section 109 of the Internal Revenue Code. 

(3) Provide, for purposes of section 109 and section 454 (f) of the Internal 
Revenue Code, that personal property exported by the taxpayer for use or 
consumption outside the United States shall be considered as having been sold 
outside the United States. 


FOREIGN TAXES PAID IN LIEU OF INCOME TAXES 


Section 131 (h) of the Internal Revenue Code permits a foreign tax credit for 
a foreign tax “paid in lieu of a tax upon income, war-profits, or excess-profits 
otherwise generally imposed by any foreign country or by any possession of the 
United States.” In order for a taxpayer to obtain a credit for such a tax, the 
regulations require that the foreign country have a general income tax law in 
force, that the taxpayer would be subject to the general income tax if it were 
not for a specific exemption, and that the taxpayer not be subject to the general 
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income tax. This means that, even though the tax imposed by the foreign 
country has the same economic effect as an income tax, no foreign tax credit 
will be allowed if the country does not impose an income tax generally or if the 
taxpayer is subject to an income tax. 

These restrictions are unfair to taxpayers operating in primitive countries 
which do not have an elaborate tax system and they are unfair to taxpayers who 
are so unfortunate as to be subjected to a tax in addition to the ordinary income 
tax. The limitations on section 131 (h) have been particularly burdensome to 
businesses which are subjected in foreign countries to taxes on the export of 
capital. 

As a practical matter it would be impossible to devise statutory language for 
section 131 (h) which would handle this problem equitably. Consequently, the 
most efficient method of meeting this situation would be by negotiating treaties 
with the foreign countries involved under which the United States would agree 
to allow such taxes as a credit against our income tax in return for tax con- 
cessions from these countries. No legislation is necessary to authorize this type 
of treaty provision. 

Recommendation: Suggest to the Treasury that it broaden the scope of the 
foreign tax credit in the case of taxes other than income taxes by appropriate 
treaty provisions. 


STATEMENT SUBMITTED BY THE AMERICAN MINING CONGRESS, WASHINGTON, D. C. 
I. CREDIT FOR TAXES IN LIEU OF INCOME, ETC., TAXES—SECTION 131 (H) 


Under our income-tax law, credit is to be given against United States income 
tax for “the amount of income, war-profits, and excess-profits taxes” imposcd 
by any foreign country or possession of the United States as prescribed in section 
131 (subject to the limitations therein provided). Section 131 (h) provides that 
for this purpose “the term ‘income, war-profits, and excess-profits taxes’ shall 
include a tax paid in lieu of a tax upon income, war profits, or excess profits 
otherwise generally imposed by any foreign country or by any possession of the 
United States.” 

The reasons for this provision and its intended scope are set forth in the 
report of the Committee on Finance on the revenue bill of 1942 (S. Rept. No, 
1631, 77th Cong., 2d sess., pp. 47-48 and 130-132). The report states in part 

“Many of the income-tax laws of foreign countries, especially those in the 
Latin American countries provide for taxation on an arbitrary basis in lieu 
of the tax on net income. Accordingly, your committee has amended the foreign- 
tax-credit provisions, so that the term ‘income, war-profits, and excess-profits 
taxes,’ will include taxes in lieu of a tax upon income, war-profits or excess- 
profit taxes otherwise generally imposed by any foreign country or by any 
possession of the United States” (pp. 47-48). 

“In the interpretation of the term ‘income tax,’ the Commissioner, the Board, 
and the courts have consistently adhered to a concept of income tax rather 
closely related to our own, and if such foreign tax was not imposed upon a 
basis corresponding approximately to net income it was not recognized as a 
basis for such credit. Thus if a foreign country in imposing income taxation 
authorized, for reasons growing out of the administrative difficulties of de- 
termining net income or taxable basis within that country, a United States 
domestic corporation doing business in such country to pay a tax in lieu of 

uch income tax but measured, for example, by gross income, gross sales or a 
number of units produced within the country, such tax has not heretofore been 
recognized as a basis for eredit. Your committee has deemed it desirable to 
extend the scope of this section. Accordingly, subsection (f) of section 160 pro- 
vides that the term ‘income, war-profits, and excess-profits taxes’ shall, for the 
purposes of sections 131 and 23 (c) (1), inelude a tax paid by a domestic tax- 
paver in lieu of the tax upon income, war-profits and excess-profits taxes which 
would otherwise be imposed upon such taxpayer by any foreign country or by 
any possession of the United States” (p. 131). 

Treasury Regulations, regulation 11, section 29.131-a gives to this provision a 
much narrower scope than was intended by Congress. This was the subiect of 
a letter of protest by Senator George as chairman of the Senate Committee on 
Finance to the Secretary of the Treasury, May 29, 1952, which appears in the 
Concressional Record of June 27, 1952, 82d Congress, 2d session, volume 98, part 


6 (pp. 8808-8309) of which copy is hereto attached. 
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The Treasury seems, however, to be still adhering to the narrower interpreta 
tion of its regulations. 

We therefore urge that appropriate amendment be made to section 131 (h) so 
there can be no question that the law is intended, and has from the beginning 
been intended, to have the scope set forth in the letter of Senator George above 
referred to. 

This is not a mere technicality of theory but is a matter of great practical 
importance. In the United States the income tax is imposed by Congress under 
the authority of the income tax amendment of the Constitution. In enactment 
of its laws imposing such a tax, Congress has adopted a concept of gross income 
less allowable deductions, leading to a resulting net income which, possibly sub 
ject to certain credits, exemptions or allowances, determines the amount of net 
income on which our income tax is in any case applicable. The statutory pro 
visions for determining taxable income have been changed from time to time 
so that even in the United States we have no fixed and unchangeable concept 
of the amount of net ‘ncome on which the tax is to be imposed. Congress cannot 
impose the income tax on that which is not income within the meaning of the 
Constitution, but Congress can impose, and wisely has imposed, the income tax 
on something less than the maximum amount on which the Constitution might 
authorize it to impose an income tax. 

Foreign countries generally are not subject to similar constitutional limitation 
and may impose their taxes on income without the limitations that our Constitu- 
tion imposes upon our Congress and without all the further deductions, allow- 
ances, or exclusions that our Congress has seen fit to allow in determining the 
amount of income which is to be subject to the tax. Unquestionably, other gov 
ernments impose some taxes which they designate as income taxes and which are 
to be determined by more or less arbitrary rules which our Congress could not 
impose as income taxes under the authority of our Constitutior 

It is thus impossible to try to judge income taxes imposed by other countries 
according to the standards of our income-tax laws as enacted by Congress or even 
according to our constitutional provisions as it has been interpreted by our courts 

We are not thus faced with the simple question of determining the foreign 
income taxes which do or do not fall within the scope of the income taxes which 
the United States has imposed or might constitutionally impose. There is a wide 
borderline of taxes which to some extent may and to some extent may not fall 
within our income-tax standards. Congress has thus wisely recognized that the 
foreign-tax credit should apply not merely to such taxes as would fall within 
the scope of taxes on net income such as we prescribe, but should extend to all 
such taxes as are imposed on income by foreign countries or are in lieu of taxes 
on income. The provisions for foreign income-tax credit should accordingly be 
given the broad interpretation that Congress intended should be accorded to it, 
which intention we believe is well set forth in Senator George’s letter above 
referred to. 

We accordingly urge a clarifying amendment to section 131 (h) applicable at 
the date of its enactment in 1942 so that the Treasury interpretation and action 
will be in accord with congressional intent. 


It, LIMIT ON CREDIT OF FOREIGN TAXES, SECTION 131 B) 


The foreign-tax credit is allowable subject to the limitations prescribed in 
section 131 (b). The limitation is first to be determined on a country-by-country 
basis; then it is to be determined on an overall basis of total income from sources 
within and sources without the United States. The limitation to be applied is the 
lesser of the two amounts. The Treasury has recognized that the double limita 
tion thus applied may work unfairly and deny to taxpayers a credit which might 
fairly be granted to them. It has accordingly recommended that the country-by- 
country limitation should be retained and the overall limitation should be 
abolished. Many taxpayers, however, have urged that the overall basis was fairer 
and that it should be retained and the country-by-country limitation eliminated. 

There are many different conditions encountered in different foreign countries 
and with different nature and scope of business activities abroad so that there is 
accordingly persuasive argument in one situation or another for one standard 
or the other being applied to determine the limitation. It is, of course, under- 
stood that in no event will the credit allowable exceed the taxes actually paid or 
accrued with respect to the foreign income. The only question is the nature and 
extent of the limitation or limitations to be applied in determining the extent 
which the foreign taxes actually paid or accrued shall be allowed against United 
States taxes 


to 











1474 GENERAL REVENUE REVISION 


We urge that the full amount of foreign taxes paid or accrued should be allowed 
except to the extent that it is in excess of a fair and reasonable limitation and 
that such limitation should be determined as the greater of a limitation on the 
country-by-country basis or a limitation on the overall basis. We accordingly 
urge that section 131 (b) be amended so that the opening sentence will read— 

“LimMir on Crepir.—The amount of the credit taken under this section shall be 
subject to whichever of the following limitations results in the greater credit: 

6 ¢ 1) * * * 
and strike out “and” and substitute “or” at the end of the paragraph numbered 
(1). 

The same amendments should be made applicable to section 131 (j) which 

relates to excess-profits tax. 


Ill. EARNED INCOME FROM SOURCES WITHOUT THE UNITED STATES, SECTION 116 


Section 116 (a) (2) was enacted to exclude from income, in the case of a 
citizen of the United States, income earned abroad if such citizen was present 
in a foreign country or countries for a period of 17 out of 18 consecutive months. 
This was intended to encourage investment and trade in foreign countries by 
United States citizens and organizations. When American business is conducted 
abroad, it is generally essential that there should be in the foreign establishments 
supervisory and technically trained Americans who know the American methods 
and principles of carrying on the business and have the confidence of their United 
States employers or investors. American concerns have found it difficult or im- 
possible to get such personnel to go abroad if they will be subject to the double 
imposition of income taxes, even double withholdings by two countries for their 
respective taxes on income. The merit of such a provision has generally been 
recognized, but it has been subject to abuses. Accordingly, the provision was 
amended in the recently passed bill H. R. 6426 to limit the exemption to $20,000 
a year. This would eliminate, in an easily administrable manner, the abuses 
which have arisen, without, however, removing the underlying principle of 
encouraging the rendition of certain services abroad by citizens of the United 
States. 

While the provision, as amended, would thus remove abuses, it fails to do full 
justice in the case of an individual citizen of the United States who is legitimately 
earrying on his business activities in a normal fashion in a foreign country or 
countres by the rendition of personal services there, and whose earned income 
from foreign sources is in excess of $20,000 per year. He should be exempt for 
the full amount of his earned income from foreign sources. 

It is therefore recommended that section 116 (a) (2) should be further 
amended to provide that any individual citizen of the United States who receives 
compensation from sources without the United States which constitutes earned 
income in excess of $20,000 per year, shall be exempt from taxation on the full 
amount received provided he establishes to the satisfaction of the Secretary that 
he was present in a foreign country or countries during at least 510 full days in 
any period of 18 consecutive months; that such presence was normal and neces- 
sary for the production of earned income; that business activities normally or 
necessarily conducted in foreign country or countries required that personal serv- 
ice from which such earned income was derived, be performed outside the United 
States; and that avoidance of Federal income tax was not the principal purpose 
of such presence in the foreign country or countries during any of such 510 days. 


IV. WESTERN HEMISPHERE AND FOREIGN TRADE CORPORATIONS, SECTION 109 


The provision giving special credit to Western Hemisphere trade corporations 
Was enacted in the 1942 act because, as stated in the report of the Senate Com- 
mittee on Finance (8. Rept. 1631, 77th Cong., 2d sess., p. 382) : 

“American corporations trading in foreign countries within the Western Hemi- 
sphere are placed at a considerable competitive disadvantage with foreign cor- 
porations under the tax rates provided by the bill. To alleviate this competitive 
inequality, the committee bill relieves such corporations from surtax liability.” 

At that time of the European war we were concerned particularly with cor- 
porations trading within the Western Hemisphere because there was virtually 
no normal trade with European countries or those of Asia or Africa, so the pro- 
vision was limited to United States corporations, all of whose business was in the 
Western Hemisphere. 

The provision, with certain subsequent modifications, has since been continued, 
still limited to Western Hemisphere trade corporations. It has been successful 
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in encouraging foreign trade and it is believed that our Government has received 
more in tax revenues under this provision than would have come if the full 
impact of our maximum tax rate had applied to such corporations. 

The same principle should now be applied to corporations whose income is 
derived from operations without the United States and not merely from Western 
Hemisphere operations. We are now concerned with building up our trade with 
many countries in addition to those of the Western Hemisphere, so this provision 
should be extended to other areas. 

We accordingly urge that section 109 should be amended so that the principles 
now recognized with respect to Western Hemisphere trade corporations should 
be extended to all foreign trade corporations. 


[Excerpt from Congressional Record June 27, 1952, 82d C 
pp. 8808-8309] 


PROTEST AGAINST CERTAIN INTERPRETATIONS OF REVENUE LAWS—LETTER FROM 
SENATOR GEORGE 


Mr. Grorce. Mr. President, I also ask unanimous consent to have printed in 
the Record a protest which I filed with the Secretary of the Treasury in regard 
to a ruling which had been promulgated by the Commissioner of Internal Revenue 
in interpreting certain of the provisions of the revenue laws. 

There being no objection, the letter was ordered to be printed in the Record, 
as follows: 

May 29, 1952. 
Hon. JOHN W. SNYDER, 
Secretary of the Treasury, 
Washington, D. C. 

Dear Mr. SECRETARY: I am still disturbed by some regulations of the Treasury 
interpreting the revenue laws. In some instances, the regulations of the Treasury 
are not conforming to the intent of Congress as reflected in the committee re- 
ports. One example is the regulation interpreting section 131 (h) of the Internal 
Revenue Code. Section 131 (h) was adopted as a result of an amendment offered 
hy the Senate Finance Committee to the revenue bill of 1942, which was accepted 
by the House conferees. The Finance Committee report specifically mentioned 
among the type of taxes to be allowed as a foreign-tax credit under section 131 
(h), foreign taxes measured by gross income, gross sales or a number of units 
produced within the country. It was intended under section 131 (h) that these 
taxes should be allowed as a credit if they were in lieu of a tax upon income, 
war profits, or excess profits which would otherwise be imposed upon such tax- 
payer by any foreign country or by any possession of the United States. How- 
ever, under the existing Treasury regulations and rulings, it is required, in effect, 
that taxes of this nature, in order to be allowed as a credit, must be in complete 
substitution of an income or profits tax and also that the amount of the foreign- 
tax credit cannot exceed the amount of the income tax that would otherwise have 
been paid. Thus, the present Treasury regulations cover only one Class of taxes 
intended to be allowed as a foreign-tax credit as shown by the explanation in the 
1942 Senate finance report on this section of the law. 

When I mentioned this matter to Treasury representatives during considera- 
tion of the 1951 bill by the Senate Finance Committee, they stated that it would be 
difficult to administer section 131 (h) if it were extended beyond the interpreta- 
tion set forth in the existing regulations unless all excise taxes were allowed 
as a foreign-tax credit, even though they were not in lieu of an income tax that 
would otherwise be imposed. While it was not intended by the section that all 
excise taxes should be allowed as a credit, the 1942 Finance Committee report 
clearly shows it was intended by the 1942 amendment to extend the scope of the 
section to taxes other than income taxes, because of the difficulty experienced 
by many foreign countries in using net income as the tax base. 

Since the enactment of the 1951 law, I understand that your staff, the staff of 
the Joint Committee on Internal Revenue Taxation, and representatives of the 
National Foreign Trade Council have been studying this problem to determine 
whether rules could be evolved which would make it possible administratively 
to ascertain the type of taxes intended to be covered under section 131 of the code 
as broadened by the 1942 amendment. 

As a result of these studies, it is believed that amendments to the regulations 
can be made which will carry out the intent of the 1942 report of the Senate 
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Finance Committee and will make it possible for the Treasury to apply the 
section without administrative difficulty and without extending the section to 
allow credit for the ordinary type of excise tax which is passed on to the pur- 
chaser. The following amendments to the regulations will, I believe, carry out 
the intent of the 1942 amendment as expressed in the 1942 Finance Committee 
report. 

In addition to allowing a foreign-tax credit for the type of taxes included at 
present, the regulations could be amended to include also a tax imposed by 
statute or decree by a foreign country or by a possession of the United States if— 

(a) such tax is allowed by said law or decree as a credit against the income 
tax imposed by said country or possession of the United States, or 

(b) such tax is measured, for example, by gross income, gross sales, or number 
or price of units produced in said country or possession, provided— 

(1) said country or possession has in force an income-tax law; 

(2) such tax, as shown by its legislative history or otherwise, is intended to 
reach income in its broadest sense; 

(3) such tax reduces an income tax by being allowed as a deduction from 
income subject thereto; and 

(4) such tax is not required by law to be passed on to the purchaser of goods 
sold by the taxpayer. 

lor the purposes of section 131, where a country or possession of the United 
States has imposed on a taxpayer a tax based on units of production or otherwise 
in substitution of an income tax and later such foreign country or possession 
also imposes a tax on the income of such taxpayer, credit should be allowed for 
both taxes. The credit to be allowed should be the entire amount of both taxes, 
even though this amount exceeds the amount of the income tax payable to the 
foreign country or possession. The aggregate credit for the above taxes should 
be subject only to the limitation that the total amount claimed as a credit cannot 
exceed the American tax on the income from such counry under section 131 (b) 
of the Internal Revenue Code. 

As these changes in the Treasury regulations are designed merely to carry out 
the intent of the 1942 act, they should be made effective as of the date of the 
enactment of the Revenue Act of 1942. 

Examples of some of the types of taxes to which the foregoing paragraphs 
are intended to apply are as follows: 

1. The Cuban tax on sugar companies producing sugar which measures gross 
income by officially established prices for pounds of sugar produced and measures 
net income by deducting therefrom a fixed percentage of 50 or 80 percent of such 
income as representing costs. Subsequent to the enactment of this Cuban tax, 
the sugar companies were also subjected to an income tax and the tax just re- 
ferred to is allowed as a deduction from income subject to the income tax. 

(This tax is imposed under the Cuban law of municipal taxes, promulgated 
by decree No. 928 of September 22, 1998, and to it are added additional percent- 
ages for the benefit of the province and of the national government. ) 

2. A tax imposed by Cuba which, according to the law, is levied by reason of 
extraordinary war profits but is measured by a certain number of cents per unit 
produced. 

(This tax is imposed by the Cuban law of July 31, 1917, as amended, and is 
allowed as a deduction from income subject to the profits tax.) 

3. A Cuban tax measured by a certain number of cents per unit produced 
levied instead of the profits tax upon certain companies which are also subjected 
to a special income tax. 

(This tax is known as the Speyer loan tax, which was imposed by the Cuban 
law of February 27, 1903, as amended.) 

4. A tax levied on mining companies based upon world market prices per unit 
produced with rates increasing as prices increase. This tax is levied on com- 
panies that are also subject to an income tax and the tax referred to is allowed 
as a deduction from income subject to the income tax. 

(An example of these taxes is the tax paid by companies producing metals 
under the mining tax laws of Mexico.) 

Sincerely yours, 


STATEMENT OF THE NATIONAL ASSOCIATION OF MANUFACTURERS, WASHINGTON, D. C. 


United States citizens and corporations investing or producing or trading 
abroad suffer a competitive disadvantage by the extent to which the present 
high United States income-tax rates exceed those borne by similar taxpayers in 
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most foreign countries, and particularly countries needing asistance of United 
States private enterprise in their economic development. 

The provisions for relief from double taxation in the Internal Revenue Code 
and tax treaties between the United States and other governments do not give 
relief for many types of foreign taxes, including some which are intended to 
reach profits. 

The association recommends that the Internal Revenue Code be modified so 
that United States ¢itizens and corporations will be placed in a position of 
competitive equality as to their operations and investments in any foreign 
country. 


STATEMENT OF MACHINERY AND ALLIED PRODUCTS INSTITUTE, PRESENTED BY 
ALEXANDER KONKLE, VICE PRESIDENT 


Mr. Chairman and gentlemen of the committee, we appreciate the opportunity 
to submit the following views of the Machinery and Allied Products Institute 
on topic 30 of your agenda relating to the tax treatment of income derived from 
foreign sources, 

If we are to realize the full potential of American capital and business enter- 
prise in the development of other countries, and in the expansion of international 
trade, it is highly desirable to remove certain tax impediments to investing and 
doing business abroad. These impediments deter the free movement of private 
capital into foreign investment and result in illogical and capricious variations 
in the effective tax rates and treatment levied upon United States corporations 
engaged in foreign trade. Our recommendations to the committee are based on 
three areas of tax inequities and restrictions that we feel the Committee on 
Ways and Means and the Joint Committee on Internal Revenue Taxation should 
examine, 

TREATMENT OF FOREIGN-BRANCH INCOME 


A substantial volume of foreign business is conducted by United States cor 
porations through the use of a branch facility located in a foreign country or 
countries. Under the present provisions of the Internal Revenue Code the in- 
come and earnings of such a branch operation are subject to the impact of 
United States income taxes when earned. 

Election to defer foreign-branch income.—In the instance of a foreign-business 
operation conducted through the use of a separate corporate subsidiary organ- 
ized in a foreign country, the separate entity of the parent and subsidiary is 
fully recognized for tax purposes and the earnings and income of the subsidiary 
are not taxed to the United States parent until actually repatriated and dis- 
tributed to the parent. As a result of this treatment, a foreign subsidiary may 
retain its earnings for further internal use and expansion and defer the United 
States tax on the foreign income until such time as the earnings are actually 
received by the parent corporation, 

We recommend that a United States corporate taxpayer operating a foreign 
branch be given the option to defer income from such operation on the same 
basis as earnings of a foreign subsidiary. In other words, at its election, the 
imposition of the United States tax on foreign-branch earnings may be deferred 
until such time as the branch earnings are actually distributed. By affording 
the corporate taxpayer this election, the discrimination in tax treatment against 
a foreign branch will be eliminated. 

The suggested election to defer foreign-branch income has these advantages: 

(1) It would enable foreign branches to obtain the benefit of tax incentives 
which some foreign countries offer for the reinvestment of earnings within 
their borders. At present a reduction in the foreign tax may be offset by a 
like increase in the United States tax. 

(2) A branch of an American firm often has greater freedom in conduct- 
ing its operations abroad than does a foreign subsidiary, owing to the fact 
that the foreign branch is not incorporated under the laws of the subject 
country and, therefore, may escape certain restrictive statutory and regula- 
tory provisions of such country, such as requirements as to participation of 
foreign capital, the use of foreign management personnel, the employment 
of foreign workers, etc. 

(3) Branch operations may also be superior to subsidiary operations in 
cases where such branch operations result in a loss, since that loss may be 
offset against income from other sources, including income from the United 
States. 
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(4) Finally, the proposed treatment of branch income may also minimize 
troublesome problems that arise when foreign exchange controls are imposed 
in a foreign country. When exchange controls are operative, it is some- 
times necessary to decide whether income earned abroad is actually available 
for use by the taxpayer or whether it is, as a practical matter, blocked by 
foreign exchange controls and, therefore, not taxable to the United States 
parent corporation. 


FOREIGN TAX CREDIT “OVERALL”? LIMITATION 


The present section 131 (b), Internal Revenue Code, provides for an “overall” 
limitation on the amount of foreign tax credit that may be taken by a United 
States corporation in computing its income tax liability. The overall-limitation 
formula restricts the foreign tax credit that may be absorbed to the same per- 
centage of United States tax that all foreign income bears to net income. The 
disadvantage of this restriction is that it discourages companies now conducting 
a successful, profitable branch operation from engaging in new foreign branch 
operations in other countries. As all foreign income must be treated as a unit, 
a loss in one country must be offset against earnings from other countries before 
calculating the amount of foreign tax credit that may be taken. In other words, 
taxes paid in individual foreign countries are computed without the offsetting 
of losses from other countries, whereas the foreign tax credit allowed by the 
United States, under the overall limitation is reduced by virtue of having to 
absorb such losses. We recommend that the overall limitation on foreign tax 
credits be eliminated. 


WESTERN HEMISPHERE TRADE CORPORATIONS 


As a means of encouraging investment in the conduct of business in the West- 
ern Hemisphere, the Congress in 1942 enacted the provisions of the Internal 
Revenue Code which afford tax incentives to a domestic corporation which can 
qualify as a Western Hemisphere trade corporation. The basic criteria for a 
Western Hemisphere trade corporation are as follows: 

(1) The entire business of this domestic corporation must be carried 
on within the geographical limits of North, Central, or South America, 
in the West Indies, or in Newfoundland; 

(2) Ninety-five percent or more of its gross income for the 3-year period 
immediately preceding the close of the taxable year (or for such part of 
such period during which the corporation was in existence) must be derived 
from sources without the United States; and 

(3) Ninety percent or more of its gross income for such period must be 
derived from the active conduct of a trade or business. 

A corporation that can meet these qualifications, while basically taxed as 
any other domestic corporation, is entitled to claim certain tax credits and 
allowances. A credit of 27 percent of normal-tax net income, computed with- 
out regard to the credit, is allowed for both normal-tax and surtax purposes; 
there is an exemption from the excess-profits tax; the corporation may avail 
itself of the foreign tax credit to the extent provided in section 131 of the 
code; the surtax net income of a Western Hemisphere trade corporation elect- 
ing to file a consolidated return as a member of an affiliated group of corpora- 
tions is not subject to the 2-percent-penalty tax; and the parent company of a 
WHTC is entitled to the 85-percent dividends-received credit as provided in 
section 26 (b) of the code. 

As a result of these tax concessions and allowances, the WHTC is now taxed 
on net income at a rate of 38 percent. In the instance of the parent corporation 
to which the WHTC is a subsidiary, there is also the tax on dividends received 
at a rate of 4.84 percent, making a combined tax rate on the parent and sub- 
sidiary of 42.84 percent. 

Source of income test—One of the most difficult of the operational problems 
that has arisen in the use of the WHTC tax device is that relating to the require- 
ment of section 109 that 95 percent or more of the corporate gross income must 
be derived from sources other than sources in the United States. This phrase 
has not been defined in the code, and Internal Revenue Service Regulations 111, 
29.109-1 directs that sources of gross income shall be determined as provided 
in section 119 of the code and the regulations thereunder relating to the alloca- 
tion of income from sources within and without the United States. While this 
section of the Revenue Code refers to the sources of income, it is not concerned 
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with the physical sources or derivation of such income but rather is concerned 
only with the situs of the sale in determining income allocation. 

Section 119 (e) provides that income received from the purchase of personalty 
within and its sale without the United States is to be treated as derived entirely 
from sources within the country sold. Internal Revenue Service Regulations 
29.119-8 state that the “country in which sold” means where the property is 
marketed. An interpretative ruling holds that for the purpose of determining 
the source of income attributable to the sale of personal property, a sale is 
consummated at the place where the vendor surrenders a)l right, title, and 
interest to the vendee. Thus, under present IRS regulations and interpreta 
tions, the Western Hemisphere trade corporation in order to preserve its tax 
status, must develop its business operations to the end that legal title in the 
subject merchandise vests in the buyer beyond the geographical limits of the 
United States. 

Administrative regulations unduly restrictive-—The Machinery Institute urges 
against the continued imposition of such restrictive regulations and interpreta 
tions. The requirements imposed by such administrative fiat serve to prevent the 
full utilization of many customary foreign trade practices developed over the 
years which are designed to facilitate trade in the Western Hemisphere and yet 
insure adequate protection for the necessary credit arrangements that such 
dealings entail. 

These restrictions are particularly oppressive in the instance of small com- 
panies seeking to avail themselves of the benefits afforded under section 109 of 
the code. Small businesses desiring to engage in export trade and not having 
available many of the facilities which large corporations can maintain, such as 
branch offices and staffs, warehouses, etc., find that they are placed in the position 
of incurring disproportionte expenses in attempting to establish a branch opera- 
tion or, if other methods are used, forgo the protection of certain standard export 
practices which have been developed to eliminate transit and credit risks 

Elimination of administrative inequities—As section 109 of the code was 
enacted for the express purpose of alleviating the competitive inequality which 
American companies face in trading with countries in the Western Hemisphere, 
it would appear that the place of vesting of title has no legal or economic effect 
upon the need of American corporations for a means of eliminating their com- 
petitive disadvantages with foreign corporations selling in the same markets. 
In addition, the vesting of title concept, which is at best a legal fiction, places 
undue emphasis on the mechanics of a sale and thereby minimizes the factor of 
actual income derivation. 

We, therefore, recommend that the Congress amend or modify section 109 
of the code so as to eliminate the restrictions which were created by the imposition 
of administrative regulations and interpretations and are nullifying the basic 
purposes of the Western Hemisphere trade corporation provisions. 


EXTEND WESTERN HEMISPHERE TRADE CORPORATION GEOGRAPHICAL COVERAGI 


The importance of foreign trade to sustained production and employment in 
the United States is demonstrated by the fact that American nonmilitary foreign 
trade in 1952 amounted to $24 billion, of which over $13 billion were exports. 
The capital-goods industries accounted for almost 25 percent of these nonmilitary 
exports. President Eisenhower and other administration leaders have stressed 
the need to continue the expansion of foreign trade, not only in the interests 
of maintaining high-level economic activity at home, but also as a means of 
strengthening the economic and military security of our free world allies. 

Likewise, the objectives of the Western Hemisphere trade corporation tax 
incentives are to encourage trade within the Western Hemisphere and to alleviate 
the competitive disadvantage suffered by United States corporations because of 
differences in tax rates between this country and many competing nations. This 
is indeed so laudable an objective that there would seem to be no reason why 
this device should be restricted to the Western Hemisphere. The need for pro- 
moting trade in other areas is equally as great and the competitive disadvantage 
due to differential tax treatment and export subsidies are equally as prevalent 
in areas beyond the Western Hemisphere. Also, the demand for many types of 
United States exports is greater outside the Western Hemisphere. Additional 
foreign trade will be encouraged by extending to these areas the tax incentives 
of the Western Hemisphere Trade Corporation Act. 

We therefore recommend that the provisions of section 109 of the Internal 
Revenue Code be amended by extending the geographical area in which operation 
is permitted to the entire world. 








1480 GENERAL REVENUE REVISION 


STATEMENT OF AMERICAN FEDERATION OF LABoR RE ToPic 30, INcoME DeErrvep 
FRoM FOREIGN SouRcESs 


The American Federation of Labor is opposed to provisions in present tax 
laws which grant preferential tax treatment to foreign nationals living in this 
country or to United States nationals living abroad. We favor the elimination 
of the 18 months’ exemption approved by Congress in 1951 under which substan- 
tial tax savings are accruing without justification to United States nationals 
living abroad. 





STATEMENT BY ADDISON B. CLOHOSEY, Esq@., ON BEHALF oF RESEARCH INSTITUTE 
or AMERICA, New York, N. Y., Re Topio 30 


Under section 131 of the Internal Revenue Code, a taxpayer is allowed, sub- 
ject to stated limitations, a credit against the Federal income tax for an income 
tax paid to a foreign country or possession of the United States. The amount 
of the credit seems to be determined by the exchange rate of the foreign currency 
for dollars at the time the foreign tax is paid. (See 8. M. 4081, 1925 2 CB 201; 
Brown, 1 B. T. A. 446; Mead Cycle Co., 10 B. T. A. 887). This rule would seem 
to work fairly as to foreign earnings actually converted into dollars and remitted 
to the United States, but not as to such earnings not so converted and remitted. 

In 1948, a domestic corporation was operating in England through a branch 
office (not a subsidiary corporation). Accordingly, income as earned in England 
was includible in its gross income, subject to Federal tax. The entire net income 
in England could not be remitted to the United States as earned, because English 
foreign exchange authorities required as a condition of remittance, that suf- 
ficient funds be retained in England to assure payment, when due, of the English 
income tax on current earnings. The earnings for 1948 included in Federal 
taxable income for that year, not only earnings actually remitted to the United 
States in dollars, but also pounds sterling reserved in England to pay English 
taxes, converted for purposes of inclusion in Federal taxable income at $4.02 per 
pound. In September 1949, the English pound, theretofore worth $4.02, was de- 
valued to $2.80. However, since the reserve from earnings for 1948 to pay 
English taxes, was not required to be paid to English tax authorities in accord- 
ance with English law and was not in fact paid, prior to devaluation, but at a 
later date when the pound was worth only $2.80, the domestic corporation appears 
to be entitled to credit against its Federal tax at the devalued rate of $2.80 per 
pound, though subject to Federal tax on the amount so paid as English tax at the 
rate of $4.02 per pound. 

This result, which seems to be required by the present provisions of the code, 
as interpreted by the ruling in cases cited above, appears to us to be a plain 
and unintended inequity. If the operation had been conducted in England 
through a subsidiary company, this inequitable result would not have occurred, 
since the domestic corporation would only include in Federal taxable income 
sums actually remitted as dividends which would not have included the English 
tax reserve, required to be retained in England. 

The inequity is compensated in only small part by the deduction of the 
loss in the value of English tax reserve from $4.02 to $2.80. 

The result is that the domestic corporation operating as a branch, pays a 
greater Federal tax when devaluation has occurred than if it did not occur, 
while also bearing the devaluation loss. This occurs because the pounds sterling 
reserved in England for English taxes is included in Federal taxable income at 
$4.02 but is credited against the Federal tax at only $2.80. If devaluation had 
not occurred, the inclusion in gross income and the credit for English tax would 
both have been at $4.02 per pound. 

It would seem fair to provide in section 131 that the exchange rate for foreign 
currency not actually remitted in dollars for purposes of the foreign tax credit 
should be the rate of exchange at which unremitted foreign income is included 
in Federal taxable income. This equitable result was reached by the Board of 
Tax Appeals in connection with dividends received by a domestic corporation 
from foreign subsidiary. (See Bon Ami, 39 B. T. A. 825.) In view of the ruling 
and the cases referred to in the second paragraph of this letter and section 
131 (c), an amendment of section 131 would appear necessary, and to aid my 
client, would need to be retroactive. 
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RECOMMENDATIONS With Recarp To Topic 30, THE VARIOUS PROVISIONS RELATING 
ro INCOME DERIVED FROM FOREIGN SOURCES 


The Pennsylvania State Chamber of Commerce submits for the record the 
following: 

“Western Hemisphere trade corporations: Section 109 should be amended in 
order better to effectuate the purpose for which it was enacted, namely, to encour- 
age trade in the Western Hemisphere and to place American corporations on an 
equal competitive basis with foreign firms. It is recommended that the section 
be amended so as to provide that income arising from the sale and shipment of 
goods to a foreign country shall be regarded as income arising from sources 
without the United States, regardless of where title to the goods passes. It is 
also recommended that the benefits of section 109 be extended to cover business 
done in all foreign countries, whether or not within the Western Hemisphere.” 


STATEMENT OF HARRY E. GREEN, EsqQ., New York, N. Y., Witn Respect to Topic 
30, VARIOUS PROVISIONS RELATING TO INCOME DERIVED FROM FOREIGN SOURCES 


Section 109 of the Internal Revenue Code relating to Western Hemisphere 
trade corporations has not afforded the incentive to foreign trade which is now 
desired. I understand that several proposed amendments to this section will 
be considered, including the p« hility of extending the benefits provided by 
that section to corporations which operate outside the United States and also 
outside of the Western Hem | here. 

There is a restrictive interpretation of this section which has been consistently 
followed by the Internal Revenue Service which, in my opinion, should be modi- 
fied by legislation Section 109 (b) provides that for the corporation to qualify 
90 percent or more of its gross income must be derived “from the active conduct 
of a trade or business” for a prescribed period. This has left up to the Service 
the matter of determining what constitutes the active conduct of a trade or 
business. The Internal Revenue Service has taken the position that dividends, 
interest, and other income received by a domestic corporation from a foreign 
subsidiary does not constitute income received from the active conduct of a 
trade or business. Thus if a domestic corporation engages in operations abroad 
by creating a number of foreign subsidiaries, from which it receives income 
in the form of dividends, the Internal Revenue Service takes the position that 
a domestic corporation cannot qualify as a Western Hemisphere trade corpora- 
tion even though it meets all the other requirements of section 109, because 


t 


the Service contends the income from the subsidiaries does not constitute income 
from “the active conduct of a trade or business.” 

Domestic corporations operating through branches abroad can qualify as 
Western Hemisphere trade corporations if they conduct a trade or business 
through these foreign branches. However, domestic corporations which operate 
abroad through the medium of wholly owned subsidiaries apparently cannect qual- 
ify as Western Hemisphere trade corporations because the Internal Revenue 
Service has not accepted the principle that a domestic corporation can conduct a 
business abroad through the medium of local foreign corporations. Heretofore 
operation through the medium of foreign corporations has presented some com- 
pensating tax advantages in that the income therefrom was not taxed until 
brought home to the domestic corporation, On the other hand, a domestic cor- 
poration was taxed on income derived from its foreign branch. I am advised 
that consideration is being given to the deferment of the taxation of income of a 
foreign branch until the income is brought home to the domestic corporation. If 
this is adopted it will eliminate any distincition that heretofore existed betwee 
operations abroad through the medium of a foreign subsidiary as distinguished 
from a foreign branch. In order to make the similarity of tax treatment com- 
plete it should be expressly provided that a domestic corporation which actively 
conducts a trade or business abroad through the medium of local foreign corpo- 
‘ations can qualify as a Western Hemisphere trade corporation and obtain partial 
relief from United States income taxes 

I believe that the recommendation made herein is most important in promoting 
private investments in underdeveloped foreign countries. United States investors 
find that the most effective way to conduct a mining, manufacturing, or other 
similar business in a foreign country is by means of a local foreign corporation. 
Franchises and concessions are more easily obtained. Often the foreign country 
has laws discriminating against corporations organized under the laws of another 
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country. For example, local legislation frequently prohibits the ownership of 
ny substantial amount of land by corporations not organized under local law. 
Furthermore, it may prove necessary or advisable to have participation by local 

capital and this can best be effected by the medium of a local corporation. 

The recommendation herein can be accomplished by an amendment of subdi- 
vision (b) of section 109 of the Internal Revenue Code. Section 109 now pro- 
vides as follows: 

“(b) If 90 per centum or more of its gross income for such period or such part 
thereof was derived from the active conduct of a trade or business.” 

This section should be amended to read as follows: 

“Sporion 109 (b). If 90 per centum or more of its gross income for such period 
or such part thereof was derived from the active conduct of a trade or business 
directly or through dividends, interest or other income received from a foreig 
corporation in which the domestic corporation owns an equity of at least 50 per 
centum,” 

The adoption of the above recommendation would provide a practical vehicle 
for effectively encouraging investments abroad. 





STATEMENT SUBMITTED BY PAUL D. SeGaHers, ATTORNEY, NEw YorK City, RE 
RECOM MENDATIONS FOR CHANGES IN PROVISIONS OF THE INTERNAL REVENUE CODE 
RELATING TO TAXATION OF INCOME FROM FOREIGN TRADE 


United States taxpayers, whether individuals or corporations, can today in 
fact realize income from the sale of goods or other activities outside the United 
States without thereby becoming liable for 1 cent of United States tax, provided 
that sufficient foresight is exercised in the choice and use of the forms and 
methods necessary for that purpose. 

Why not, then, treat all alike and afford to all the same tax advantages with 
respect to income derived from activities outside the United States, rather than 
restrict such benefits to the few who may be in position to, and are sufficiently 
alert to take the steps, often complicated and uneconomic, by which such tax 
savings can now be accomplished ? 

Fair, nondiscriminatory taxation of all United States taxpayers engaged in 
foreign trade or industry will encourage such activities of our people in under- 
developed countries, stimulate good international trade relations, and remove 
the competitive disadvantages presently imposed upon United States business 
seeking to expand into foreign fields. 

These results can be achieved only by a completely fresh approach to the 
problem of taxing the income derived by our citizens from operations abroad. 

Under existing law, the effective net rate of United States taxes imposed on 
income from foreign sources, arising out of substantially similar business opera- 
tions, varies greatly, depending upon matters of form. This often forces the 
United States businessman to select methods of doing business abroad with an 
eye directed principally to their tax-saving possibilities, rather than to their 
economy and efficiency. The tax result depending to a great extent, as it now 
does, upon matiers of form, also necessarily results in much uncertainty as to 
the ultimate tax liability attaching to what should be very simple transactions. 

Finally, the present system of credits for foreign income taxes (sec. 131, 
IRC) handicaps and, in some instances, completely nullifies the efforts of 
foreign governments which seek, by means of granting tax exemptions or lower 
tax rates, to encourage the influx of United States industry and commerce. 
This result, surely not intended by Congress, flows from the fact that, in cer- 
tain not uncommon situations, a decrease in the rate of a foreign country’s income 
tax fails to reduce, and in some cases actually increases the aggregate income- 
tax burden of United States taxpayers doing business there. This anomalous 
circumstance tends to encourage foreign countries to increase their income-tax 
rates to the maximum point where the increase, although reducing the tax 
revenue of the United States Treasury, does not increase the aggregate income- 
tax cost of United States taxpayers doing business in such countries. 

The existing foreign tax credit and other provisions of the Internal Revenue 
Code and in our tax treaties which purport to eliminate the double taxation of 
our citizen’s income from foreign sources fail to cure these faults. The recog- 
nized objective of our national policy of affording tax, as well as other incentives 
to foreign trade, can be attained only by relieving United States taxpayers from 
the burden of United States tax on their income resulting from manufacturing 
and other activities in foreign countries, including the sale of goods to customers 
outside the United States. 
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The direct loss of United States tax revenue which would result from this 
exemption would be no more than the loss which would (and may) result if 
every foreign country were to raise its rate of income tax at least to equal the 
United States rate. In such circumstances, which are rapidly approaching, the 
aggregate tax burden of most United States taxpayers having income abroad 
would continue to be the same, but, through the operation of the existing foreign 
income tax credit provisions (sec. 131, IRC), such foreign countries would 
get all the tax and the United States would get none. 

On the other hand, those experienced in foreign trade are convinced that the 
basic reform recommended (complete exemption of income derived by our citi- 
zens from sources abroad) would quickly produce additional United States tax 
revenue from increased United States income necessarily flowing from the expan- 
sion of domestic manufacturing and other activities arising out of the increase 
in foreign trade which would follow the removal of the tax handicaps to which 
such trade is presently subjected. 

If the Congress really desires to foster foreign trade and commerce, it must 
make it possible for our citizens to obtain the benefit of any lower foreign income- 
tux rates available, or which may become available, in other countries. ‘At best, 
these lower tax rates are little enough inducement to undertake the risks, and 
incur the expenses and difficulties confronting our people who seek to do business 
in such countries. We should not make it impossible for any friendly country 
to afford this inducement as a means of bringing in needed United States capital 
and know-how. 

It, would be possible, although not believed desirable, to limit the recommended 
complete exemption from United States tax to income from foreign sources 
earned or received by United States corporations. This limitation would insure 
that all such income would be subject to United States income and surtaxes 
when received by individual taxpayers, and that such income also would be sub 
ject to the personal holding company tax or the penalty surtax under section 
102, Internal Revenue Code, in appropriate cases. Thus, all income from foreign 
sources would ultimately be subject to United States taxes, but the enterprise 
earning the income would not be burdened, in its efforts to earn it, by the crushing 
competitive tax disadvantage which now confronts United States taxpayers seek- 
ing to engage in foreign trade. 

Determination of “Source of Income” (this is, the place where earned) 

Whether the basic reform recommended above is adopted, or the existing crazy 
quilt of provisions of the Internal Revenue Code relating to the taxation of 
“income from sources without the United States” remains in effect, a legislative 
clarification of the latter term is badly needed, especially with respect to income 
realized outside the United States from the sale of personal property (goods) 
produced or purchased in the United States. 

For this purpose, it is recommended that the Internal Revenue Code he 
amended to provide that the income from bona fide sales of goods to customers 
located outside the United States, for use outside the United States, should be 
considered as being from sources outside the United States his simple and 
logical rule should replace the present artificial “passage of title” and “risks 
and benefits of ownership” rules which, in many instances, necessitate the depar- 
ture from normal commercial practices in foreign trade, are causing great un 
certainty, are likely to lead to much litigation, and have many other undesirable 
results. 

It is also of great economic importance to include in the code a speci | 
vision that, where it is necesSary to allocate the source of income between the 
place of manufacture and the place of sale, the taxpayer’s method of accounting, 
consistently applied, should be accepted in the absence of any showing of bad 
faith or violation of generally recognized accounting principles. 


ro 


ALTERNATIVE RECOMMENDATIONS 


The basic change recommended in the first part of this statement—the exemp 
tion from United States tax of income from foreign sources—would eliminate all 
the complexities, uncertainties, and inequities resulting from the present pro 
visions of the Internal Revenue Code for special credits and methods of taxing 
income from foreign business operations, depending upon where conducted and 
under what legal forms, and the maze of boobytraps found in the provisions for 
“credits for foreign income taxes.” (Which latter have resulted in much loss 
of revenue to the United States Treasury, without compensating advantages to 
United States taxpayers.) If, however, the recommended forthright solution 
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is rejected, the following remedial amendments are suggested as a means of 
affording relief from some of the present inequities in this field of the law: 

(1) The existing Western Hemisphere trade corporation provisions of the 
code (secs. 109 and 26 (i), IRC) should be extended— 

(a) Toinelude income from sources in any foreign country, 
(b) Realized by any United States corporation, regardless of the amount 
of its income from any other source ; and 
(c) The credit allowed such corporation should be increased from the 
present 27 percent to at least 50 percent of such foreign income. 

This change would help to carry out our national policy of encouraging world- 
wide trade, and eliminate the existing necessity of organizing separate corpora- 
tions to engage in such activities. 

(2) Credit against United States income taxes for foreign income taxes paid 
(sec. 131, IRC) should (a) be allowed for the full amount of all such taxes, with 
no percentage reduction, or, (b) as a less desirable and partial remedy, there 
should be only one percentage limitation, computed on the basis of the aggregate 
amount of income and taxes for all countries, or, (c) to afford a minimum 
of relief, pending a more satisfactory solution of these problems, if the credit 
for each country is to remain subject to a percentage limitation, the aggregate 
of the credits (so limited), should not be further reduced by the present overall 
limitation, which has the unhappy result of denying all or part of the credit 
where the taxpayer has suffered a loss in one or more foreign countries—just 
when credit for the full amount of all foreign taxes is most needed. 

To the extent that any percentage limitation is applied, the result is donble 
taxation, placing the United States taxpayer, to that extent, at a disadvantage 
in competition with businessmen of other countries. 

Various other technical amendments of the existing foreign tax credit pro- 
visions also are needed, including (a) further extension of the definition of 
foreign income taxes to include all taxes which, although not in the form of 
income taxes, are in fact levied by the foreign country in lieu thereof, and (Db) 
changes in the rules for the determination of the amount of income from foreign 
sources for the purpose of computing the percentage limitation, so as to correct 
some of the inequities which arise under the present rules, 


CONCLUSION 


Although it is believed that the amendment of the Internal Revenue Code 
to give effect to the alternative recommendations set forth above would result 
in a great improvement in present conditions, the primary, basic recommenda- 
tion presented at the beginning of this statement is once again urged: 


Income of United States taxpayers from foreign sources should be exempt from. 
United States tar 

Only in that way can United States business compete on an equal footing in 
other lands. The existing method of allowing credits for foreign taxes against 
United States taxes contains the germs of many evils which are manifest today. 
Not the least of these is the incentive to foreign governments to raise their rates 
of tax on United States businesses operating within their borders, and the frustra- 
tion of the efforts of friendly foreign governments to encourage, by means of 
granting tax exemptions or lower tax rates, the influx of United States industry 
und commerce in their lands. 


The Cuatrman. The committee stands adjourned. 
(Thereupon, at 12:35 p. m., the hearing was adjourned.) 
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